
S Corporation Stakeholder Basis

Good morning and welcome to day 3 of the 2018 IRS Nation Wide Tax Forums. Today, 
we're going to be discussing S-Corp shareholder losses … Without further ado, we have 
Jeff Alberty. Welcome

Good morning and welcome. Today we will be discussing S corporations share holder 
losses and Excess of Basis. We have two objectives for today. The first objective is going 
to discuss how the IRS is encouraging voluntary compliance and the second objective is 
to discuss how to recompute or estimate shareholder excess of basis for a new client.  

So, just to start us off, S corporations shareholders must limit their losses from the S 
corporation to their stock in-debt basis. In order to avoid improperly claiming losses in 
excess of their basis, they must have to track their stock in-debt basis. The campaign has 
developed five treatment streams to help discuss potential non-compliance.

 The first treatment stream is issue base and examinations in soft letter, actually the 
second one, in which we identify shareholders' returns that have appeared to have 
claimed losses in excess of basis and we are sending them out for examination or sending 
them a soft letter requesting information about the return. Specifically, we're going to ask 
for a copy of their basis –

computation schedules to verify that they have not claimed losses in excess of their basis. 
The third treatment stream is tax software vendor outreach, in which we have reached out 
to the software vendors to discuss possible updates or changes to their software in order 
to encourage voluntary compliance when filing the returns. Third – or fourth, is the tax 
forms and publications. We're actually going to come back and talk about this and some 
of the different publications that have changed and been updated. Last is practitioner and 
stakeholder outreach, which is what I'm doing here today.
 So, that. Let's talk about the requirements to track basis. First, the shareholder is required 
to track – to maintain permanent records, to establish losses and deductions reported on 
the return. Second, a shareholder's losses and deductions cannot exceed the shareholder's 
stock in-debt basis. Finally, IRC section 1367 –discuss what items adjust a shareholder's 
basis. 

An IRS examiner may request these permanent books and records to substantiate a basis. 
They may request verification for like stock purchases by asking for a copy of the 
contracts. For capital contributions, they may ask for copies of cancelled checks or bank 
records. For the Schedule K1s they may actually ask for a copy of each of those as long 
as the shareholders own an interest in the S corporation. This is primarily to verify the 
yearly increases or decreases in the shareholder's basis for each year in case they have to 
recompute it or also to verify the information that's been input on the shareholder's basis 
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computation schedule. If a shareholder is claiming debt basis, then they will ask for a 
copy of any loan documents associated with it and potentially even bank records to 
substantiate that the funds were actually loaned. Finally, unusually, we might ask for a 
copy of a shareholder's returns from prior years. 

This is important because we have to be able to know if the shareholder's claimed or 
reported all the income that's been reported on the return and also see if they have, in fact, 
limited their losses to their basis in each of the years. If not, it can affect the basis 
computation. Now these items should be maintained in a permanent file for each 
shareholder. By permanent file, I mean even as the statute of limitations has originally 
expired on that year that may have been affected, it can impact the future years. That 
means all these records need to be maintained permanently for as long as the shareholder 
owns the interest in stock, until that stock is fully disposed, plus the statute of limitations 
on that year has expired. 
Let's go back and talk about the tax forms and publications and some of the changes that 
have been made in recent years. So, for an 1120-S, of course the return preparer is going 
to prepare the 1120-S and they're going to prepare a Schedule K1 that gets issued to the 
shareholder. When the shareholder receives the Schedule K1, it is two pages. 

The first page of it has all the income loss and deduction items' amounts listed along with 
the code. Page two defines what those codes mean. So, for instance, it's going to have, on 
box one, it's going to have ordinary income. On box two, going to have net rental real 
estate income or loss. It's going to have the code associated with it. On page two is where 
we have made the changes. So, if your income items, we might go ahead and tell you 
where to report those income items on the Form 1040. However, for the loss items, we 
have changed it. We no longer tell you where to report it on the Form 1040 and now we're 
going to refer you to the shareholders' instructions for Schedule K1 for form 1120-S. 
That's a big long name for a publication but I'm going to repeat it several times. I 
encourage you to go about and read it after the session.

