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Notice of Proposed
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Section 1367 Regarding Open
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REG-144859-04

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Notice of proposed rulemaking
and notice of public hearing.

SUMMARY: This document proposes
amendments to the regulations relating
to the treatment of open account debt be-
tween S corporations and their sharehold-
ers. These proposed regulations provide
rules regarding the definition of open ac-
count debt and the adjustments in basis
of any indebtedness of an S corporation
to a shareholder under section 1367(b)(2)
of the Internal Revenue Code (Code) for
shareholder advances and repayments on
advances of open account debt. The pro-
posed regulations affect shareholders of
S corporations and are necessary to pro-
vide guidance needed to comply with the
applicable tax law. This document also
provides notice of a public hearing.

DATES: Written or electronic comments
and requests for a public hearing must be
received by July 11, 2007. Outlines of
topics to be discussed at the public hearing
scheduled for July 31, 2007, at 10 a.m.,
must be received by July 10, 2007.

ADDRESSES: Send submissions to:
CC:PA:LPD:PR (REG-144859-04),
room 5203, Internal Revenue Service,
PO Box 7604, Ben Franklin Station,
Washington, DC 20044. Submissions
also may be hand-delivered Monday
through Friday between the hours of
8 am. and 4 p.m. to: CC:PA:LPD:PR
(REG-144859-04), Courier’s Desk, In-
ternal Revenue Service, 1111 Constitution
Avenue, NW, Washington, DC, or sent
electronically via the Federal eRulemak-
ing Portal at http://www.regulations.gov
(IRS REG-144859-04). The public hear-
ing will be held in the IRS Auditorium,
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Internal Revenue Building, 1111 Constitu-
tion Avenue, NW, Washington, DC.

FOR FURTHER INFORMATION
CONTACT: Concerning the pro-
posed regulations, Stacy L. Short or
Deane M. Burke, (202) 622-3070;
concerning submissions of comments,
the hearing, and/or to be placed on
the building access list to attend
the hearing, Richard Hurst at (202)
622-2949 (TDD Telephone) (not toll-free
numbers) and his e-mail address is
Richard.A.Hurst@irscounsel.treas.gov,

(202) 622-7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collections of information con-
tained in this notice of proposed rulemak-
ing have been submitted to the Office
of Management and Budget for review
in accordance with the Paperwork Re-
duction Act of 1995 (44 U.S.C. 3507).
Comments on the collections of infor-
mation should be sent to the Office of
Management and Budget, Attention: Desk
Officer for the Department of the Trea-
sury, Office of Information and Regula-
tory Affairs, Washington, DC 20503, with
copies to the Internal Revenue Service,
Attention: IRS Reports Clearance Officer,
SE:W:CAR:MP:T:T:SP, Washington, DC
20224.

The recordkeeping requirement
in these proposed regulations is in
§1.1367-2(a)(2)(i). This information must
be maintained by the shareholder to ensure
that the indebtedness of the S corporation
to the shareholder continues to meet the
definition of open account debt found in
§1.1367-2(a)(2)(1). The recordkeepers
will be S corporation shareholders who
have open account debt.

The following estimates are an approx-
imation of the average time expected to
be necessary for a collection of informa-
tion. They are based on the information
that is available to the Internal Revenue
Service. Individual recordkeepers may re-
quire greater or less time, depending on
their particular circumstances.

Estimated total annual recordkeeping
burden: 250 hours.

1245

Estimated average annual burden:
hours per recordkeeper varies from .75
to 1.25 hours, depending on individual
circumstances, with an estimated average
of 1 hour.

Estimated number of recordkeepers:
250.

Estimated annual frequency of record-
keeping: On occasion.

Background

This document proposes to amend
§1.1367-2 of the Income Tax Regulations
(26 CFR part 1) regarding the definition
of open account debt and adjustments in
basis of indebtedness for shareholder ad-
vances and repayments on advances of
open account debt.

