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Tax issues

S Corporation Shareholders Benefit
From Supreme Court Ruling

By Stewnn M Frigdmen and Steven J. Saymansii

The .5, Suprerna Court recantly rubsd in lavor of taxpayers in a poisntial windiall decision for sharshalders of 3
CNpOratonE.

Many small comparsss, including real estabe-related ventuies, skec! 10 be ineabéd &8 3 oFporaions with the
Intemal Revenus Sorvics. An § corporation generally is nol subject (o (axes a3 an snlity. Instead. shamholders are
allocated & pro rata share of the corporabiof's income Bems, including loss, deduction, cnedil, of lax-axempt
ncoma, Shareholders repon these dems on their indiidual tax reburme. Tha bats of each sharshalier's ook in an
S corporation id ntredsed oF dbchaaded by (he Gbove lems of NCOME oF o

in Daned A. Gitlitz, &f va. of ol v Commissiansr n January, ihe Suprema Coun hald that discharge of dabil, even i
it i anciuded from (e shansholder's income. 8 an ilem that incresses the bass of 5 corporation shock 1o is
sharahalders. The Supreme Cou 80 nuled thal he Meneass in the 5 corparalion sharsholders' bases ooours
bafore a neduction in the 5 corporalion’s e atiribules.

in effect. cancalistion of debt income realized by an nschvent S corpangtion and exchuda under Intamsl Revenus
Code Section 108{a) wil b lresisd &s & lx-axempl incams Asm 1hal Aiews 1eough 1o e 5 coponstion's
sharahokders and will ncrease (e sharehoiters’ bases. Thus, the sharancidar Bvosds NCome rom cancallation of
# dabl while increasing his basis in his S corperation sioch, resulling in & POWBNL! (085 LEON e kouidaian or sale
ol the 5 corporahon

Statutory Backgrownd IRC Section 61(a)12) provsdes that when an cblgation o repay borrowed funds is
dischasgad, e amaurt of tha dacharge must be included in gross incoma. This is called canceliation of debi
ncoma, of GO0 income

Howver, IRC Sechion 106(a) provides an excepltion to the ganaral nule in that COD income can be ewciuded from
ross income f tha dischanga ocours whan the laepayer is barkrupt of nsalvent. If COD income is excludad using
he nsohency exception, IRC Seaction 108(b) peneraly requires 3 reduction in the lapaecs lad sliributes,
niciuding ned operaling Iosses. VBrious credits, and basis reductions thal would be vsed o cfsel fulure laxsble
O

The Gilhitr Caas

in the Supreme Courl cass, Davad Giltlitz and Philip Winn sach owned 50 percent of PDVW&A. an 5 cofporation
PDANEA was & parings in & real estale parnership that realized about $4 millken in COD income in 19917 PDWEA's
distributive share of COD incoms was 52 milion (with 31 million each slocsted 10 GRELZ and Winn )

Whan the parinership realized 1he COD income, POAWRA was insobmant i the axient of £2 1 milion, and the COD
oo was anciuded from is tax lisbility, Becauss of POAVWEA's imsohwency, compared with the COD income of 32
milkgn, Githitz and YWinn axcluded the ful amount of COD income:

The Supreme Cour cass imvolves Gillitz's next couwse of aclion. Instead of just axcluding the COD income. Gillitz
trmated the exduded COD ncome 8 an iNcoma bem and increased his basis in his PDWERA stock by $1 milion

Addtionally, Gilliz claimed a loss of §1 milkon on his 1581 fedacal income-tax relurm dud 1o prior S corparation
koeses for which ha had no basts in hes s2ock. Absent the basis increass, (he deductitilty of hese losses woul
hand been precluded har federal iRcoims L pUpEsas

This IRS disallowad i Ioasss that Gilitz cleimed on the premiss thal Fe lecked suMiceent basis in b PDWAA
slock snd aesessed a federal incoma tm: and deficiency of $251,182 on Galitr's 18 rebum.