The main goal for changing the page two is really to encourage shareholders not to just 
report the losses and deductions on the return automatically –because there are several 
limitations that apply. For the first limitation that we're talking about today of stock in-
debt basis, we provide a lot of additional information in those instructions and we need 
every shareholder to go back and review those instructions.
So, as I just mentioned, the second set of instructions is going to – or the Schedule K1 
page two is going to lead you to the shareholders' instructions for Schedule K1 for form 
1120-S. So, now we're going to talk about the changes that occurred to those instructions. 
Within those instructions, we have included a basis computation schedule already 
prepared for you. So, you just have to fill it out. So, we're just going to go over it with a 
high level but realize it's about five pages long. You should go back and review all the 
instructions when you're filling it out to understand completely how it works. 
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There are three main parts of the worksheet. The first part address stock basis. Part two 
addresses debt basis. The third part addresses allowable loss and deduction items. So, for 
part one, which is what we're showing –on the screen here, is going to go over the 
ordering rules. It's going to start with your beginning basis. It's going to increase it for 
any income items during the year. Excess is going to decrease for any distributions. Just 
note that the worksheet does help you. If you have a distribution excess of basis, it's 
reported as a capital gain. It's going to help you recognize that you've got to report that 
capital gain. The third item for basis is to reduce basis by non-deductible expenses and 
then, finally, by any allowable loss and deduction items.

So, on part two, which is the shareholders debt basis, it has four columns. The top three 
columns or first three columns, let's say, are for each of the separate debts. So, any time 
the shareholder has loaned funds to the S corporation, it should be separately reported as 
a separate debt as owed to the shareholder. Each of those have to be tracked separately. 
The last column, this is going to be a total column for each of those. 

What you're looking is each of the rows. There's kind of three sections for the rows. The 
first section is the amount of the debt. The second section is the adjustments to the debt 
basis. The last section is gain on loan retainment. So, let's talk about the first section, 
amount of the debt. So, this is the amount that the S corporation actually owes the 
shareholder. It has nothing to do with the basis. It's the amount that they owe them. So, it 
should reconcile for each – if you total these up for all the shareholders, it should 
reconcile for the balance sheet account for the S corporation. 

The second section of adjustments to debt basis decreases basis for losses claimed and it 
increases it for any debt basis restorations. The third part on gain on loan repayment 
calculates any taxable gain on loan repayment. So, just keep in mind that any time you 
have a reduced basis debt and there's a portion or all of the debt is repaid there is gain that 
is required to be reported. This worksheet's going to help you –calculate how much of 
that gain you have to report.
 

The third part of the stock in-debt basis worksheet discusses allowable loss in deduction 
items. I'm going to go over each of the columns – or I'm going to start with the rows. The 
rows are each of the separately stated items from the Schedule K1. So, you have your 
ordinary losses. You have your rental losses and so forth and so on, all the way down the 
sheet on the left side on the rows. Each of those has to be maintained separately because 
each of them, of course, have a different tax consequence when you get to the shareholder 
return. 

The columns, the first column is the current year loss and deduction items. So, any 
amount from the current year K1 is what you're going to put in the first column. The 
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second column is the carryover amount from the prior year. So, if they had a basis 
limitation the prior year, you fill those out in this column B. Column C is going to be the 
allowable loss and deduction items from stock basis. Column D is allowable loss from 
debt basis –because they had to be tracked separately on where the loss is coming from. 
The last column, column E is going to be the carryover amount for the – for carried 
forward to the next year.

So, 1367(b)(2)(a) provides that stock basis reduce first and then debt basis is reduced. So, 
the column C is going to reduce the stock basis and then column D is going to reduce 
debt basis. That's why we have to have the separate ordering rule. If the loss in 
deductions is seed stock in-debt basis, the allowable amount is allocated to each category 
of loss or deduction on a pro rata basis. So, obviously, that means that each row has to be 
separately stated until you get passed the basis complication and get to the Form 1040. 
It's a pro rata allocation. Remember that. You can just say, "Oh, I like ordinary losses. My 
client can use it. They can't use the capital loss. So, I'm going to take all the ordinary loss 
first." It doesn't work that way. It's a pro rata allocation based on the total losses available.

 So, once we're done with these shareholders' instructions for Schedule E – I'm sorry – 
shareholders' instructions for Schedule K1 for 1120-S, you're really going to go to the 
Form 1040. Within the Form 1040, we want to make sure no one skipped over those 
shareholder instructions. 