Section 1367(a)(1) provides that the
basis of each shareholder’s stock in an
S corporation is increased by the share-
holder’s pro rata share of the S corpo-
ration’s income (separately and nonsep-
arately computed items of income) and
the excess of the deductions for depletion
over the basis of the property subject to
depletion. Section 1367(a)(2) provides
that the basis of each shareholder’s stock
in the S corporation is decreased by the
shareholder’s pro rata share of distri-
butions not includible in income of the
shareholder by reason of section 1368
(nontaxable distributions), losses and de-
ductions (separately and non-separately
computed losses), any expense of the
corporation that is not deductible and not
properly chargeable to capital account, and
certain deductions for depletion for any oil
and gas property held by the S corporation.
Under section 1367(b)(2)(A), if for any
taxable year the amounts specified in sec-
tion 1367(a)(2) (other than distributions)
exceed the amount which reduces the
shareholder’s basis to zero, such excess
losses and deductions shall be applied to
reduce (but not below zero) the share-
holder’s basis in any indebtedness of the
S corporation to the shareholder. Section
1367(b)(2)(B) provides that if a share-
holder’s basis in indebtedness is reduced
for any taxable year, any net increase
(the amount by which the items described
in section 1367(a)(1) exceed the items
described in section 1367(a)(2)) for any
subsequent taxable year is applied to re-
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store the reduction in basis in indebtedness
before any of the excess is used to increase
basis in stock.

On January 3, 1994, the Treasury De-
partment and the IRS published final reg-
ulations under section 1367 of the Code
(T.D. 8508, 1994-1 C.B. 219 [59 FR 12],
amended on December 22, 1999 (T.D.
8852, 2000-1 C.B. 253 [64 FR 71641])).
Those final regulations relate, in part, to
adjustments to basis in both stock of share-
holders and indebtedness of an S corpora-
tion to its shareholders. Section 1.1367-2
of the Income Tax Regulations provides
specific rules for required adjustments
(reductions and restorations) to basis in
any indebtedness of an S corporation to
a shareholder. Section 1.1367-2(a) also
provides that for purposes of adjustments
to basis of indebtedness to shareholders,
shareholder advances not evidenced by
separate written instruments and repay-
ments on the advances (open account
debt) are treated as a single indebtedness.
Further, §1.1367-2(a) provides that the
basis of indebtedness of the S corporation
to a shareholder is reduced as provided in
§1.1367-2(b) and restored as provided in
§1.1367-2(c). Thus, the basis adjustment
rules under the final regulations apply to
all indebtedness of an S corporation to a
shareholder, whether the indebtedness is
evidenced by a written instrument or is
open account debt.

Section 1.1367-2(b) provides the rules
for the reduction of basis of indebtedness
of an S corporation to a shareholder. Gen-
erally, under §1.1367-2(b)(1), if the ba-
sis of a shareholder’s stock in the S cor-
poration has been reduced to zero under
section 1367(a)(2), the excess of certain
losses and deductions specified in section
1367(a)(2) is applied to reduce (but not be-
low zero) the basis of any indebtedness of
the S corporation to the shareholder held
by the shareholder at the close of the S cor-
poration’s taxable year. Any indebtedness
of the S corporation to the shareholder that
has been satisfied by the S corporation, or
disposed of or forgiven by the shareholder
during the taxable year, is not held by the
shareholder at the close of that year and
is not subject to basis reduction. Further,
§1.1367-2(b)(2) provides that if the inter-
est of the shareholder in the S corporation
is terminated during the taxable year, the
rules in §1.1367-2(b) are applied to any
indebtedness of the S corporation to the
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shareholder held by the shareholder imme-
diately before the termination of the share-
holder’s interest in the S corporation. If a
shareholder holds more than one indebted-
ness at the close of the taxable year (or, if
applicable, immediately prior to the termi-
nation of the shareholder’s interest in the
corporation), the basis of each indebted-
ness is reduced under §1.1367-2(b)(3) in
the same proportion that the basis of each
indebtedness bears to the aggregate bases
of the indebtedness of the S corporation to
the shareholder.

