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Samuel অফ Salvage, 4 T.C. 492 (1945)

A debt is deductible as a ‘bad debt’ for tax purposes even if the repayment source is
specified in the loan agreement, provided the liability to repay is absolute and not
contingent on the success of that specific source.

Summary

The  Tax  Court  addressed  whether  a  taxpayer  could  deduct  a  bad  debt  when
repayment  was  expected  from  specific  sources,  but  those  sources  failed  to
materialize.  Samuel  অফ  Salvage  subscribed  to  a  corporation’s  debt  as  part  of  a
reorganization plan.  The agreement indicated repayment would come from real
estate sales, net earnings, and a reserve fund. When the corporation went bankrupt
and these funds were insufficient, the IRS denied Salvage’s bad debt deduction,
arguing the repayment was contingent. The Tax Court held that the debt was not
contingent on the designated funds; the corporation had an absolute obligation to
repay. Therefore, when bankruptcy made full repayment impossible, Salvage was
entitled to a partial bad debt deduction.

Facts

Petitioner,  Samuel  অফ Salvage,  entered into a  subscription agreement with Fishers
Island Corporation as part of a reorganization and recapitalization plan. Existing
creditors agreed to extend or subordinate their debts to allow the corporation time
to sell  real estate to meet obligations. The plan outlined that secured creditors
would be paid first from real estate sales. Subscribers and banks were to be repaid
equally from remaining sale proceeds, net earnings, and an interest/tax reserve
fund. The corporation subsequently went bankrupt. The bankruptcy court ordered
the sale of the corporation’s assets for $25,000, an amount insufficient to cover all
debts. Salvage claimed a bad debt deduction on his taxes.

Procedural History

The  Commissioner  of  Internal  Revenue  denied  Samuel  অফ  Salvage’s  bad  debt
deduction.  Salvage  petitioned  the  Tax  Court  to  review  the  Commissioner’s
determination.

Issue(s)

1. Whether Fishers Island Corporation’s liability to repay the debt was contingent
upon the existence of the designated funds (real estate sales, net earnings, reserve
fund), thus precluding a bad debt deduction when those funds were insufficient.

2. Whether the subscription agreement constituted an investment in equity rather
than a loan, which would also disallow a bad debt deduction.

Holding
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1. No, because the language in the agreement regarding repayment sources was a
security provision, not a condition making the liability contingent. The corporation
had an absolute obligation to repay.

2.  No, because the shares received by subscribers were intended as a form of
interest and to provide control to better ensure loan repayment, not to convert the
debt into equity.

Court’s Reasoning

The court reasoned that the subscription agreement, viewed in the context of the
reorganization plan, indicated an absolute obligation to repay. The specification of
repayment sources was merely descriptive of the anticipated method of repayment
and a security provision, not a condition precedent to the debt itself. The court
stated, “The language in the agreement stating the sources from which funds would
be available for repayment was not intended to limit, nor does it have the effect of
limiting, the general liability of the corporation to repay. The language, it seems to
us, is in the nature of a security provision describing the manner in which the
parties anticipated that the loan would be repaid and indicating that certain funds
would be held for that purpose, and was not a condition upon which the general
liability of the corporation was contingent.” The court also noted the bankruptcy
referee’s treatment of subscriber claims as unsecured debt, further supporting the
debtor-creditor relationship. Regarding the investment argument, the court found
the shares were ancillary to the loan, not transforming it into equity. The identifiable
event establishing the loss was the bankruptcy court’s order in 1940, and a partial
deduction of 91.27% was deemed appropriate based on the likely dividend recovery
rate.

Practical Implications

This case clarifies that for tax purposes, the deductibility of a bad debt hinges on the
unconditional nature of the debtor’s obligation to repay, not merely the anticipated
source  of  repayment.  Legal  professionals  should  advise  clients  that  specifying
repayment sources in loan agreements does not automatically create a contingent
debt if the underlying obligation to repay is absolute. This ruling is important in
structuring debt agreements, particularly in reorganization or workout scenarios,
where repayment might be tied to specific asset sales or revenue streams. Later
cases  distinguish  this  ruling  by  focusing  on  agreements  where  the  repayment
obligation itself is explicitly contingent on certain events, rather than just the source
of funds.