So, on Schedule E, we went ahead and added some additional instructions. We added a 
new section on limitation on losses to remind shareholders to consider the basis before 
reporting a loss on Schedule E. Know that this change has to be made on both the 2016 
and 2017 Schedule E instructions. Just I want to point out one particular sentence in here. 
It says, "If you are claiming a deduction for your share of an aggregate loss, you should 
attach to your return a computation of the adjusted basis of your corporate stock and of 
any debt the corporation owes you." Then they both refer you to the shareholders' 
instructions for Schedule K1 –for additional information, which applies to the worksheet 
we just discussed.
 
So, when you're looking at these instructions, you might say, "Well, when do I actually 
have to attack the shareholder's basis schedule?" Well, we have four recommendations on 
when you should be attaching it. The basis schedule should be attached any time the S 
corporation is allocating a loss or deduction item to the shareholder. This is going to 
verify to the service, "Hey, yes, I have looked to my basis computation. I have enough 
basis to be able to claim this loss." It's going to avoid an audit in the future. That's a good 
tip. 

The second item is for if the S corporation makes a non-dividend distribution to the 
shareholder, because these can be taxable. You have to look to your stock basis to see if 
the distributions report as a capital gain. So, therefore, you need to know your stock basis 
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computation. The third reason that you might want to attach the basis schedule is if you 
have a shareholder disposes of a stock. It's a portion of their stock or all their stock, you –
have to know how much basis they have at the time of the sale in order to know if they 
have a gain or loss upon the sale. So, hence, you need to know your basis computation, 
you should probably attach the basis schedule to the return at that point in time. Last, if a 
shareholder – or if the S corporation makes a repayment on a loan that the shareholder 
made to the S corporation, because we need to know if you have sufficient basis in that 
debt to have to report a gain on loan repayment. The basis schedule we just provide you 
goes to the computation, report how much of a gain that there must be. If you attach all 
this information, we're going to be able to be reviewing the returns at the IRS and we're 
going to know if you have reported it properly. Without this basis information, you might 
be subject to audit. We do go out and audit these all the time.
So, now we're going to change topics to our second objective in that what do you do is 
you have a new client and – well, let's go ahead and ask a question, actually. By show of 
hands, who –

has ever accepted a new client only to find out that they have never tracked their stock or 
debt basis? Yeah, it's basically everyone in the room. Hence the issue and the campaign 
and that we need to encourage voluntary compliance here. So, let's talk about what you 
can do as a return preparer to help your client meet their obligations.

So, to compute a shareholder's basis, at a minimum, you're going to need the original cost 
plus the original paid in capital that has occurred while they were in the S corporation. 
You need to know if the shareholder has made any loans to the S corporation and any 
loan repayment on those loans. You're also going to need to know all the Schedule K1 
items that they have ever been issued on their K1. If you have all this information, 
generally you can recompute the shareholder's basis. So, obviously, you would start with 
the first year that the client became a shareholder in the S corporation, do their basic 
computation for that first year and then just roll it forward –for every subsequent year till 
you get to your current year.

Well, that's the ideal world. We live in the real world. What happens if your shareholder 
doesn't have any records? What are you supposed to do? [Coughs] Sorry. "Can we 
estimate basis," is really the question. The question's really maybe?  It depends on your 
facts and circumstances, but we provide some general guidelines that you can use to try 
and estimate the shareholder's basis. So, in the absence of historical records, you may 
need to estimate basis using the S corporation return. However, before we dive into that, I 
want to be clear that every attempt should be made to comply with the law and the 
regulations. This presentation in no way implies that the shareholder may ignore the law 
or deviate from the law and that they do really need to go out and try to get this 
information. So, basically, what I'm saying is that we're talking about –
an estimate here. That's what we're trying to do, to try and cover – this estimate should 
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only be used in limited circumstances and should not be used if historical information is 
available.

So, when historical records are not available to compute a shareholder's basis, you need 
to estimate their beginning stock basis. To do that, you may be able to reasonably 
estimate the initial stock basis by taking the earliest S corporation return that your client 
can find that they are a shareholder of, I should say. We're going to look at the balance 
sheet first. We're going to look at the balance sheet. 

We're going to look at the beginning capital stock and we're going to add in any 
additional paid in capital and then we're going to go to the Schedule N2 and look at the 
accumulated adjustment account, which is the AAA. We're going to add that in along 
with the beginning Other Adjustments Account or OAA. If there's more than one –
shareholder, you'll need to take the total of this and multiply it by their ownership 
percentage. 

