Hitchins v. Commissioner, 103 T. C. 711 (1994)

For an S corporation shareholder to increase their basis in the corporation under
section 1366(d)(1)(B), the indebtedness must represent a direct economic outlay to
the S corporation, not merely an assumed liability from another entity.

Summary

F. Howard Hitchins loaned $34,000 to Champaign Computer Co. (CCC), a C
corporation, to fund a chemical database project. Later, ChemMultiBase Co. , Inc.
(CMB), an S corporation in which Hitchins was a shareholder, assumed this debt
from CCC. Hitchins claimed this assumed debt should increase his basis in CMB for
deducting losses. The Tax Court held that the debt assumed by CMB did not qualify
as “indebtness” under section 1366(d)(1)(B) because it was not a direct outlay to
CMB. The court emphasized that the debt must represent an actual investment in
the S corporation. The decision highlights the importance of the form of transactions
in determining basis for tax purposes.

Facts

F. Howard Hitchins and his wife were shareholders of Champaign Computer Co.
(CCC), a C corporation. In 1985 and 1986, Hitchins personally loaned $34,000 to
CCC for the development of a chemical database. In 1986, ChemMultiBase Co. , Inc.
(CMB), an S corporation, was formed with Hitchins and the Millers as equal
shareholders. CCC invoiced CMB for $65,645. 39 for database development costs,
which CMB paid with a promissory note and by assuming CCC’s $34,000 debt to
Hitchins. Hitchins claimed this assumed debt should be included in his basis in CMB
for deducting losses.

Procedural History

The Commissioner determined deficiencies in Hitchins’ federal income tax and
additions for negligence. Hitchins contested the inclusion of the $34,000 loan in his
basis in CMB. The case was submitted fully stipulated to the Tax Court, which ruled
against Hitchins on the basis issue but in his favor regarding the negligence addition
attributable to this issue.

Issue(s)

1. Whether the $34,000 debt owed to Hitchins by CCC and assumed by CMB can be
included in Hitchins’ basis in CMB under section 1366(d)(1)(B).

2. Whether Hitchins is liable for additions to tax for negligence.
Holding

1. No, because the debt assumed by CMB did not represent a direct economic outlay
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by Hitchins to CMB, but rather an assumed liability from CCC, which did not qualify
as “indebtness” under section 1366(d)(1)(B).

2. No, because the issue of including the $34,000 loan in Hitchins’ basis was a novel
question not previously considered by the court, and Hitchins acted prudently in his
tax reporting.

Court’s Reasoning

The court applied section 1366(d)(1)(B), which limits a shareholder’s deduction of S
corporation losses to their basis in stock and indebtedness. The court found that for
a debt to be included in basis, it must represent an actual economic outlay directly
to the S corporation. Hitchins’ loan was to CCC, not CMB, and CMB’s assumption of
this debt did not create a direct obligation from CMB to Hitchins. The court
distinguished this from cases like Gilday v. Commissioner and Rev. Rul. 75-144,
where shareholders became direct creditors of the S corporation. The court also
considered the legislative intent behind the predecessor of section 1366(d), focusing
on the shareholder’s investment in the S corporation. Regarding negligence, the
court found that Hitchins’ position on the basis issue was reasonable given the novel
nature of the question and the unclear statutory language.

Practical Implications

This decision emphasizes the importance of the form of transactions in determining
a shareholder’s basis in an S corporation. Taxpayers must ensure that any debt they
wish to include in their basis represents a direct economic outlay to the S
corporation. The decision may affect how shareholders structure their financial
dealings with related entities to maximize their basis for tax purposes. It also
highlights the need for clear statutory language and the potential for judicial
leniency when novel tax issues arise. Future cases involving the assumption of debts
between related entities will need to consider this ruling carefully, and taxpayers
may need to restructure their transactions to ensure compliance with the court’s
interpretation of section 1366(d)(1)(B).
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