5 T.C. 482 (1945)

A taxpayer cannot deduct a worthless debt from their gross income if the debt is
owed to someone other than the taxpayer, even if the taxpayer is a beneficiary of an
estate that is owed the debt.

Summary

Edgar V. Anderson, as a beneficiary of his father’s estate, sought to deduct a portion
of a bad debt owed to a partnership in which his father was a member. The debt was
owed to the partnership by one of the partners, Edward G. King, and became
worthless in 1941. Anderson claimed that as a distributee of his father’s estate, he
was entitled to deduct his pro rata share of the worthless debt. The Tax Court
denied the deduction, holding that the debt was owed to the partnership, not
directly to Anderson, and therefore, he could not claim a deduction for it. The court
emphasized that a taxpayer can only deduct worthless debts owed directly to them.

Facts

C. Edgar Anderson was a general partner in the stock brokerage partnership of
Chauncey & Co. Upon his death, his estate was to receive his capital contribution
and share of profits from the partnership. The partnership agreement stipulated how
assets would be distributed upon a partner’s death. One of the general partners,
Edward G. King, was indebted to the partnership. After C. Edgar Anderson’s death,
the surviving partners continued the business, and the new partnership assumed the
assets and liabilities of the old, including King’s debt. Later, King was expelled from
the Stock Exchange due to misconduct, rendering his debt to the partnership largely
uncollectible.

Procedural History

Edgar V. Anderson, as a legatee of his father’s estate, claimed a deduction on his
1941 income tax return for his portion of the worthless debt owed to the
partnership. The Commissioner of Internal Revenue disallowed the deduction,
leading to Anderson petitioning the Tax Court for redetermination of the deficiency.

Issue(s)

Whether a taxpayer, as a beneficiary of an estate, is entitled to a bad debt deduction
under Section 23(k) of the Internal Revenue Code for a debt owed to a partnership
in which the deceased was a member, when that debt became worthless in the
taxable year.

Holding

No, because the debt was an asset of the partnership, and under New York
Partnership Law, the petitioner had no direct interest in the firm’s assets but only
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the right to an accounting; therefore, the petitioner was not a creditor of Edward G.
King.

Court’s Reasoning

The Tax Court reasoned that the debt owed by King was an asset of the partnership,
Chauncey & Co., not an asset directly owed to Anderson. Citing Guggenheim v.
Helvering, the court noted that under New York Partnership Law, the executors of a
deceased partner’s estate only have the right to an accounting, not a direct interest
in the firm’s assets. The court stated, “We therefore think that in the instant
proceeding the petitioner was not in 1941 a creditor of Edward G. King and that he
is not entitled to the deduction of any part of King’s indebtedness to Chauncey &
Co., which became worthless in 1941. A taxpayer is not entitled to deduct from gross
income any part of a worthless debt owed to some one other than the taxpayer.” The
court distinguished Lillie V. Kohn, where residuary legatees were allowed a
deduction because the debt was directly owed to them after the estate’s debts and
legacies had been paid. In Anderson’s case, the debt was owed to the partnership, a
separate entity.

Practical Implications

This case clarifies that a taxpayer can only deduct worthless debts that are directly
owed to them. It has implications for beneficiaries of estates or trusts who may seek
to deduct losses related to debts owed to the entity. Practitioners must analyze who
is the actual creditor of the debt when determining deductibility. This decision
reinforces the principle that tax deductions are narrowly construed, and taxpayers
must demonstrate they meet the specific requirements of the statute to claim a
deduction. Later cases would cite this to emphasize that indirect losses, even if
economically felt, are not always deductible for income tax purposes unless a direct
creditor-debtor relationship exists between the taxpayer and the specific debtor.
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