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Appendix: 
Exiting a Troubled S Corporation: 

Liquidation and Cancellation of Debt Income Rules 
 

Robert W. Jamison, CPA, PhD 

¶1. Overview 
 2020 saw a major downturn in the fortunes of many closely-held businesses. 
 Many of these businesses may no longer be viable in 2021. 
 The scenario provides the background for the examples in this presentation. 

 The actions preceding 2020 are not necessarily indicative of the author’s 
opinions about good tax planning. 

Scenario 

In late 2017, Amanda, Bob and Carol decided to form a bar, restaurant and 
nightclub in downtown Metropolis in the central entertainment district. Amanda 
and Carol are sisters. Bob is their cousin. They formed Abacus, Inc., to own and 
operate the restaurant. They made a timely and proper S election for Abacus for its 
taxable year beginning in 2017, and the election has remained in effect. 

Amanda owned a land and building that was ideal for the business. It was a two 
story building had housed another restaurant and needed no substantial renovation. 
The tenant was franchisee of a mid-level chain that had failed. She contributed the 
land and building to Abacus in exchange for 50% of the stock.1 At the time of the 
contribution, the basis, values and liabilities were: 

 Adjusted Basis FMV 
Land $800,000 $1,000,000 
Building2 1,094,500 1,500,000 
Liabilities (1,300,000) (1,300,000) 
Net     $594,500 $1,200,000 

Bob and Carol each contributed $600,000 cash in exchange for 25% of the stock.  

The previous tenant had removed all of the kitchen equipment, as well as the restaurant 
and show bar furnishings. Abacus acquired new equipment and furnishings at a cost 
of $4,000,000. They were able to finance $3,000,000 of the cost with secured loans 
from outside lenders. Each of the shareholders guaranteed the loans, proportionate to 
their percentage stock ownership.  

 

 
1 The author does not recommend contributing real estate to a corporation. This series of examples will 

illustrate some of the disadvantages of doing so. 
2 Original cost of $1,287,000, depreciation of $192,500. 
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All of the equipment and furnishings qualified for bonus depreciation. The business 
commenced operations in 2018. By the end of 2018 the furnishings and equipment 
had zero basis. The combination of start-up costs and depreciation deductions had 
created ordinary losses for the year. The losses exceeded each shareholder’s basis 
considerably. In 2018, Carol loaned Abacus $150,000.  

By 2019 cash flow was good. In 2019 the business prospered and the shareholders 
were able to recoup some of the losses. They took substantial salaries in 2018 and 
2019. However, by the end of 2019 each shareholder still had substantial losses in 
excess of basis. 

Losses and basis end of 2019 Losses Basis Excess 
Amanda 1,772,250 594,500 1,177,750 
Bob 886,125 600,000 286,125 
Carol 886,125 750,000 136,125 

With the 2020 economic troubles, the restaurant and club suffered. By the end of 2020, 
the corporation had sustained an ordinary loss of $100,000. Moreover, survival of 
Abacus was unlikely, unless the corporation received some relief. 

¶2. Cancellation of Debt of S Corporations 
 A debt reduction may occur when a creditor agrees to a reduction of the debt, or 

when the creditor accepts stock of the debtor and the value of the stock is less than 
the principal amount of the debt.3  

 Cancellation of debt may also occur when the creditor makes no attempt to enforce 
the debt and it is evident from the facts that the debt will not be repaid.4 

 Cancellation of debt includes a payment for cash, other debt, stock contribution to 
capital, or a complete forgiveness by the creditor.5 
 If the shareholder contributes a reduced basis note to the corporation’s 

capital the corporation is deemed to have satisfied the note with an amount 
equal to the shareholder’s basis.6 

 However, in case of a contribution of debt to capital by an S corporation 
shareholder, the basis is computed before any reductions for losses passed 
through from the corporation.7 

¶201 Cancellation of Debt Exclusions 
 In general, gross income includes cancellation or reduction of debt.8 
 There are exceptions, in Code Section 108. 
 

