T.C. Memo. 1949-179

Intra-family debt transactions are subject to heightened scrutiny, and a bad debt
deduction will be denied if there was no genuine expectation of repayment or intent
to enforce the debt.

Summary

The Tax Court denied a bad debt deduction claimed by the estate of a deceased
husband (decedent) related to a loan made to his wife. The court found that despite
the formal appearance of a debtor-creditor relationship, the transaction lacked a
genuine expectation of repayment. The decedent had advanced funds to his wife,
taking a promissory note secured by stock. However, the court emphasized the
importance of scrutinizing intra-family transactions, especially between spouses,
and found insufficient evidence to prove that both parties truly intended to create
and enforce a debt. The lack of interest payments, the wife’s limited income, and the
testamentary nature of the arrangement were all factors in the court’s decision.

Facts

In 1939, the decedent advanced $25,700 to his wife and received a demand
promissory note secured by shares of stock in a cooperative apartment building. The
stock had been gifted to the wife by the decedent 10 years prior. The wife made only
one payment of $300 on the note. The note bore no interest. The wife had no gainful
employment after her marriage and limited income. The funds were used by the wife
to purchase a second home. Both the decedent and his wife jointly occupied both
homes until the wife’s death.

Procedural History

The Commissioner of Internal Revenue denied the estate’s claimed bad debt
deduction. The estate petitioned the Tax Court for a redetermination of the
deficiency.

Issue(s)

Whether the advance of funds from the decedent to his wife constituted a bona fide
debt, entitling the estate to a bad debt deduction under Section 23(k) of the Internal
Revenue Code.

Holding

No, because the transaction lacked the essential characteristics of a bona fide
debtor-creditor relationship, particularly a genuine expectation of repayment and
intent to enforce the debt. The facts indicated that the transaction was more in the
nature of a contingent gift with testamentary intent.
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Court’s Reasoning

The court emphasized that while a legally enforceable note is evidence of a debt, it
is not conclusive. The key is the intention of the parties to create a debtor-creditor
relationship. The court noted that, “Intrafamily transactions are subject to rigid
scrutiny, and transfers from husband to wife are presumed to be gifts. However, this
presumption may be rebutted by an affirmative showing that there existed at the
time of the transaction a real expectation of repayment and intent to enforce the
collection of the indebtedness.” The court found that the facts did not support a
finding of such intent. The wife’s limited income, the lack of consistent payments,
and the decedent’s continued use of the property securing the note suggested that
the transaction was not intended to be a true debt. The court stated, “In our opinion,
the intention of the parties, as evidenced by the facts shown herein, was not such as
to give rise to a bona fide debt. The money advanced by decedent to his wife was
more in the nature of a contingent gift, the note being designed more to direct the
disposition of the decedent’s property in the event of his death than as evidence of a
debtor-creditor relationship between him and his wife.” Therefore, the advance was
deemed more akin to a contingent gift with testamentary aspects rather than a debt
eligible for a bad debt deduction.

Practical Implications

This case reinforces the importance of careful planning and documentation when
structuring intra-family loans, particularly between spouses. To support a bad debt
deduction, taxpayers must demonstrate a genuine expectation of repayment and
intent to enforce the debt. Factors such as a written loan agreement, a reasonable
interest rate, a fixed repayment schedule, consistent repayment history, and the
borrower’s ability to repay are crucial. The absence of these elements, especially in
family transactions, increases the likelihood that the IRS will treat the advance as a
gift rather than a loan. Later cases have cited Van Iderstine to emphasize the need
for objective evidence of a debtor-creditor relationship, especially when family
members are involved.
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