STATE OF ALABAMA, § STATE OF ALABANA
DEPARTMENT OF REVENUE, DEPARTMVENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON
VS.
§ DOCKET NO. | NC. 92-227
JOE D. & LI NDA ACKER
Route. 2, Box 176-5 §
Fayette, AL 35555,
§
Taxpayers.
§
FI NAL ORDER

The Revenue Departnent assessed incone tax against Joe D. &
Li nda Acker for the years 1988 and 1990. The Ackers appealed to
the Admnistrative Law Division and a hearing was conducted on
Cct ober 20, 1992. Jim Gant, Jr. and Hank Hutchi nson appeared for
t he Ackers. Assi stant Counsel Dan Schmaeling represented the
Department. The facts are undi sputed.

A. D. Managenent, Inc. (corporation) was fornmed by the Joe D
Acker (Taxpayer) in January, 1988 and is in the cable television
busi ness in Fayette, Al abanma. The corporation has at all tinmes
elected to be treated as an S corporation for both federal and
Al abama i ncone tax purposes.

Ctizens Bank of Fayette issued nunerous |oans totaling
$1, 074, 000.00 to the corporation as debtor from 1988 t hrough 1990.

The loans were all signed twice by the Taxpayer, once as Vvice-
president of the corporation and again personally. The | oan
proceeds were used solely by the corporation for business purposes.

The corporation had no bal ance sheet net worth during the



subj ect years. Consequently, the bank required the Taxpayer to
personally secure the | oans by pledging certificates of deposit and
money market funds he had on deposit at the bank. The bank
president testified that the bank |ooked to the Taxpayer for
paynment and that the bank agreed to nake the | oans only because
they were personally guaranteed by the Taxpayer.

The corporation listed the |oans as | oans fromthe bank on its
books, and the periodic interest paynents were nade by the
corporation. The Taxpayer was not required to nake any princi pal
or interest paynents on the |loans during the audit period.

The corporation al so borrowed $3, 500, 000. 00 from AnfSout h Bank
i n Decenber 1988. The corporation pledged all of its assets as
collateral for the AntSouth |oan and was prohibited by the | oan
agreenent from pledging the assets as security for any other | oan.

The Taxpayer signed the AnSouth | oan personally as guarantor.?’

The corporation suffered losses in 1988 and 1990 and the
Taxpayers attenpted to pass-through the |l osses to their individua
Al abama returns for those years. However, an S corporation
shar ehol der cannot cl aima pass-through | oss in excess of his basis

in the corporation or the anount of debt owed by the corporation to

! The Taxpayer does not argue that his basis should be

i ncreased by the anount of the AnSouth | oan.



t he sharehol der. See, Code of Ala. 1975, §40-18-162(d) and rel ated
federal statute 26 U S.C A §1366(d). Consequently, the Depart nent
deni ed the pass-through | osses in both years because they exceeded
t he Taxpayer's basis in the corporation.

The Taxpayer argues that his basis should be increased by the
amount of the CGCitizen Bank |oans because the |loans were in
substance to himand not to the corporation.

The general rule is that a | oan guarantee by an S corporation
shar ehol der cannot by itself increase the shareholder's basis in
the corporation, even if the creditor looks primarily to the

sharehol der for repaynent. See, Brown v. Conmm ssioner, 706 F.2d

755 (6th Gr. 1983); Estate of Leavitt v. Conm ssioner, 875 F.2d

420 (4th Gr. 1988); Harris v. U.S., 902 F.2d 439 (5th Gr. 1990);

Underwood v. Conmm ssioner, 535 F.2d 309 (5th Cr. 1976), and the

numer ous cases cited therein. Rat her, there nmust first be sone
econom ¢ outlay by the shareholder. Also, a taxpayer is bound by
the form he chooses for a transaction and cannot | ater argue that
t he substance of the transaction is different than the formfor tax
pur poses.