 
3 Code Sec. 108(e)(8). 
4 Salva v. Comm’r, TC Memo 1993-90, 65 TC 2080; Cozzi v. Comm’r, 88 TC 435 (1987). 
5 Code Sec. 108(i)(4)(B). 
6 Code Sec. 108(e)(6)(B). 
7 Code Sec. 108(d)(7)(C). 
8 Code Sec. 61(a)(11). 
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Figure 2-1 
Cancellation of Debt Exclusion and Inclusion 
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 There is no gross income from discharge of debt in a federal or state 
bankruptcy proceeding.9 

 A taxpayer who is insolvent after the cancellation of debt recognizes no 
gross income from the debt cancellation.10 

 When a seller of property finances the purchase, and later reduces the debt 
balance, there is no gross income to the borrower.  

 If the borrower is a farmer, and the debt is related to the farming business, 
the forgiveness by the lender may be a reduction of qualified farm 
indebtedness, and excluded from gross income.11 

 If the debt is discharged after December 31, 1992, it may not be included in 
gross income if it is qualified real property business indebtedness.12  
 This exclusion is not available for C corporations. 

Observation 

There are two other categories of cancellation of debt income that may be excluded 
by Code Section 108. These are qualified principal residence debts and student 
loans. See Code Sections 108(a)(1)(E) and 108(f). Since these types of loans are 
not directly applicable to S corporations, they receive no further discussion in this 
material. 

¶202 Reduction of Favorable Tax Attributes 
 The bankruptcy and insolvency exceptions require reduction of certain favorable 

tax attributes. 

¶202.01 General Rules 
 For discharges of indebtedness, the attributes to be reduced are, in the following 

order:13 
1. Net operating loss of the year of discharge 
2. Net operating loss carryover to that year 
3. General business credit carryforward 
4. Alternative minimum tax credit carryforward from years prior to discharge 
5. Capital loss of the year of discharge  
6. Capital loss carryover to the year of discharge 
7. Reduction of basis of all property held by the taxpayer  
8. Passive activity loss and credit carryforwards from the year of the discharge 
9. Foreign tax credit carryover 

 These reductions apply only to a taxpayer following a reduction of debt under the 
bankruptcy insolvency and qualified farm indebtedness rules. 

 The qualified business real property indebtedness exclusion requires reduction of 
basis of the subject property. 

 
9 Code Sec. 108(a)(1)(A). 
10 Code Sec. 108(a)(1)(B). 
11 Code Sec. 108(a)(1)(C). 
12 Code Sec. 108(a)(1)(D). 
13 Code Sec. 108(b)(2), as amended by the Revenue Reconciliation Act of 1993. 
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¶202.02 Elective Rule: Section 108(b)(5) 
 In lieu of the attribution reduction ordering above, a taxpayer may elect to reduce 

the basis of all depreciable property.14 
 This election applies only to bankruptcy, insolvency and farm exceptions. 
 A second election allows a person who elects this option to treat inventory 

as depreciable property, solely for purposes of the basis reduction rule.15 

Example 2-1 

At the end of 2020 Abacus’s balance sheet is: 
 Adjusted Basis  FMV 
Assets   
Cash $4,350 $4,350 
Inventory 16,836 0 
Supplies 9,750 0 
Land 800,000 700,000 
Building 995,500 1,000,000 
Furnishings & Equipment                 0  1,800,000 
Total $1,826,436 $1,704,350 
Liabilities & shareholders’ equity   
Accrued liabilities $85,000 $123,000 
Mortgage 1,272,418 1,260,418 
Furnishings & Equipment loans 2,000,000 2,000,000 
Shareholder loan- Carol 150,000 150,000 
Common stock 1,794,500 1,794,500 
AAA (3,4975,482) (3,623,568) 
Total    $1,826,436  $1,704,350 
 
The creditors are willing to give Abacus a few more months to recover. The vendors 
have agreed to write down the accounts payable to $12,300 (10% of face). The 
holders of the loan secured by the furnishings and equipment have agreed to write 
the principal down to $1,800,000 – the fair market value of the secured property. 
The mortgagor on the building has not agreed to reduce the principal. As a condition 
of the forbearances, Carol will cancel the $150,000 outstanding loan by making a 
contribution to capital. She will not receive any additional shares, but Amanda and 
Bob agree to compensate her with their own funds. All of these actions occur before 
the end of 2020. 
 