Section 1.1367-2(c) provides the rules
for restoring basis of indebtedness of an
S corporation to a shareholder. Generally,
under §1.1367-2(c)(1), if, for any taxable
year of the S corporation, there has been
a reduction in the basis of an indebted-
ness of the S corporation to a shareholder,
any net increase in any subsequent tax-
able year of the S corporation is applied
to restore that reduction. For purposes of
§1.1367-2, a net increase is the amount
by which the shareholder’s pro rata share
of S corporation items described in sec-
tion 1367(a)(1) exceed the items described
in section 1367(a)(2) for the taxable year.
The restoration rules apply only to indebt-
edness held by the shareholder as of the
beginning of the taxable year in which the
net increase arises. Further, the reduction
in basis of indebtedness must be restored
before a net increase is used to restore the
shareholder’s basis in stock. The share-
holder’s basis in indebtedness may not be
restored above the adjusted basis of the in-
debtedness under section 1016(a) (exclud-
ing any prior year’s adjustments under sec-
tion 1367), determined as of the beginning
of the taxable year in which the net in-
crease arises.

Under §1.1367-2(c)(2), if a share-
holder holds more than one indebtedness
as of the beginning of an S corporation’s
taxable year, any net increase is applied
first to restore the reduction of basis in any
indebtedness repaid (in whole or in part)
in that taxable year to the extent necessary
to offset any gain that would otherwise be
realized on the repayment. Any remaining
net increase is applied to restore each out-
standing indebtedness in proportion to the
amount that the basis of each outstanding
indebtedness has been reduced and not
restored.

Section 1.1367-2(d) provides rules
for the time at which adjustments to
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basis of indebtedness under section
1367(b)(2) are effective. Generally, un-
der §1.1367-2(d)(1) the amount of the
adjustments to basis of indebtedness are
determined and effective as of the close of
an S corporation’s taxable year. However,
if the shareholder is not a shareholder in
the S corporation at that time, the adjust-
ments are effective immediately before
the shareholder’s interest in the S corpo-
ration is terminated. Moreover, if a debt
is disposed of or repaid, in whole or in
part, before the close of the taxable year,
the basis of that debt is restored effective
immediately before the disposition or the
first repayment on the debt during the tax-
able year.

On August 25, 2005, the Tax Court
issued its decision in Brooks v. Commis-
sioner, TC Memo. 2005-204. In Brooks,
the taxpayer borrowed money from a bank
and advanced that money as open account
debt to his S corporation in one taxable
year and reduced basis in that open account
debt for losses passed through to the tax-
payer at the end of that same year. In the
first few weeks of the subsequent taxable
year, the S corporation repaid the open
account debt (the taxpayer then repaid
his debt for the borrowed money). Late
in that subsequent year, the taxpayer ad-
vanced additional money (again, amounts
borrowed from a bank) in an amount that
offset the repayment of advances to avoid
the recognition of gain from repayment
of the indebtedness. Also, the taxpayer’s
advances increased the shareholder’s basis
in the indebtedness and allowed losses for
that year to pass through to the taxpayer
shareholder. Taxpayer and the S corpora-
tion made these repayments and advances
for several taxable years and deferred in-
definitely the recognition of income on
any repayment of his open account debt.

The court in Brooks held “that the basis
of the open account indebtedness is prop-
erly computed by netting at the close of the
year advances of open account debt during
the year and repayments of open account
debt during the year.”

Explanation of Provisions

The Treasury Department and the IRS
believe that the concept of “open ac-
count debt” as defined in §1.1367-2(a)
was intended to provide administrative
simplicity for S corporations but was not
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intended to permit the deferral allowed in
Brooks. The IRS and Treasury Depart-
ment are proposing these amendments to
narrow the definition of open account debt
and to modify the rules for adjustments
of basis in indebtedness for the more nar-
rowly defined open account debt.