The U5, Tax Courl and the U5, Gourt of Appeals for the 108h Cincufl affimeed the commissionar’'s decison by
rajecting (e laxpayers pastion hat the excludsd COD inooma cd not increase the shansholder's stock basis. The
Suprema Court decided %o take the case dus b spil decisions among the vanous cincuits it considensd & number
of HeBuas
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First, tha court considensd whalbar ihe IRC penmits ixpayers o incroass bases in their 3 comporaban stock by e
amoun of an 5§ coporation’s COD income excluded from gross ncome. The IRS commissones angued that the TO LEARN MqEE
COD income of an insolvent § corporation is not an income ibem and thus, never passes through to sharsholders I m
| CLICK NERE
Urider IRC Sectons 61 and 108, the Suprema Court repectd this argument, stating that exciuded dischanged debt |
i 8 income fem (hel passes through 10 tha shamboiders and increasas ihair bases n iha siod of the 5
feeje ey el
Naxt, e coun considered thal f tha IRC permifls such an increase, & must b Clear whlhes e inCiaass oCous
bdore or after lRxpayers A requred [0 rduce the 5 corporalion's (& alribules E I
This liming is vital. i tha atirbute reduction aoours belore the COD incoma is passed Ihrough 1o its sharsholders, IIIHI ’n IIuEsI
Iha shanshoiders’ iosses that exceed basis ane trested as the corporalion’s ned cperabng loss and than ane '“ mn anE
reduced by the amount of the dscharged debt Based on this cass, the lEpayer would have no suspended losses

n argdar 1o take the deducton

I, hvargrvar, ihe stiribube reduciion ocoars after e COD ncome s passed through, the shansholders would be
able ba dedud thei lossas [up io tha amount of the bass increase due o the COD ncome). Any suspandad losses
that reenan will be ireated as S conparalion nel cperating lasses and reduced acoandingly

The Suprems Court ruled Bhat ihis sequence of events is expréssly sddressed in (he slatube and provides that the
atiriouts reductions “shall be made afer tha determination of the tax imposed by (R chaplar for the Laxable year of
e digchange

Ths, the cour nuled in favor of fhe togpeye s on this ssus, staling, *Becauss her basis Ncraass is agual to thair
loesas. palilonens have no suapanded losses nemaining” and na fel operaing loEees remaining

Hew Considerations Based on the Suprema Courl decision, COD income realized by an insolven! § coporaton
and axcluded under IRC Section 108(a) will be reated as an income ilen Tat Nows IhFough 1o tha 5 corporation's
shareholders and NCreases e shareho'ders basis

Additonally, the Supreme Courl ruled that the fiow thhough of COD income oceurs belore the reducton ol the §
corporation’s tax afinbutes under IRC Sechon 108(b)

i appears that such income should be reporisd the Same wiy 1Bx-axempl NComa is reporied on Schadules K and
-1 of the S corporation's tax retum. Taxpayars whi héve baken B posilion contrary 1o the Supreme CourTs
decision maly have an apporunity Tor B refund for open years for those wha file & refund claim based on tha case
However, ihe Traasury Deparimend may recomemend legislation 1o ciose guch 8 windfall whather or nol the
lesgiskition would Be rebinachve S ursstsin

For burther informahon, Sondull wilh & bEx sdvisar

Add Commaent

Commant: *

* Wel papes addresses and 8-mail adoresses tum inbo links auicmaticaly,
= Aliwad HTML ags: <8> <am> <sirong> <cbe> <code> <ul> <gl> <li> <di> <di> <dg> mge <hi=
=hg» chl> <hd> <hfs>
+ Linms and paragraphs break automatically
More informaition abouwt formalting ophions

_Save | _Prevew |

CIRE Power Bar

Advertising/Planning Subscriptions Interact with CIRE Contact Us
Ecklong Cadendar Bubscribe 1o CIRE Magazine Maol the Stalf Commanial Invesiment Real
Madia Planner (POF, 2Mb) Ordlar an (8908 of an Adicla Virite for Us Estate & ha flagship publicalion

N, 11272011

EFTA01071411



