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2 T.C. 213 (1943)

An unadjudicated claim for alleged fraudulent representations does not constitute a
‘debt’ for purposes of a worthless debt deduction under Section 23(k) of the Internal
Revenue Code.

Summary

Katherine Hanes purchased a painting based on fraudulent representations. When
she stopped payment on checks issued for the purchase, she was sued by holders of
those checks. She incurred legal fees and a settlement payment. Hanes claimed a
loss deduction on her 1940 return, but later argued these expenses were deductible
as a bad debt. The Tax Court held that an unadjudicated claim for fraud is not a debt
under Section 23(k), and the expenses were not deductible as a bad debt.

Facts

In October 1937, Katherine Hanes purchased an oil painting for $5,000 from Victor
B. Lonson, who claimed to be an art expert. Lonson represented the painting was an
original by a famous English artist. Hanes issued three checks to Lonson. After the
first check was cashed, Hanes stopped payment on the remaining two checks when
she discovered the painting was a copy.

Procedural History

Hanes was sued on the unpaid checks by Foxman and Doward. Hanes won the
Foxman suit, which was upheld by the North Carolina Supreme Court. The Doward
suit was settled out of court. Hanes deducted the legal fees from the Foxman suit
and the settlement and court costs from the Doward suit on her 1940 tax return as a
loss.  The Commissioner disallowed the deduction.  Before the Tax Court,  Hanes
argued the amounts were deductible as a bad debt.

Issue(s)

Whether amounts paid in settlement of a lawsuit and for attorney’s fees, arising
from  the  purchase  of  a  painting  based  on  fraudulent  representations,  can  be
deducted as a worthless debt under Section 23(k) of the Internal Revenue Code.

Holding

No,  because  an  unadjudicated  claim  for  damages  resulting  from  fraudulent
warranties does not constitute a debt within the meaning of Section 23(k) of the
Internal Revenue Code.

Court’s Reasoning

The Tax Court reasoned that deductions for losses and bad debts are mutually
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exclusive.  The court found that Hanes suffered a loss due to fraud, a personal
transaction. Such personal losses are only deductible under Section 23(e) if they
arise from casualty or theft, which was not the case here. The court stated, “The
most that petitioner had was an unadjudicated claim for damages due to fraudulent
warranties.”  The  court  emphasized  that  the  alleged  debtor  had  not  conceded
liability, and the validity of the claim was never tested in a court where he was a
party. Even a conceded liability does not automatically create a deductible debt.
Quoting Wadsworth Mfg. Co. v. Commissioner, 44 F.2d 762, the court stated, “That
which was determined to be worthless and was charged off was an unadjudicated
claim for breach of contract. This is not a ‘debt’.” Furthermore, the court noted that
even if a debt was created, it was worthless from its inception, and debts worthless
at inception cannot give rise to a bad debt deduction. The court concluded that
Hanes’s claim could not form the basis of a bad debt deduction because it was an
unadjudicated claim.

Practical Implications

This  case clarifies  the distinction between a loss  and a debt  for  tax deduction
purposes. It establishes that a taxpayer cannot deduct an unadjudicated claim for
fraud as a bad debt. Attorneys must analyze the origin of the claim to determine
whether  it  qualifies  as  a  deductible  debt  or  a  non-deductible  personal  loss.
Taxpayers should pursue legal action to adjudicate claims of fraud to potentially
convert them into debts, although collectibility remains a separate issue. The Hanes
case underscores the importance of documenting the steps taken to determine the
worthlessness of a debt, and the need to show that the debt had value at some point
before becoming worthless.  This ruling is  relevant in cases involving breach of
contract,  fraud,  or  other  situations  where  a  taxpayer  seeks  to  deduct  losses
stemming from another party’s actions. Subsequent cases may distinguish Hanes if
the claim has been reduced to a judgment, or if the underlying transaction is related
to the taxpayer’s trade or business.