We're going to go ahead and do an example here and just walk through a basic 
computation. 

So, using the S corporation return, we're going to look at the balance sheet. 
In this example, we have a beginning capital stock of 45,000 and an ending capital stock 
of 60,000. So, that means during this particular year, the shareholders made a 15,000-
capital contribution. We're looking at their initial stock basis, so we're going to use some 
beginning numbers here. Also, there's – in this example, there's no additional paid in 
capital and retained earnings beginning amount of 22,000 and ending retained earnings of 
86,000. Now you're going to notice that the difference between beginning and ending 
retained earnings is a negative 64,000. That's our book loss for this particular tax year. 

So, we have some additional facts using the 1120-S Schedule N2. 

We're going to look at the AAA balances and the OAA balances for the beginning of the 
year. We have a beginning AAA balance of negative 21,000 and an OAA balance of 
1,000. We're going to net that together for cumulative losses have been reported by this S 
corporation of negative $20,000.00 over the life of the S corporation. Now, I do want to 
note on the prior slide that we said retained earnings was negative 22,000.00. If that 
means that before this return, we have a cumulative book tax timing differences of 
$2,000.00. Just keep that in mind.

The Schedule N2 go ahead and says that for the current year, we had a loss of 
$64,000.00. So, that's the same amount we came up with the book loss on the prior slide 
from the balance sheet. So, we had no book tax timing differences in this current year. We 
had no –distributions for the year, at least that will reduce AAA and OAA. But go ahead 
and look at the Schedule K just to make sure that there aren't any distributions listed 
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there. At the end of the year, we have a beginning AAA balance of negative 85,000 and 
OAA balance of 1,000.

So, using this information, we're going to go ahead and estimate the shareholder's initial 
stock basis. We have beginning capital stock of $45,000.00. We had no additional paid in 
capital. When we take the beginning AAA and OAA, it resulted in negative 20,000. So, 
we're going to reduce our basis by like 20,000. So, we have a beginning – an estimated 
beginning stock basis on this return of $25,000.00. Remember, if the shareholder only 
owns part of the interest in the S corporation, you've got to multiply this number by their 
ownership percentage.

Now, there are times when this estimate cannot be used. Let's talk about those. 

I'm not going to say this is a complete list but this is, in general, what we're going to find 
and when we don't try to use this estimate. So, the initial stock basis estimates may not be 
reliable if the AAA is not computed properly. Now, a lot of times what I like to do is I 
like to look at multiple years of return. I look at who the return preparer is. If I'm seeing 
that they're doing it wrong, then we might say, "Hey, this return is not reliable for this 
purpose." So, one example of when it might not be reliable is if AAA ties to retained 
earnings and we believe there are book tax differences in the current or prior years, that 
tells you right away that the AAA is not following the correct rules and that we cannot 
rely upon it. Also, if a AAA includes any capital contributions. Sometimes we'll see that 
the balance sheet includes the capital contribution and a return preparer will stick on the 
AAA computation the capital –contribution. It doesn't belong there. So, because of that, 
the AAA computation may not be reliable. Also, there's a change in shareholders during 
the years, then you cannot use it for years prior to the change in shareholders, mostly 
because of the allocations out to the multiple shareholders. So, it's really not reliable. 
Also, if the shareholders contribute uneven amounts to start the corporation. So, 
sometimes you'll have one shareholder will contribute all the capital and the other one's 
going to go work for the S corporation but gets an ownership interest. Because you had 
that disproportionate capital contribution, you can make adjustments to the basis 
computations, but without that knowledge of asking your client, then you really shouldn't 
be relying upon this.

Also, if there's been disproportionate distributions from the S corporation out to the 
shareholders. An S corporation is allowed to have disproportionate distributions as long 
as it's made up upon liquidation. So, if you have disproportionate distributions on 
multiple years, -

we find that a lot of times if they do it in one or two years, they've usually done it 
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consistently throughout and they usually have disproportionate distributions. If they come 
back and say, "Well, it was a one-off year. Maybe we only did this one year. It was very 
specific. We've never ever done that before." Maybe you can rely upon it and adjust for it, 
but you've got to know that information up front. A lot of S corporations, I'd say even 
most S corporations do do proportionate distributions, but you've got to ask your client to 
make sure it's reliable. So, in these instances, it's not possible to estimate the 
shareholder's basis using the return information. So, generally, if you're not able to use 
the estimate we go ahead and say, "Go ahead and start with zero, unfortunately, until you 
can get more records from the client." 