In these proposed regulations, open
account debt is defined as shareholder
advances not evidenced by separate writ-
ten instruments for which the principal
amount of the aggregate advances (net
of repayments on the advances) does
not exceed $10,000 at the close of any
day during the S corporation’s taxable
year. Included within that definition are
separate advances under a line of credit
agreement if the advances are not evi-
denced by a separate written instrument.
Open account debt is treated as a single
indebtedness.  This $10,000 limitation
on open account debt for the purposes of
the §1.1367-2 regulations is modeled af-
ter section 7872(c)(3) and the §1.7872-9
proposed regulations, which provide a
$10,000 de minimis exception to the treat-
ment of loans with below-market interest
rates for compensation-related or corpora-
tion-shareholder loans.

Under these proposed regulations, to
determine whether shareholder advances
and repayments on the advances exceed
the $10,000 aggregate principal threshold
on any day during the S corporation’s
taxable year for open account debt, the
shareholder will have to maintain a “run-
ning balance” of those advances and re-
payments, and the outstanding principal
amount of the open account debt. If the
resulting aggregate principal of the run-
ning balance does not exceed $10,000 at
the close of any day during the S corpo-
ration’s taxable year, the advances and
repayments on advances would constitute
open account debt, would be treated as
a single indebtedness, and would be ac-
counted for at the close of the taxable year
(as explained in this preamble). However,
if the resulting aggregate principal of the
running balance exceeds $10,000 at the
close of any day during the S corporation’s
taxable year, the entire principal amount
of that indebtedness would no longer con-
stitute open account debt effective at the
close of the day on the date the amount
of the running balance exceeds $10,000.
This principal amount would be treated as
indebtedness evidenced by a written in-
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strument for that taxable year, and would
be accounted for according to the timing
rules in §1.1367-2(d) for that taxable year
and subsequent taxable years. Any new
shareholder advances not evidenced by
a written instrument and repayments on
those advances within the $10,000 aggre-
gate principal threshold amount during the
taxable year would constitute a new open
account debt.

The proposed regulations also mod-
ify the manner in which repayments on
open account debt are accounted for un-
der the existing final §1.1367-2 regu-
lations. These rules are separate from
the maintenance of a running balance of
the advances and repayments to deter-
mine if a shareholder has exceeded the
$10,000 threshold amount. For purposes
of accounting for open account debt, each
shareholder, at the end of the S corpora-
tion’s taxable year, must determine if that
shareholder has made a net advance or
received a net repayment on open account
debt for that taxable year. To determine
if a net advance or a net repayment has
occurred, each shareholder, at the end of
the S corporation’s taxable year, must net
all advances and repayments made during
the year without regard to the outstand-
ing principal amount of the open account
debt. If, at the end of the taxable year, a
net repayment exists, the net repayment
must be taken into account effective at the
close of the S corporation’s taxable year
under the general basis adjustment rules in
the existing final §1.1367-2 regulations.
If, at the end of the taxable year, a net ad-
vance exists, the net advance is combined
with the outstanding aggregate principal
balance of the existing open account debt
and that amount is carried forward to the
beginning of the subsequent taxable year
as the outstanding aggregate principal
amount of the open account debt. If at
any time during the taxable year the re-
sulting aggregate principal of the running
balance exceeds the $10,000 threshold
amount so the entire principal amount
of the indebtedness no longer constitutes
open account debt, the running balance
must be reconciled effective at the close
of the day the balance exceeds $10,000 to
determine the aggregate principal amount
of the indebtedness, and for the remainder
of the taxable year that principal amount
is treated in the same manner as indebted-
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ness evidenced by a written instrument for
the purposes of this section.

Proposed Effective Date

The regulations, as proposed, apply to
any shareholder advances to the S corpo-
ration made on or after the date of pub-
lication of a Treasury decision adopting
these rules as final regulations in the Fed-
eral Register and repayments on those ad-
vances by the S corporation.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a significant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. It also has been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations.
Because these regulations do not impose a
collection of information on small entities,
the Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to sec-
tion 7805(f) of the Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written comments
(a signed original and eight (8) copies)
or electronic comments that are submitted
timely to the IRS. The IRS and the Trea-
sury Department request comments on the
clarity of the proposed rules and how they
can be made easier to understand. All
comments will be available for public in-
spection and copying.