For an S corporation, cancellation of debt income does not include the contribution 
of Carol’s note to the capital, since the shareholder/creditor’s basis does not include 
any reductions for losses passing through from the S corporation..16  
 

 
14 Code Sec. 108(b)(5). 
15 Code Sec. 1.1017-1(f)(1). 
16 Code Sec. 108(d)(7)(C). 
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Therefore the cancellation of debt income to be taken into account is: 
 

Debt before   
Accrued liabilities $123,000  
Furnishings & Equipment loans 2,000,000 $2,123,000 
Debt after   
Accrued liabilities 12,300  
Furnishings & Equipment loans 1,800,000 1,812,300 
Reduction of debt   $310,700 

After the debt reduction Abacus’s liabilities are: 

Description Amount 
Accrued liabilities $12,300 
Mortgage 1,260,418 
Furnishings & Equipment loans   1,800,000 
Total $3,072,718 

The fair market value of Abacus’s assets is $1,704,350. Since its liabilities exceed 
the fair market value of its assets, Abacus is insolvent and excludes all of the 
cancellation of debt income. 

¶202.03 S Corporation Rules 
 The unique nature of the S corporation requires some special calculations.  
 The required reduction of tax attributes is generally applied at the corporate level.17 
 There is one shareholder level attribute, however, for which reduction is required.  

 The net operating loss for the year of discharge is the loss for the year that 
is disallowed to the shareholders under their basis limitations.18 

 The shareholder level loss carryforward that must be reduced under this rule 
includes all losses from previous years, as well as the current year's loss.  

 Therefore, all cumulative losses that have exceeded a shareholder’s basis in 
years prior to the discharge or reduction of debt are treated as if they were 
losses incurred in the year of discharge. 

¶203 Reduction of Attributes for S Corporations 
 Regulation Section 1.108-7(d) provides the allocation rules for treatment of the 

shareholders when the S corporation excludes income under the bankruptcy, 
insolvency or farm indebtedness rules.  

 The rules are relatively straightforward: 

 
17 Code Sec. 108(d)(7)(A). 
18 Code Sec. 108(d)(7)(B).  
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¶203.01 Current Year Losses 
 The S corporation must compare the excluded cancellation of debt income with the 

loss (if any) that would pass through to the shareholders in the year of the debt 
reduction.  

 The S corporation can determine this amount without relying on the shareholders 
for information. 

 The first attribute to be disallowed is the loss (if any) from the year of debt discharge 
that would otherwise pass through to the shareholders.19 

Example 2-2 

Assume that Abacus did not make the Section 108(b)(5) election. Assume that the 
ordinary loss for 2020 would have been $100,000, and that the debt reduction occurs 
before the end of 2020. The first attribute to be reduced is the loss for the year of 
the cancellation of debt: 
 

Description Amount 
Pass through current year ordinary loss  $100,000 
Reduce for cancellation of debt income  (100,000) 
Current pass through loss 0 
Reduction of next attributes $210,700 

¶203.02 Shareholder Suspended Losses 
 After the S corporation has offset any losses for the year of the discharge, it must 

receive information from the shareholders.  
 In a year when the S corporation excludes cancellation of debt income each 

shareholder must determine any losses from prior years that have not been 
deductible due to the basis limit of Code Sec. 1366(d)(1).20  

 The shareholder makes this determination at the end of the year of discharge.21 
 The Regulation defines the total of the disallowed shareholder losses as the deemed 

NOL.22 
 The S corporation then compares the aggregate deemed NOL with the cancellation 

of debt income excluded in the year. 
 If the excluded cancellation of debt income exceeds the deemed NOL, all 

of the deemed NOLs are eliminated for the year after the debt discharge, 
and all future years.  