Let's go ahead and do another example, though. For this example, the earliest S 
corporation year is 2012. So, that's the return information that we're showing here right 
now. So, in this case, on the –1120-S on the balance sheet shows a capital stock of 
$45,000.00, no additional paid in capital and retained earnings of negative $22,000.00. If 
we go to the Schedule N2, as a beginning of AAA balance of negative 98,000. We're just 
going to go ahead and assume there's no AAA balance here. During the year, they had a 
loss of 64,000 for an ending AAA balance of minus $162,000.00. 

You're going to go ahead and do the basis estimate that it shelters basis. We have a 
beginning capital stock of 45,000. We had no additional paid in capital. We had beginning 
AAA, no OAA of negative 98,000. So, now we have an estimated beginning stock basis 
of negative 53,000. 

Uh-oh, what are we supposed to do? We have a negative basis amount is what we're 
looking at. Well, this can be the result of several things. So, when the estimated basis is 
negative, it tells you that the S –corporation generated losses or paid distributions greater 
than the income that it earned. So, if the client claimed the losses and reported all of them 
from their Schedule K1 on their Form 1040, that means they've claimed all these losses 
already. But if they did suspend them and carried them forward, that's great. You can 
adjust this basis number from a negative 53 to hopefully not such a large negative 
number. 

In this example, use 2012 as the year. Well, year 2012 is an expired statute year. Surely, 
we can't go back and amend the returns and take off those losses that they claimed. But at 
the same time, the IRS can't go in and adjust them either. So, what are you supposed to 
do? 

The IRS has actually put out some guidance on this because we actually see it on exam 
all the time. There is TAM 200619O21, FSA 200230
O3O and TAM 93O4OO4. What these walk through is that for those losses in excess to 
basis from a closed statute year, they're going to set up a special suspense account. This is 
a different suspense account from, say, if a shareholder had actually suspended their 
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losses on a return and not claimed them. This is different. So, they both have the same 
suspense account, so just realize what I'm talking about and hopefully you can keep track.

So, it allows you to track the losses that have been inappropriately claimed in these prior 
closed years. They're going to use it to reduce the current year basis. Now we can't say 
that the basis was negative in that closed year because basis cannot be negative. At the 
same time, you can set up an expense account to say, "Well, the shareholder claimed 
these losses in an old year. They said they had basis, but they did not. So, now, what are 
we supposed to do with them?" We're going to give it effect for the current tax year to 
reduce their current year –

basis to the extent they have any. So, because of this, it essentially gives effect to the 
losses claimed in excess of basis from closed years in order to deny a double benefit to 
the shareholder. 

In order to do this, you also have to have adjust the ordering rules. So, before we set the 
ordering rules, you're going to increase your basis by the income items, reduce them by 
distributions, non-deductible expenses and then your loss of deduction items. We have to 
insert a new place for these suspended losses. So, you're going to go ahead and increase 
your basis by the current year income items. Then you're going to reduce it to the 
suspense account by the lesser of your basis at that point in time in the basis computation, 
or any of these suspended losses. Then you're going to continue on with your basis 
computation of using distributions, non-deductible expenses, and loss of deduction items. 
So, more likely than not, it's going to end up reduce a lot of – or I should say, in a lot of 
cases, it's going to end up making these distributions taxable and it's going to, a lot of 
times, suspend those losses and deduction items so that they –must be carried forward 
and not allowed on the current year Form 1040.

Now, this does assume that that basis is zero. So, if there is debt basis at the beginning, 
debt basis amount would be reduced instead of setting up the suspense account, so in that 
2012 year. So, you do need to ask those types of questions saying, "Well, did we have any 
debt basis? Is there any way we can verify that?" So, you're going to do your normal 
basis computation, but to the extent these losses are exceeding the stock of debt basis, the 
suspense account should be set up. So, let's go ahead and do an example to walk you 
through this.
Slide 23-00:27:33:12Fred is the sole owner of an S corporation. During 2013, the S 
corporation generated a $45,000.00-loss. Fred's stock basis was only $15,000.00 at the 
start of 2013. Fred made no loans to the S corporation. Fred deducted the entire 
$45,000.00 loss on his 2013 Form 1040. 

