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Blum v. Commissioner, 59 T. C. 436 (1972)

A shareholder’s deduction of an S corporation’s net operating loss is limited to the
shareholder’s  adjusted  basis  in  the  stock  and  any  direct  indebtedness  of  the
corporation to the shareholder.

Summary

In Blum v. Commissioner, Peter Blum, the sole shareholder of an S corporation,
sought to deduct the corporation’s net operating loss on his personal tax return. The
IRS limited his deduction to his adjusted basis in the stock, which was reduced after
previous deductions. Blum argued that his guarantees of the corporation’s bank
loans should increase his  basis,  either  as  corporate  indebtedness  to  him or  as
indirect capital contributions. The Tax Court rejected both arguments, ruling that
guaranteed loans do not constitute indebtedness to the guarantor until paid, and
Blum failed to prove that the loans were in substance equity investments. This case
clarifies that only direct shareholder loans to the corporation can increase the basis
for loss deductions.

Facts

Peter Blum was the sole shareholder, president, and treasurer of Peachtree Ltd. ,
Inc. ,  an S corporation formed to raise and race horses. Blum initially invested
$5,000 in the corporation. In 1967, the corporation incurred a net operating loss of
$3,719. 12, which Blum deducted on his personal return, reducing his stock basis to
$1,281.  In  1968,  the  corporation  borrowed  $21,500  from  banks,  with  Blum
guaranteeing  the  loans  and  securing  them  with  his  personal  stock  in  other
companies. The corporation reported a 1968 net operating loss of $12,766, but the
IRS limited Blum’s deduction to his remaining $1,281 stock basis.

Procedural History

The IRS issued a notice of deficiency to Blum, disallowing his 1968 deduction of the
corporation’s net operating loss beyond his adjusted stock basis. Blum petitioned the
U. S. Tax Court for relief, arguing that his guarantees should increase his basis. The
Tax Court heard the case and ruled in favor of the IRS, denying Blum’s claimed
deduction.

Issue(s)

1. Whether guaranteed loans to an S corporation increase a shareholder’s adjusted
basis in the corporation’s stock or indebtedness under Section 1374(c)(2) of the
Internal Revenue Code?
2. Whether guaranteed loans to an insolvent S corporation are in substance equity
investments by the guarantor-shareholder?

Holding
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1. No, because guaranteed loans do not constitute “indebtness of the corporation to
the shareholder” under Section 1374(c)(2)(B) until the shareholder pays part or all
of the obligation.
2. No, because Blum failed to prove that the banks in substance loaned the money to
him rather than the corporation, despite the corporation’s insolvency.

Court’s Reasoning

The Tax Court applied the plain language of  Section 1374(c)(2),  which limits a
shareholder’s deduction of an S corporation’s net operating loss to the adjusted
basis of the shareholder’s stock and any direct indebtedness of the corporation to
the shareholder.  The court  cited numerous precedents  holding that  guaranteed
loans do not create indebtedness to the guarantor until payment is made. Blum’s
first argument was rejected because the loans ran directly to the corporation, not to
him. Regarding Blum’s second argument, the court applied traditional debt-equity
principles and found that Blum failed to carry his burden of proof. Factors such as
the loan instruments, fixed interest rates, and lack of subordination or voting rights
supported treating the loans as corporate debt, not equity. The court noted that
while thin capitalization and corporate insolvency are relevant factors, they are not
dispositive, and Blum presented no evidence that the banks expected repayment
from him personally.

Practical Implications

Blum v. Commissioner clarifies that shareholders of S corporations cannot increase
their basis for loss deduction purposes through loan guarantees alone. To increase
basis, shareholders must make direct loans to the corporation or pay on guaranteed
loans.  This  ruling  impacts  how  S  corporation  shareholders  structure  their
investments and manage their tax liabilities. It also underscores the importance of
maintaining  adequate  basis  to  utilize  corporate  losses  fully.  In  practice,  S
corporation shareholders should carefully track their basis and consider making
direct loans to the corporation when seeking to increase their ability to deduct
losses.  Subsequent  cases  have  followed  Blum’s  reasoning,  reinforcing  these
principles  in  the  S  corporation  tax  context.