 If the deemed NOLs exceed the excluded cancellation of debt income, the 
excess, termed the excess deemed NOL, is allocated back to the 
shareholders.23  

 
19 Reg. §1.108-7(d)(1), §1.108-7(e), Example (5). This is consistent with the ordering rule in Code Sec. 
108(d)(4)(B). 
20 Reg. §1.108-7(d)(4). 
21 Code Sec. 108(b)(4)(A). 
22 Reg. §1.108-7(d)(1). 
23 Reg. §1.108-7(d)(2)(ii)(A). 
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 The allocation formula requires apportionment according to each 
shareholder’s deemed NOL as a fraction of the entire deemed NOL prior to 
its reduction. 

 The corporation then allocates the excess deemed NOL back to the shareholders, 
who may be allowed to claim their portions as deductions for the year following 
the debt discharge.24 

Example 2-3 

The first attribute to be reduced is the loss for the year of the cancellation of debt, 
which was $100,000. That leaves $210,700 to reduce the next attributes. Abacus 
allocates this to each of the three shareholders, in proportion to their losses in excess 
of basis at the end of 2019: 
 
Carryforward reduction    $210,700 

Shareholder  

Suspended 
loss, 
12/31/2019 
(Deemed 
NOL) 

Percent 
total 

Reduction 

Suspended 
loss, 
01/01/2021 
(Excess 
deemed 
NOL) 

Amanda $1,177,750 0.7361 $155,095 $1,022,655 
Bob 286,125 0.1788 37,679 248,446 
Carol     136,125 0.0851    17,926     118,199 
Total $1,600,000 1.0000 $210,700 $1,389,300 

 When there is excess deemed NOL, the shareholders must each determine how 
much of the reduction was due to ordinary loss, 1231 loss and capital loss.25  
 The reduction is proportionate to each type of loss and its contribution to 

the whole. 

¶203.03 Elective Rule: Section 108(b)(5) 
 In lieu of the attribution reduction ordering above, a taxpayer may elect to reduce 

the basis of all depreciable property.26 

Example 2-4 

Assume that Abacus elects to reduce the basis of depreciable property as its first 
attribute. The only depreciable property with basis is the building. Its basis, after 
reduction for the 2020 depreciation, is $995,500 (see balance sheet in Example 2-1). 
This basis exceeds the cancellation of debt income so no further attribute reduction 
occurs. The basis of the building becomes: 

 
24 Reg. §1.108-7(d)(2)(i). 
25 Reg. §1.108-7(d)(3). 
26 Code Sec. 108(b)(5). 
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Depreciable asset - building  
Basis before reduction $995,500 
Cancellation of debt  (310,700) 
Basis January 1, 2021 $684,800 

¶203.04 Cancellation of Debt with Transfer of Property  
 When debt is reduced or cancelled in connection with a transfer of property, the 

amount of debt transferred to the new owner is generally treated as an amount 
realized on the sale of the property. 
  If the borrower is not personally liable and the lender’s only remedy for 

enforcement is foreclosure on the property, the debt is termed a nonrecourse 
liability.  

 When the borrower is personally liable for repayment of the debt and the 
creditor may enforce payment in full, even if the property transferred has 
insufficient value to satisfy the debt, the obligation is termed a recourse 
liability. 

 Nonrecourse Liabilities 
 If a nonrecourse liability is satisfied by transfer of property (including foreclosure 

or any other taxable disposition), the entire amount of the debt is treated as an 
amount realized on the sale of the property.27  
 The fair market value of the property is irrelevant to the tax treatment of the 

former owner.28  
 The difference between the total amount realized and the property’s 

adjusted basis is treated as a gain or loss on the sale.  
 The character of the gain or loss is determined by the usual tax rules.  
 Accordingly, it may be capital, Section 1231, or ordinary. 

 Recourse Liabilities 
 In general, the same principles apply to a foreclosure or other transfer of property 

involving a recourse debt.  
 In this circumstance, however, if the fair market value of the property does not 

satisfy the obligation, the mortgagor still has a claim against the debtor.  
 If the creditor pursues no other remedies and accepts the property in cancellation 

of the debt, the liability is bifurcated into two parts: 

1. The amount of debt cancelled that does not exceed the fair market value of the 
property is treated as an amount realized on the sale of the property. The 
character of the gain or loss is determined by the usual tax rules. Accordingly, 
it may be capital, Section 1231, or ordinary. 