Therefore, Fred claimed a $30,000.00 loss in excess of his stock and debt basis. 
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Let's go ahead and look at the next couple of years. What did Fred do with his return. So, 
in subsequent years, the S corporation had the following income. In 2014, it had 
$11,000.00 of ordinary income. In 2015, it had $23,000.00 of ordinary income. In 2016, 
it had a $1,000.00 ordinary loss and a $3,000.00 rental loss going to a total of $4,000.00 
in total losses. 2014-2015, Fred properly reported the S corporation income. Good. So, he 
gets some basis for that. In 2016, though, Fred received a $28,000.00 non-dividend 
distribution. 

So, Fred is your new client and you're preparing his 2016 return. What's Fred's stock 
basis? Is the $28,000.00 –

distribution taxable? Are any of the ordinary or rental losses deductible?

So, using the rationale from the TAM and the other CCAs, at the end of 2013, Fred had 
an expense account of $30,000.00 comprised of the $15,000.00 basis less the $45,000.00 
loss he claimed. As such, Fred's 2016 stock basis before the $28,000.00 distribution is 
only $4,000.00. That's computed using the 2014 plus the 2015 income less the suspense 
account balance of $30,000.00. So, that means that before distributions, he only has 
$4,000.00 of basis. So, what does that do to his return for this year? 

Well, since there's a $28,000.00 –distribution, he only has $4,000.00 of stock basis. He 
has a $24,000.00 long term capital gain that he has to report. All of the $4,000.00 of 
losses are suspended. That $4,000.00-loss, of course, carry forth to future years to when 
he does have basis.

 
So, just to summarize this, you are required to attach the basis schedule to return with 
their allocated loss or deduction item, if they receive a non-dividend distribution or they 
dispose of stock, if they receive a loan repayment for the S corporation because all these 
items are reasons that we would need to know the shareholder's stock in-debt basis. You 
guys have any questions on this? [Laughter] It can get complicated. There's no –question 
about it. This is why it's important to maintain these permanent files and records because 
we've got to know the information that's there. Really, we do have some time for 
questions. So, we have two mics set up on either side of the room. If you can go to the 
mics, you can go ahead, or if you really don't want to go to the mic, you can raise your 
hand but go ahead and speak up. 

This is an important issue. Obviously, the IRS is going out there. We're doing audits on 
this. So, if you don't know your client's basis, you've got to estimate it and you've got to 
be following the rules. You've got to be following all the lost limitations because – 
remember, there's three loss limitations. There's the stock in-debt basis one. That's the 
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only one we're talking about today, but there's also the at-risk and past activity lost 
limitation. It looks like we're going to have a couple questions. Do you want to go ahead 
and ask a question? All right, let's go ahead and start over here, if you can go over to the 
mic.

All right.  

What if you have a new client and they not only don't have basis schedules but they also 
were not doing the Schedule L balance sheet on their prior returns?

Yeah, we do get this question quite a bit. Hopefully, that they are going to have 
some type of trial balance or other information that they have that you can look to. 
Obviously, they should have some historical record of saying what are they doing for 
depreciation, what type of assets do they have there. Hopefully, you can reconstruct it and 
come up with a trial balance that you can work off of. That would be the best 
recommendation for it. Otherwise, it's do what you can with the records that you have 
available and be reasonable.

Okay, yes. Thank you.

Just a quick clarification. You were talking about non-proportionate distributions 
and how you cannot estimate. Just to clarify, if S corps do non-proportionate – whoa – 
distributions, isn't that a technical determination of the S corp?

No, it is not. 

That's a common misconception that if you can have disproportionate distributions so 
long as upon liquidation there is a catch-up payment to the other shareholders. So, it does 
not terminate the S election. Do you have any other questions? Yes, go ahead.

If someone has deducted a loss in a prior period and they determined that they did 
not have basis for that loss, do you need to go back and amend that return?

You are encouraged to go back and amend the returns, yes, since the statute is 
open. That is something that if the IRS comes in and audits them, they are going to adjust 
those prior returns where the statute is open. So, you are encouraged to do that.

If the statute is closed?

Then you use the suspense account like we talked about, because that's the only 
time it's really appropriate is if the statute is closed.
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Okay, thanks.

A normal distribution from profits, is that called non-dividend or dividend 
distribution?