The Taxpayer acknow edges the general rules set out above, but

argues that the Eleventh Crcuit's decision in Selfe v. US., 778

F.2d 769 (1985) is controlling. The Selfe court also recognized

the general rules set out above,? but held that a sharehol der's

2 Selfe concedes that an econonmic outlay is necessary, but




basis nmay be increased "where the facts denonstrate that, in
substance, the sharehol der has borrowed funds and subsequently
advanced themto (the) corporation". See Selfe, at page 773. The
El eventh Circuit then remanded the case to the district court for
a determnation of that fact issue.

| agree with the Departnent that Estate of Leavitt, Brown and

the other cases cited by the Departnent represent the majority view
and shoul d be followed, notwithstanding that Selfe is an El eventh
Circuit case. Where an Al abama tax statute is nodeled after a
federal statute, the prevailing federal authority should be

followed in construing the Al abama statute. Best v. Dept. of

Revenue, 417 So.2d 197 (1981). However, even the cases relied on

by the Departnent agree with Selfe to the extent that an increased

basis can be allowed if the evidence shows that the |loan was in
fact to the sharehol der and not the corporation. As stated in

Estate of Leavitt, at page 427: "Furthernore, to the extent that

the Selfe court remanded because material facts existed by which
t he taxpayer could show that the bank actually |lent the noney to

her rather than the corporation, we are still able to agree.”

that the nere pledging of stock as security was in itself an
econom c outlay. See, Selfe, footnote 7 at page 772.



Consequent |y, an increased basis can be allowed in this case if the
bank | oans were in fact to the Taxpayer personally and not to the
cor porati on. Unfortunately for the Taxpayer, that was not the
case.

The | oans were issued in the nanme of the corporation. The
| oan proceeds were paid directly to and used solely by the
corporation. The loans were listed as |loans fromthe bank on the
corporation's books, and inportantly, periodic interest on the
| oans was paid by the corporation and not the Taxpayer. Al so,
there is no evidence that the Taxpayers treated the |oans as
personal |oans on their individual inconme tax returns by reporting
the interest paynents by the corporation as constructive dividend
i ncone. See, Harris, at page 444. Finally, there was no econom c
outlay by the Taxpayer. In summary, the transactions were in
substance and form loans to the corporation and not to the
Taxpayer, and consequently no increased basis can be all owed.

The above result is not changed by the fact that the | oans
were issued solely on the creditworthi ness of the Taxpayer or that
t he bank | ooked primarily to the Taxpayer for paynment. Nor is it
relevant that the Taxpayer signed as co-borrower and not as

guar ant or. As stated in Raynor v. Comm, 50 T.C 762, 770-71

(1968), as cited in Estate of Leavitt, at page 423: "No form of

indirect borrowing, be it guaranty, surety, accommodation, co-

making or otherwise, gives rise to indebtedness from the



corporation to the shareholders until and unl ess the sharehol ders
pay part or all of the obligation.”

The Taxpayer could have easily structured the transactions so
that the loans were first to him and then from him to the
corporation, in which case an increased basis could be allowed. He
did not and nust now abide by the form chosen.

The article submtted by the Taxpayers, " Shar ehol der
GQuarantees of S Corporation Debt: Wy Not |ncrease Basis?", Vol une

4, Number 1, Journal of S Corporation Taxation, presents a good

argunment why in theory an increased basis should be all owed where
a sharehol der guarantees a loan to an S corporation. However, as
di scussed, the article is contrary to prevailing federal case |aw

This holding is also consistent with the rule that a deduction
must be strictly construed agai nst the taxpayer and for the taxing

authority. Ex Parte Kinberly-Cark Corp., 503 So.2d 304.

The assessnents in issue are affirnmed. Judgnent is entered
for the Departnment and against the Taxpayers in the anount of
$27,217.30 for 1988 income tax and $4,937.85 for 1990 i ncone t ax.

Addi tional interest is due on the above amounts from April 22,
1992.

This Final Order nay be appealed to circuit court within 30

days pursuant to Code of Al abama 1975, §40-2A-9(9).

Entered on January 25, 1993.



Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