2. The amount of debt that exceeds the property’s fair market value is income 
from cancellation of debt.29 This portion of the debt cancellation may only be 
ordinary income, but it is subject to the exclusion rules, discussed infra at 2008. 

 
27 Reg. §1.1001-2(a)(4)(i); Crane v. Comm’r, 331 U.S. 1 (S Ct. 1947). 
28 Comm’r v. Tufts, 461 U.S. 300, 83-1 USTC ¶9328 (1983). 
29 Reg. §1.1001-2(a)(2); Bressi v. Comm’r, TC Memo 1991-651. 
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This portion of the debt is treated in the same manner as cancellation of debt 
where there is no property transferred. 

Example 2-5 

By early 2021, Abacus is no longer a viable entity. Abacus did not elect to reduce 
basis via Section 108(b)(5) after the reduction of debt as shown in Example 2-4. 
Therefore the shareholder suspended losses are those shown in Example 2-3, after 
reduction for the cancellation of debt income in 2020. Cash, supplies and inventory 
had all been exhausted. There were no longer any liabilities except for the mortgage 
and the loans secured by furnishings and equipment.  
The balance sheet at the end of March 2021 is: 
 
 Basis FMV 
Cash $0 $0 
Inventory 0 0 
Supplies 0 0 
Land 800,000 600,000 
Building * 935,000 900,000 
Equipment 0 1,250,000 
Total $1,735,000 $1,500,000 
Liabilities   
Accrued liabilities $0 $0 
Mortgage 1,260,418 1,260,418 
Furnishings and equipment loans 1,800,000 1,800,000 
Shareholder loan- Carol 0 0 
Total liabilities 3,060,418 3,060,418 
Common stock 1,794,500 0 
AAA (3,119,918) (1,560,418) 
Total $1,735,000 $1,500,000 
* $995,500 beginning of year less 60,500 depreciation  
 
The corporation has negotiated with the creditors, and will transfer all of its 
remaining assets to the properties to the creditors. Since the loans are all recourse 
loans, Abacus is treated as if it had sold each asset for the lesser of the loan amount 
or the fair market value. 
The land and building together have the following amounts: 
 

 FMV Debt Difference 
 Land  $550,000   
 Building  650,000   
Total $1,200,000 $1,260,418 $60,418 
Deemed sale price  $1,200,000  
Basis  1,735,000  
Gain or loss  $(535,000)  
Remaining debt   $60,418 
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The disposition of the furnishings and equipment is simpler, since these assets have 
zero basis. 

 FMV Debt Difference 
Furnishings and equipment $1,250,000 $1,800,000 $550,000 
Deemed sale price  1,250,000  
Basis  0  
Gain or loss  $1,250,000  
Remaining debt   $550,000 
 
For 2021, Abacus reports taxable income to its shareholders: 
Description Amount 
Gain $1,250,000 
Loss (535,000) 
Depreciation (60,500) 
Taxable Income $654,500 
 
The allocation and tax treatments are: 
 
Shareholder Percent  Income 

allocated  
Suspended 
loss 

Offset Income 
reported 
in 2021 

Suspended 
loss 
unused 

Amanda 50 $327,250 $1,022,655 $327,250 $0 $695,405 

Bob 25 163,625 248,446 163,625 0 84,821 

Carol 25 163,625 118,199 118,199 45,426 0 

Total 100 $654,500 $1,389,300 $609,074 $45,426 $780,226 

 

Example 2-6 

Assume that the creditors cancelled all of the debt. Abacus also has excluded 
cancellation of debt income: 
Subject property   
Land & Building $60,418 
Furnishings & Equipment 550,000 
Total $610,418 

The settlement of the debts and transfers of property did not dissolve the 
corporation, although it now had zero assets and liabilities. However, one problem 
remains: 

If the creditors did not release the shareholders from their guarantees, Amanda, Bob 
and Carol would need  to work out agreements with the lenders. The payment made 
by the three shareholders would not likely create business bad debt deductions. Thus 
the best that the shareholders could hope for are capital loss deductions. 
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¶203.05 Coronavirus Aid, Relief, and Economic Security Act and the 
Paycheck Protection Program  