Well, the determination of whether it's a dividend versus a non-dividend 
distribution is determined at the S corporation level. It's going to be based upon whether 
or not the S corporation has earnings and profits from like the C corporation years. So, if 
the S corporation has earnings and profits, that's really why the Schedule N2 exists for 
the most part is to say, "Okay, we have to first make distributions from the earnings and 
profits from the S corporation years. To the extent we have a distribution not from S 
corporation years, we have to look to the C corporation years' earnings and profits." 
That's when you're going to get the dividend distribution. So, it should be determined at 
the S corporation level before the shareholder even receives it to determine if it's a 
dividend or non-dividend distribution. It's the sense that dividend distribution does not 
affect stock basis.

So, dividend distribution is from the C?

It's from the –earnings during the C corporation years.

Right, from the C years. 

Yes.

So, normal distribution from S corp is called non-dividend?

Yes.

Okay.

You have an audit and there's no information available from the client. How does 
the IRS actually come up with a basis? What default do they use?

Well, I'll say the IRS should go back to what all records that they available. 
Typically, they're going to have records going back about eight to ten years or so, a lot of 
times. Now, the reasonableness of using that is to be able because of the circumstance of 
what's going on. Because you may not have enough information from our internal 
resource to be able to recompute it, but they're going to go back and recompute it for as 
many periods back as they can. So, if they have a copy of the prior electronically filed 
returns, they're going to use those returns to try and compute basis. They're going to start 
with that beginning number, just like we did –
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here, and they're going to try and use that estimate. So, they're going to try and be as 
forthcoming as they can and try and give the shareholder all the basis they can with the 
records that they have. But to the extent that we don't have records, we can't get basis. I 
mean it might be one thing the shareholder might say, "Well, I contributed all this 
money." "Well, where's some records to substantiate that you gave that basis?" So, we do 
go back and reconstruct it. We don't just start with a zero basis just because they don't 
have records. But we're going to try and reconstruct it. So, once it's reconstructed, we're 
going to use all the available information that we have, any information that you provide 
us that we think is reliable. We're going to use that information and to extend – there's a 
disagreement on whether that information's reliable or not, that's what appeals is for, I'll 
say, or trying to negotiate with the examiner and to understand if there's additional 
information that can be supported. So, short of providing reliable substantiation for those 
basis, we're really going to start at zero or –it might actually be a loss and excess of basis 
situation where we might have that suspense account based on the records that we have 
available. But we're going to talk you through. We're going to walk you through all the 
information that's there that we're relying upon and any other information you guys can 
come up with, we're going to use it. But if they don't have records, unfortunately, there's 
not a lot we can do. It's the same with appeals. If there's no reason to provide a hazard 
here, just because a shareholder didn't keep records – there's no reason for them not to 
have records. There's a legal requirement for it. Appeals usually does not give much away 
on this issue as long as we've used all the information we have available.

Thank you. 

 Any other questions? All right, we do have some additional resources. Oops, sorry. I do 
want to go over this summary as well. I guess to estimate the initial basis for all the 
shareholders – oh, I'm sorry. Yes?

So, it's end of the –S corporation and the business ceases to exist and we don't 
have any basis, I mean it's minus or carry over or suspended losses, what do we do there? 
In the books, it will show the basis is zero now.

I'm sorry. Can you speak a little bit closer to the microphone? 

Yeah. Okay, so this S corporation had, let's say, a lot of suspended losses. Now 
this is the final year. Do we need to do something about that?

So, if the shareholder has losses had been suspended for stock in-debt basis 
purposes and this is the last year of the S corporation, they have effectively liquidated?

Right.
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Unfortunately, those losses are gone forever. There's no way that that shareholder 
can use those losses because if the S corporation liquidates, they don't have basis to use 
against it. So, hopefully, they have some way to – they make some capital contributions 
by the end of the year right before they liquidate, that would free them up for creating 
stock basis that they can claim those losses. But if they are suspended for stocking that 
basis purposes, -

then they are gone forever. Now if the losses are suspended for different reasons, for 
instance at-risk or past activity loss and they liquidate, they are allowed those losses at 
that point in time. But if they're suspended for stock in-debt purposes, they're gone 
forever. Now that is one thing about the suspense account that we talked about where 
they have loss in excess basis from those closed statute years –And they wanted to use in 
the previous years, then what happens?

