12T.C. 1184 (1949)

A debt owed to a corporation by a deceased stockholder that becomes worthless
during the taxable year due to the insolvency of the estate is deductible as a bad
debt under Section 23(k) of the Internal Revenue Code.

Summary

Gorman Lumber Sales Company sought to deduct a debt owed by its deceased sole
stockholder, George Gorman, as a bad debt. The Tax Court held that the debt
became worthless in 1942 due to the insolvency of Gorman’s estate and was thus
deductible. The court rejected the Commissioner’s argument that the debt
cancellation was equivalent to a dividend. The court also addressed issues regarding
California franchise tax deductions, net operating loss carry-backs, excess profits
credit, and unused excess profits credit carry-backs.

Facts

George Gorman, the sole stockholder of Gorman Lumber Sales Co., died on January
31, 1942. At the time of his death, Gorman owed the company $27,153.32 from
business transactions. After his death, the company advanced $3,266.75 to cover
Gorman'’s business obligations. Additionally, Gorman owed the company $2,500 from
a personal loan. Gorman’s estate was insolvent. The estate’s assets were insufficient
to cover debts having priority over the company’s claim. An agreement was reached
whereby the company accepted $1,000 in full settlement of its $32,920.07 claim
against Gorman’s estate. The company then wrote off the remaining debt as
worthless.

Procedural History

Gorman Lumber Sales Co. claimed a bad debt deduction on its 1942 tax return. The
Commissioner disallowed the deduction, leading to a deficiency assessment. The
company petitioned the Tax Court, contesting the disallowance and raising other
tax-related issues.

Issue(s)

Whether the debt owed to the petitioner by its deceased stockholder became
worthless in 1942 and thus constituted an allowable bad debt deduction for that
year?

Holding

Yes, because the debt became worthless in 1942 due to the insolvency of the
debtor’s estate and was not a disguised dividend distribution.

Court’s Reasoning
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The court found that the debt arose from bona fide business transactions, not mere
withdrawals of corporate earnings. The estate was insolvent, and the debt was
uncollectible. The court rejected the Commissioner’s argument that the settlement
agreement was, in substance, a dividend to either the bank (which held the
company’s stock as collateral) or the estate. The bank’s interest was solely in
recovering the debt owed to it by Gorman, which it did through the resale of the
stock. The court stated, “The facts clearly show that the decedent’s estate was
indebted to petitioner in the amount of $32,920.07, growing out of bona fide
business transactions; that in the course of the administration of the estate it
became evident that the estate was insolvent and had insufficient assets to pay
claims having priority over the petitioner’s claim; and that the petitioner received
and accepted $1,000 in cash in full settlement of such debt and wrote off the
balance which became worthless during the taxable year 1942.” Therefore, the debt
met the requirements for a bad debt deduction under Section 23(k) of the Internal
Revenue Code.

Practical Implications

This case clarifies the deductibility of debts owed by stockholders to their
corporations, particularly when the stockholder is deceased and their estate is
insolvent. It highlights the importance of demonstrating that the debt arose from
genuine business transactions and that its worthlessness is tied to the debtor’s
inability to pay. The case also underscores that a compromise settlement of a debt
with an insolvent estate does not automatically constitute a dividend distribution.
Legal practitioners can use this case to support bad debt deductions in similar
situations, provided they can establish the bona fide nature of the debt and the
debtor’s insolvency. It also illustrates the importance of proper documentation and
adherence to probate court procedures in such matters.
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