A public hearing has been scheduled for
July 31, 2007, beginning at 10 a.m. in the
IRS Auditorium, Internal Revenue Build-
ing, 1111 Constitution Avenue, NW, Wash-
ington, DC. Due to building security pro-
cedures, visitors must enter at the Consti-
tution Avenue entrance. In addition, all
visitors must present photo identification
to enter the building. Because of access
restrictions, visitors will not be admitted
beyond the immediate entrance area more
than 30 minutes before the hearing starts.
For information about having your name
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placed on the building access list to attend
the hearing, see the “FOR FURTHER IN-
FORMATION CONTACT” section of this
preamble.

The rules of 26 CFR 606.601(a)(3) ap-
ply to the hearing. Persons who wish to
present oral comments at the hearing must
submit electronic or written comments and
an outline of the topics to be discussed and
time to be devoted to each topic (a signed
original and eight (8) copies) by July 10,
2007. A period of 10 minutes will be
allotted to each person for making com-
ments. An agenda showing the scheduling
of the speakers will be prepared after the
deadline for receiving outlines has passed.
Copies of the agenda will be available free
of charge at the hearing.

Drafting Information

The principal authors of these
regulations are Stacy L. Short and
Deane M. Burke of the Office of the
Associate Chief Counsel (Passthroughs
and Special Industries), IRS.
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Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAX

Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.1367-2 also issued under 26
U.S.C. 1367(b)(2).* * *

Par. 2. Section 1.1367-2 is amended as
follows:

1. Paragraph (a) is revised and redes-
ignated as paragraph (a)(1) and paragraph
(a)(2) is added.

2. Paragraphs (c)(2) and (d)(1) are re-
vised.

3. Paragraph (d)(2) is redesignated as
paragraph (d)(3).

4. New paragraph (d)(2) is added.

5. Paragraph (e) is amended by adding
Examples 6 and 7.

The revisions and additions read as fol-
lows:

2007-20 IL.R.B.

§1.1367-2 Adjustments to basis of
indebtedness to shareholder.

(a) In general—(1) Adjustments under
section 1367. This section provides rules
relating to adjustments required by sub-
chapter S to the basis of indebtedness (in-
cluding open account debt as described
in paragraph (a)(2) of this section) of an
S corporation to a shareholder. The basis
of indebtedness of the S corporation to a
shareholder is reduced as provided in para-
graph (b) of this section and restored as
provided in paragraph (c) of this section in
accordance with the timing rules in para-
graph (d) of this section.

(2) Open Account Debt—(i) General
rule. The term open account debt means
shareholder advances not evidenced by
separate written instruments and repay-
ments on the advances, the aggregate
outstanding principal of which does not
exceed $10,000 of indebtedness of the
S corporation to the shareholder at the
close of any day during the S corporation’s
taxable year. Advances and repayments
on open account debt are treated as a
single indebtedness. For purposes of de-
termining if shareholder advances not
evidenced by separate written instruments
and repayments on those advances ex-
ceed an aggregate outstanding principal
of $10,000, a shareholder must maintain
a running daily balance of all advances
and repayments on those advances and
the outstanding principal amount of the
open account debt at the close of each day
during the S corporation’s taxable year.

(ii) Exception. If a shareholder’s run-
ning balance exceeds an aggregate out-
standing principal amount of $10,000 at
the close of any day during the S corpora-
tion’s taxable year, effective on the close
of the day on which the shareholder’s run-
ning balance exceeds $10,000, the running
balance must be reconciled to determine
the aggregate principal amount of indebt-
edness. For the remainder of the taxable
year, that aggregate principal amount of in-
debtedness is treated in the same manner as
indebtedness evidenced by a separate writ-
ten instrument for purposes of this section.
For the remainder of that taxable year and
subsequent taxable years, the indebtedness
is not open account debt and is subject to
all basis adjustment rules applicable to ba-
sis of indebtedness of an S corporation to
a shareholder in this section.
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(2) Multiple indebtedness. 1f a share-
holder holds more than one indebtedness
(including any open account debt and any
debt treated as a single indebtedness under
paragraph (a)(2)(ii)) as of the beginning of
an S corporation’s taxable year, any net in-
crease is applied first to restore the reduc-
tion of basis in any indebtedness repaid (in
whole or in part) in that taxable year to
the extent necessary to offset any gain that
would otherwise be realized on the repay-
ment. Any remaining net increase is ap-
plied to restore each outstanding indebt-
edness (including any open account debt
and any debt treated as a single indebted-
ness under paragraph (a)(2)(ii) of this sec-
tion) in proportion to the amount that the
basis of each outstanding indebtedness has
been reduced under section 1367(b)(2)(A)
and paragraph (b) of this section and not
restored under section 1367(b)(2)(B) and
this paragraph (c).