Well, unfortunately, the IRS is out of luck on that because the statute of 
limitations has expired on using those loss on going back and trying to recapture those 
losses. When they liquidate, they're going to have zero basis. So, they're going to have to 
report any gain upon liquidation, but there's not going to be any losses there. We're not 
going to be able – there's no way to generate income there to – so the IRS is out of luck 
because of the statute of limitations.

Thank you.

All right, do we have any other questions?

Just a follow-up on that last one. If they were to liquidate and sell –assets in the 
company and produce a gain out of the sale of any of those assets, could those be used to 
help offset that?

Yes, because when you're liquidating and you have a gain that's going to be 
reported on the K1. It's going to roll out to the basis computation. So, once it's rolled into 
the basis computation, that's when you're going to look at that suspense account and 
you're going to reduce effectively their basis. So, even though they report all that income, 
they have to reduce by the suspense account, they're not going to have the basis anymore.

Thanks.

All right, so to estimate the initial basis for all the shareholders, you're going to 
add in the beginning capital stock, the beginning additional paid in capital, and the 
beginning AAA balance, plus the beginning OAA balance. 
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We do have some additional resources out there, both on this campaign and on S 
corporations itself. So, I encourage you to go out to IRS.gov. The shareholders' 
instructions for Schedule K1 for Form 1120-S, please –go back and review that. Look at 
the basis computation schedule. See how it works. Attach it to your return. Hopefully, the 
tax software vendors at this point in time should be including that basis schedule 
automatically with the return. But if they're not, be sure you go ahead and attach a copy 
of it because not all of them probably are even though they're supposed to be. We've been 
talking to them and we've been trying to perfect their basis computation schedules as 
well, which is why we provide the instructions here that are going to help them, 
hopefully. Also, there is a practice unit that the IRS has written and posted on their 
website. So, if you go to IRS.gov and you just type on the keyword "practice unit," one of 
the practice units – I believe there's five or six of them for stock in-debt basis. But one of 
them is losses claimed in excess of basis. It's going to walk you through everything I've 
talked about today. All right? If there's no other questions, then I believe we are done.
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S Corporation Stakeholder Basis Glossary

Capital Contributions- In business and partnership law, contribution may refer to a 
capital contribution, which is an amount of money or assets given to a business or 
partnership by one of the owners or partners. The capital contribution increases the owner 
or partner's equity interest in the entity.

Capital Gain- A capital gain refers to profit that results from a sale of a capital asset, 
such as stock, bond or real estate, where the sale price exceeds the purchase price. The 
gain is the difference between a higher selling price and a lower purchase price.

Capital Stock- is the number of common and preferred shares that a company is 
authorized to issue, according to its corporate charter. The amount received by the 
corporation when it issued shares of its capital stock is reported in the shareholders' 
equity section of the balance sheet.

Cost Basis- Cost basis is the original value of an asset for tax purposes, usually the 
purchase price, adjusted for stock splits, dividends and return of capital distributions. 
This value is used to determine the capital gain, which is equal to the difference between 
the asset's cost basis and the current market value.

Debt Basis- Measuring a shareholder's debt basis is similar to measuring a stock basis. 
To calculate a debt basis, you take the original amount the stockholder loaned to the 
corporation and increase his or her basis for that loan and any additional loans he or she 
provided.

Debt Basis Restorations- As the corporation repays the debt, the debt basis decreases. If 
flow-through losses have depleted stock basis, subsequent basis increases first must 
restore debt basis. 

Distribution Excess of Basis- A non-dividend distribution in excess of stock basis is 
taxed as a capital gain on the shareholder's personal return. Any suspended loss or 
deduction items in excess of stock and/or debt basis are carried forward indefinitely.

Losses in Excess of Basis- Non-deductible expenses reduce a shareholder's stock and/or 
debt basis before loss and deduction items. Suspended losses and deductions due to basis 
limitations retain their character in subsequent years. Any suspended loss or deduction 
items in excess of stock and/or debt basis are carried forward indefinitely.

Retained Earnings- are the profits that a company has earned to date, less any dividends 
or other distributions paid to investors. This amount is adjusted whenever there is an 
entry to the accounting records that impacts a revenue or expense account.
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Shareholder Debt Basis- S Corporation Shareholders are Required to Compute Both 
Stock and Debt Basis. The amount of a shareholder's stock and debt basis in the S 
corporation is very important. The taxable amount of a distribution is contingent on the 
shareholder's stock basis.
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