 The Coronavirus Aid, Relief, and Economic Security Act of 2020 enacted the 
Paycheck Protection Program (PPP). 
 This plan allows employers and some self-employed individuals to receive 

loans from the Small Business Administration (SBA). 
 If the borrower meets certain conditions the U.S. government forgives the 

loan, essentially converting the funds at a grant.30 

 Initial Interpretations 
 However, the tradeoff for the exclusion seemed to be that the wages and other 

expenses paid with the proceeds from the cancelled loans will not be deductible.31 
 The IRS based this position on Code Section 265(a)(1), which disallows a 

deduction for any expense allocable to tax-exempt income. 
 The IRS opined that the cancellation of debt under the PPP is a “class” of 

tax-exempt income, and that the payments made from the proceeds are 
allocable to this class.32. 

 Consolidated Appropriations Act, 2021  
 Although the tradeoff of no income and no deduction made sense from an  

accounting point of view, it weas politically unpopular. 
 Therefore the Consolidated Appropriations Act, 2021 added the following 

provisions: 
 Forgiveness of loans is exempt from tax.33 
 Forgiven loan amounts are tax-exempt income, within the meaning of Code 

Sections 705 (partnerships) and 1366 (S corporations).34 
 Therefore these forgiven amounts are treated as increases in basis to 

the owners. 
 Any amounts paid from the funds of the forgiven PPP loans are not subject 

to disallowance as deductions merely due to the tax exempt source of 
funds.35 

 Moreover, these rules will apply to any subsequent PPP loans, unless the legislation 
should specifically provide otherwise. 

 Therefore, the Treasury Department does not have the authority to disallow basis 
to partners or shareholders, or to disallow deductions for payments resulting from 
forgiven loan proceeds.36 

 
30 P.L. 116-136, §1106(i). 
31 Notice 2020-32, I.R.B. 2020-21. 
32 Reg. §1.265(a)-1. 
33 Consolidated Appropriations Act, 2021, §276(a)(1)(i)(1). 
34 Consolidated Appropriations Act, 2021, §276(a)(1)(i)(3)(A). 
35 Consolidated Appropriations Act, 2021, §276(a)(1)(i)(2). 
36  Consolidated Appropriations Act, 2021, §276(b). 
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¶3. Liquidating a Distressed Corporation 
 In some cases, a shareholder may have guaranteed a corporation’s bank loans and 

may not be able to have the corporation declare bankruptcy without risking his or 
her personal assets.  

¶301 Shareholder Liability for Corporate Debts 
 When a shareholder needs to make payments on loans of a troubled corporation, 

the shareholder will usually be allowed a deduction for this outlay.  
 The problem to be faced is whether the loss deduction will be an ordinary loss or a 

capital loss.  
 If the corporation is to be liquidated, the timing of the financial contribution and 

the liquidation may be crucial. 

Example 3-1 

The creditors did not release Amanda, Bob and Carol from their guarantees on the 
loans. However, The lenders have allowed Amanda and Bob to substitute 
themselves for Carol’s portion of the guarantee. Immediately after the debt relief, 
Abacus redeemed all of Carol’s stock for zero consideration, except for the release 
from her guarantees. 
The remaining liabilities, after the partial satisfaction from the  transfer of property 
by Abacus, are: 
 
Subject property   
Land & Building $60,418 
Furnishings & Equipment 550,000 
Total $610,418 
 
After the agreement to release Carol, and transfer all of the property to the lenders, 
the shareholder loan guarantees are allocated as: 
 
Shareholder Percent Guarantee 

Amanda 67% $406,945 

Bob 33% 203,473 

Total 100% $610,418 

The corporation will not be revived as an active business entity, Therefore the 
shareholders plan to liquidate it as soon as it no longer serves any useful purpose. 
However, the timing could have a significant effect on the tax consequences. 

 
 There are some particular timing issues when the corporation is going through 

bankruptcy, but a shareholder is nevertheless contributing capital to the 
corporation. 
 As long as Abacus continues in existence, payments of the corporate debt 

by the shareholders creates basis for the shareholders.37 
 

37 Reg. §1.1366-2(b)(2)(ii). 
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 Accordingly the shareholder may use each augmentation of basis to allow 
deduction of previously suspended ordinary losses. 