(d) Time at which adjustments to ba-
sis of indebtedness are effective—(1) In
general. Except as provided in paragraph
(d)(2) of this section, the amounts of the
adjustments to basis of indebtedness pro-
vided in section 1367(b)(2) and this sec-
tion are determined as of the close of the
S corporation’s taxable year, and the ad-
justments are generally effective as of the
close of the S corporation’s taxable year.
However, if the shareholder is not a share-
holder in the S corporation at that time,
these adjustments are effective immedi-
ately before the shareholder terminates his
or her interest in the S corporation. If a
debt (including any open account debt and
any debt treated as a single indebtedness
under paragraph (a)(2)(ii) of this section)
is disposed of or repaid in whole or in part
before the close of the taxable year, the ba-
sis of that indebtedness is restored under
paragraph (c) of this section, effective im-
mediately before the disposition or the first
repayment on the debt (or the net repay-
ment on open account debt) during the tax-
able year. To the extent any reduction of
basis in indebtedness under paragraph (b)
of this section that is disposed of or repaid
(in whole or in part) during the taxable year
is not restored completely under paragraph
(c) of this section, gain is realized on the re-
payment effective immediately before the
indebtedness is disposed of or repaid (in
whole or in part).
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(2) Open account debt—(1) In gen-
eral. All advances and repayments on
open account debt (as described in para-
graph (a)(2)(i) of this section) during
the taxable year are netted continuously
as the advances and repayments occur.
The amount of any net advance or net
repayment on open account debt for the
S corporation’s taxable year is determined
at the close of the taxable year. If the
shareholder advances, and repayments on
the advances, during the S corporation’s
taxable year result in a net advance or net
repayment, the basis of the open account
debt is reduced as provided in paragraph
(b) of this section and restored as provided
in paragraph (c) of this section effective at
the close of the taxable year. To the extent
any reduction of basis of open account
debt under paragraph (b) of this section
that is disposed of or repaid (in whole or
in part) during the taxable year is not re-
stored completely under paragraph (c) of
this section, income is realized on the net
repayment at the close of the taxable year
in which the open account debt is disposed
of or repaid (in whole or in part).

(i1) Exception. On the close of the
day on which the shareholder’s running
balance exceeds an aggregate outstanding
principal amount of $10,000, the share-
holder’s running balance is reconciled to
determine an aggregate principal amount
of indebtedness. The resulting aggregate
principal amount of indebtedness is treated
as the principal amount of a debt evidenced
by a separate written instrument for the re-
mainder of that taxable year and any subse-
quent taxable year, and is no longer subject

to the open account debt provisions of this
section.
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Example 6. Treatment of open account debt. (i) A
has been the sole shareholder in Corporation S since
2000. In 2007, A advances S $8,000, which is not
evidenced by a written instrument. The $8,000 ad-
vance is open account debt and remains outstanding
at that amount during 2007. On December 31, 2007,
the basis of A’s stock is zero; and the basis of the open
account debt is reduced under paragraph (b) of this
section to $4,000. On April 1, 2008, S repays $3,000
of the open account indebtedness. On September 1,
2008, A advances S an additional $2,000, which is not
evidenced by a written instrument. There is no net in-
crease under paragraph (c) of this section in year 2007
or 2008.

(ii) At no time during the 2007 taxable year does
the running balance of A’s open account debt exceed
$10,000. As of December 31, 2007, A’s basis in the
open account debt is reduced under paragraph (b) of
this section to $4,000.

