13 T.C. 368 (1949)

A taxpayer who sells a debt obligation during the taxable year is not entitled to a
partial bad debt deduction for that obligation, even if a partial charge-off was taken
before the sale in the same year; the loss is treated as a capital loss.

Summary

Mitchell, a partner in a brokerage firm, received demand notes from two other
partners to cover their partnership debts. In 1944, after determining that the
debtors’ financial situations made full repayment unlikely, Mitchell partially charged
off the notes on his books. Later in the same year, he sold the notes for a price equal
to their reduced value. The Tax Court held that Mitchell was not entitled to partial
bad debt deductions because he sold the notes during the same taxable year.
Instead, the loss was a capital loss. The court emphasized that tax deductions are
determined by viewing the net result of all transactions during the taxable year.

Facts

From 1931-1940, Mitchell was a general partner in a stock brokerage firm. Other
partners, Sprague and Whipple, withdrew more funds than their share of profits
allowed, creating debts to the partnership. To eliminate these debts, Mitchell and
other partners made payments to the partnership on behalf of Sprague and Whipple.
In return, Sprague and Whipple gave demand notes to Mitchell in proportion to the
amounts he paid on their behalf. By 1944, Sprague and Whipple’s financial positions
made full repayment doubtful. Mitchell obtained financial statements from both, and
in December 1944, he partially charged off the Sprague and Whipple notes on his
books. Later that day, he sold the Sprague notes to Sprague’s brother, and a few
days later, sold the Whipple notes to Whipple’s brother.

Procedural History

Mitchell claimed partial bad debt deductions on his 1944 tax return for the charged-
off portions of the Sprague and Whipple notes. The Commissioner of Internal
Revenue disallowed these deductions. Mitchell petitioned the Tax Court for review
of the Commissioner’s determination.

Issue(s)

Whether a taxpayer who partially charges off promissory notes as partially
worthless, and then sells those notes in the same taxable year, is entitled to a partial
bad debt deduction or is limited to a capital loss on the sale?

Holding

No, because when a taxpayer sells debt obligations during the taxable year, they are
not entitled to a partial bad debt deduction for those obligations, even if a partial
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charge-off was taken before the sale in the same year. The loss is instead treated as
a capital loss.

Court’s Reasoning

The court reasoned that the sale of the notes during the same taxable year as the
charge-off foreclosed Mitchell from taking partial bad debt deductions. The court
relied on precedent such as McClain v. Commissioner, 311 U.S. 527, emphasizing
that the ultimate tax treatment depends on the net result of all transactions during
the taxable year. The court stated, “Petitioner’s argument that a partial bad debt
deduction is not defeated by sale of the debt within the same taxable year where the
charge-off precedes the sale runs contrary to the system of annual accounting
required by Federal income tax law.” At the close of the taxable year, Mitchell no
longer held the notes; thus, no debt was owing to him, negating a critical element
for a bad debt deduction. The court cited Burnet v. Sanford & Brooks Co., 282 U.S.
359, to reinforce the principle of annual tax accounting: “All the revenue acts which
have been enacted since the adoption of the Sixteenth Amendment have uniformly
assessed the tax on the basis of annual returns showing the net result of all the
taxpayer’s transactions during a fixed accounting period.” Since the notes were
capital assets held for over six months and the sales were bona fide, the court held
Mitchell was entitled to long-term capital losses on the sale of the notes.

Practical Implications

This case clarifies that a taxpayer cannot claim a partial bad debt deduction for a
debt obligation if the obligation is sold during the same taxable year, even if a
partial charge-off occurred before the sale. The key takeaway is the emphasis on the
annual accounting period; the tax consequences are determined by the taxpayer’s
position at the end of the year, not by isolated transactions within the year. This
decision influences how businesses and individuals manage and dispose of debt
instruments, particularly when collectability is uncertain. It encourages taxpayers to
consider the overall economic substance of transactions rather than attempting to
create tax benefits through sequential steps. Later cases applying this ruling
typically involve similar fact patterns where a debt is written down and then sold in
the same period, reinforcing the principle that the sale governs the tax treatment.
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