 Dissolution of a corporation can be a hazardous action in some cases.  
 States may have laws protecting creditors of defunct corporations, known 

as transferee liability.  
 In the Abacus situation, the shareholders have not been released from their 

guarantees. 

¶302 Payment of Corporate Debts by Shareholders 
 In this situation the hapless final shareholders of defunct corporations may be 

subject to claims against the corporation that arise after the dissolution.  
 If the payment has no relationship to the shareholder’s business apart from the 

corporation, the shareholder is not likely allowed a deduction.38 
 On occasion, if the shareholder demonstrates that the payment is connected to a 

business conducted by the shareholder outside of the corporation, courts have allowed 
the shareholder to claim an ordinary deduction.39 
 Such was the case in the landmark decision of the Supreme Court in 

Arrowsmith v. Commissioner.40 
 In Arrowsmith, shareholders were obligated to pay a judgment against a 

liquidated corporation.  
 The judgment was rendered in 1944 and the shareholders had 

received the final liquidating distribution in 1940.  
 The shareholders claimed ordinary deductions for the payment in 

1944, and the IRS reclassified the payment as a contribution to the 
defunct corporation.  

 Since the corporation was no longer in existence, the IRS reasoned 
that the payment was the economic equivalent of reducing the 
amount realized when the shareholders had received the liquidating 
distribution from the corporation.  

 The Supreme Court treated this expenditure as a capital loss. 

Example 3-2 

Assume that Amanda and Bob decided to liquidate the corporation immediately 
after the transfer of the property, but before payment of the debts. After the 
liquidation, neither would be a shareholder, so the suspended losses would 
disappear. Therefore, each payment made would be a contribution to capital of a 
defunct entity. Under the Arrowsmith rule each payment would result in a capital 
loss. 
The only possibility for an ordinary deduction would be that either or both 
shareholders were able to persuade a court that the payment related to a business other 

 
38 Burnet v. Clark, 3 USTC ¶ 1010 (S. Ct., 1932), Deputy v. du Pont, 40-1 USTC ¶9161 (S. Ct.). 
39 Lohrke v. Comm’r, 48 TC 679, 684-685 (1967), Jenkins v. Comm’r, TC Memo 1983-667. 
40 Arrowsmith and Bauer v. Comm’r, 52-2 USTC ¶9527, (S. Ct.). 
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than Abacus. This is a difficult standard to meet, and would most likely entail costly 
litigation. 

 Courts have allowed a shareholder to deduct the interest on payments made on loans 
for periods after the shareholder became the primary obligor.41 

¶303 Special S Corporation Rules 
 The IRS has long held that a mere guarantee of a corporation’s debt does not create 

shareholder debt basis.  
 Revenue Ruling 70-50. Shareholder guarantee of corporate debt gives basis 

to shareholder when shareholder actually pays note.42   
 Revenue Ruling 71-288. Payment of corporate debt by shareholder in later 

year does not create shareholder basis in earlier year.43 
 Numerous court cases have helped the IRS enforce this rule.44 

 Regulation Section 1.1366-2 clearly states that there is no basis from a guarantee, 
until and unless the shareholder pays part or all of the obligation on behalf of the 
corporation.45  
 See Figure 3-1 for a summary of the rules. 

 However, all of these shareholder level suspended losses disappear if the person no 
longer holds any shares. 
 By definition, a complete liquidation terminates the shares and thus the 

person’s status as a shareholder. 
 Any suspended losses disappear. 
 The payments on debts incurred by the corporation now become capital losses, 

according to the Arrowsmith rule. 

 
41 Tolzman v. Comm’r, TC Memo 1981-689; Gregersen v. Comm’r, TC Memo 2000-325. 
42 Rev. Rul. 70-50, 1970-1 CB 178. 
43 Rev. Rul. 71-288, 1971-2 CB 319.   
44 Raynor v. Comm’r, 50 TC 762 (1968), Leavitt v. Comm’r, 89-1 USTC 9332 (4th Cir.), and Harris v U.S., 

90-2 USTC 50,341 (5th Cir.) are examples. There are many others. 
45 Reg. §1.1366-2(a)(2)(ii). 
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Figure 3-1: 
Effect of Shareholder Payment of Corporate Debt 

Shareholder payment on 
behalf of corporation

Payment necessary for 
shareholder trade or 

business?