(iii) At no time during the 2008 taxable year does
the running balance of A’s open account debt exceed
$10,000. On April 1, 2008, S’s $3,000 repayment is
applied to A’s running balance for open account debt
carried forward from 2007 in the amount of $8,000 to
reduce the running balance to $5,000. On September
1, 2008, A’s advance to S of $2,000, which is not
evidenced by a written instrument, is applied to A’s
running balance to bring A’s aggregate outstanding
principal on A’s open account indebtedness to $7,000.

(iv) At the close of the 2008 taxable year, the
$3,000 April repayment S makes to A and A’s $2,000
September advance are netted to result in a net re-
payment of $1,000 for the taxable year on A’s $8,000
open account debt carried forward from 2007. Be-
cause there is no net increase in 2008, no basis of in-
debtedness is restored for the 2008 taxable year.

Example 7. Treatment of shareholder indebted-
ness not evidenced by a written instrument which ex-
ceeds $10,000. (i) The facts are the same as in Ex-
ample 6, in addition to which, on February 1, 2008, S

repays $1,000 of the open account debt and on March
1,2008, A advances S $5,000, which is not evidenced
by a written instrument.

(ii) At no time during the 2007 taxable year does
the running balance of A’s open account debt exceed
$10,000. As of December 31, 2007, the basis of the
open account debt is reduced under paragraph (b) of
this section to $4,000.

(iii) The running balance of A’s open account debt
does exceed $10,000 during the 2008 taxable year.
On February 1, 2008, S’s $1,000 repayment is applied
to A’s running balance for open account debt carried
forward from 2007 in the amount of $8,000 to reduce
the running balance to $7,000. On March 1, 2008, A’s
advance to S of $5,000, which is not evidenced by a
written instrument, is applied to A’s running balance
to bring A’s aggregate outstanding principal on A’s
open account debt to $12,000. Because this amount
exceeds the $10,000 threshold amount, effective at
the close of the day on March 1, 2008, A’s running
balance must be reconciled to determine an aggregate
principal amount of indebtedness.

(iv) As of March 1, 2008, S had made a $1,000
repayment on A’s open account debt, and A had ad-
vanced an additional $5,000 which was not evidenced
by a written instrument. To reconcile A’s running
balance, the $1,000 repayment and $5,000 advance
are netted first to result in a $4,000 net advance that
is then added with A’s existing principal amount of
open account debt of $8,000 to determine the aggre-
gate principal amount of indebtedness of $12,000. As
of March 1, 2008, S’s indebtedness to A that is not
evidenced by a written instrument has a principal bal-
ance of $12,000 and a basis of $8,000 ($4,000 basis
on December 31, 2007 + $4,000 net advance). On
April 1, 2008, S repays $3,000 of that new indebted-
ness.

(v) On September 1, 2008, A advances S an ad-
ditional $2,000, which is not evidenced by a written
instrument. The $2,000 advance is considered new
open account debt. On December 31, 2008, A’s basis
in his stock is zero and the outstanding principal in
the two remaining debts are as follows:

3/1/08 4/1/08 9/1/08 12/31/08
principal repayment advance principal
Indebtedness treated as if evidenced by $12,000 $3,000 $9,000
written instrument
Open account debt $2,000 $2,000

Par. 3. Section 1.1367-3 is amended as
follows:

1. The section heading is revised.

2. The first sentence of the paragraph is
revised.

3. A new second and last sentence are
added.

The revisions and additions read as fol-
lows:

May 14, 2007

§1.1367-3 Effective dates and transitional
rules.

Section 1.1367-2(a), (c)(2), (d)(2), and
(e) Example 6 and Example 7 apply to any
shareholder advances to the S corporation
made on or after the date these regulations
are published as final regulations in the
Federal Register and repayments on those
advances by the S corporation.
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Kevin M. Brown,

Deputy Commissioner for

Services and Enforcement.

(Filed by the Office of the Federal Register on April 11,2007,

8:45 a.m., and published in the issue of the Federal Register
for April 12, 2007, 72 ER. 18417)

2007-20 I.R.B.
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