Increase basis in corporation: 
Deputy v. du Pont, Reg §1.1366-

2(a)(2)(ii).

May be able to claim 
deduction: Lohrke, 

Jenkins

Corporation 
liquidated before 

payment?

Prior losses > 
shareholder basis?

Sort

Deduct suspended 
 losses: apportion to 

character

Suspend losses until 
future payments. Lose 

tax benefit  if 
liquidated.

No

Yes

No

Yes

No

Yes

Not in 
excess

Loss > basis

Capital loss:
Arrowsmith

 

Example 3-3 

If Amanda and Bob kept Abacus alive, each payment would create basis. Therefore 
the shareholders would be able to deduct any suspended losses, to the extent thereof. 
However, they would only be able to deduct suspended losses to the extent of basis. 
Assume that Amanda and Bob were able to work out a plan with the lenders to pay 
off the loans in 60 equal installments, beginning May 1, 2021. The payments to be 
made in 2021 are: 
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Description Amount 
Total debt  $610,418 
Monthly payment  $10,174 
Months in 2021 8 
 
The tax effects in 2021 are: 

Shareholder Percent Monthly x 8 
Suspended 
loss 

Deduction (<of 
payments or suspended 
loss) 

Amanda 67% $6,782 $54,259 $406,945 $54,259 
Bob   33%   3,391   27,130 84,821   27,130 
Total 100% $10,174 $81,389  $81,389 
 
Amanda and Bob should also be able to deduct the interest paid on the loan as business 
interest, subject to any limits imposed by Section 163(j). 

¶304 Revenue Ruling 75-144 Allowing Basis   
 Revenue Ruling 75-144 allows a substitution of a shareholder note for a corporate 

note to be treated as a payment by the shareholder, of the entire amount of the 
substituted note. 

Figure 3-2: 
Rev. Rul. 75-144 – Before Note Replacement 

S 
CorporationLoan $

Share-
holder

Bank

Guarantee

Note

 

 Under doctrine of subrogation, corporation's note to bank becomes obligation of 
corporation to shareholder.  

 When that occurs, the shareholder has basis.46 

 
46 Rev. Rul. 75-144, 1975-l CB 277. 



18 EXITING A TROUBLED S CORPORATION:  
 LIQUIDATION AND CANCELLATION OF DEBT INCOME RULES  

 

Copyright © Robert W. Jamison, 2021 

 

Figure 3-3: 
Rev. Rul. 75-144 - After Note Replacement 

S 
CorporationLoan $

Share-
holder

Bank

Note

Note

 

 The IRS allowed shareholders to claim basis for such an arrangement, even though 
the corporation's assets remained pledged as collateral.47 

Example 3-4 

Before liquidating Abacus, Amanda and Bob are able to substitute themselves as 
primary creditors on the remaining loans. After rewriting the documents the loans 
run directly between the creditors and each of the shareholders. The basis 
augmentation for each shareholder allows each to claim a deduction of the prior 
suspended losses, not to exceed basis. 

 Basis 
Loss 
carryforward Deduction 

Amanda $406,945 $695,405 $406,945 
Bob $203,473 $84,821 $84,821 
 
Bob has now been able to deduct all of his losses incurred since the formation of 
Abacus. Due to Amanda’s relatively lower basis when she contributed property, 
she was never able to recover all of her share of the losses. However, for both 
shareholders, the losses were created by ordinary deductions, principally bonus 
depreciation on the furnishings and equipment. Therefore the final deduction in 2021 
is an ordinary deduction for each shareholder. They can now liquidate Abacus without 
any further tax complications. 

¶305 Conclusion 
 When there is no business reason for keeping a corporation in existence, the 

shareholders may consider liquidation. 
 However, before going through with the liquidation the shareholders should 

consider the effects that the liquidation might have on their ability to suspended 
losses. 

 
47 Ltr. Rul. 8747013. 
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