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13 T.C. 468 (1949)

Whether a transfer of property to a corporation in exchange for a promissory note
creates a bona fide debt, allowing for a bad debt deduction, depends on the intent of
the parties and the economic realities of the transaction, distinguishing it from a
capital contribution.

Summary

Arthur V. McDermott transferred his interest in real property to Emerson Holding
Corporation in exchange for a promissory note. When the corporation was later
liquidated, McDermott claimed a nonbusiness bad debt deduction. The Tax Court
ruled that a genuine debt existed, entitling McDermott to the deduction. The court
emphasized  that  the  intent  of  the  parties,  the  issuance  of  stock  for  separate
consideration (personal  property),  and the business activities of  the corporation
supported  the  creation  of  a  debtor-creditor  relationship  rather  than  a  capital
contribution.  This  distinction  is  crucial  for  determining  the  appropriate  tax
treatment of losses upon corporate liquidation.

Facts

Arthur McDermott  inherited a one-eighth interest  in  a  commercial  building.  To
simplify management,  the eight heirs formed Emerson Holding Corporation and
transferred the property to the corporation in exchange for unsecured promissory
notes.  Simultaneously,  the  heirs  transferred  cash,  securities,  and  accounts
receivable for shares of the corporation’s stock. Emerson operated the property,
collected rent, and made capital improvements. Later, the property was condemned,
and upon liquidation, McDermott received less than the face value of his note.

Procedural History

McDermott  claimed a nonbusiness bad debt  deduction on his  1944 income tax
return. The Commissioner of Internal Revenue disallowed a portion of the deduction,
treating it as a long-term capital loss. McDermott petitioned the Tax Court, arguing
that a valid debt existed.

Issue(s)

Whether the transfer of real property to Emerson Holding Corporation in exchange
for a promissory note created a debt from Emerson to McDermott, or an investment
in Emerson.

Holding

Yes, a debt was created because the intent of the parties and the circumstances
surrounding the transaction indicated a debtor-creditor relationship rather than a
capital contribution.
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Court’s Reasoning

The  Tax  Court  emphasized  that  the  intent  of  the  parties  is  controlling  when
determining whether a transfer constitutes a debt or equity investment. The court
considered the following factors: A promissory note bearing interest was issued for
the  real  property,  while  stock  was  issued  for  separate  consideration  (personal
property),  indicating  an  intent  to  differentiate  between  debt  and  equity.  The
corporation operated as a legitimate business, and the noteholders and stockholders
were not identically aligned, further supporting the existence of a debt. The court
distinguished this case from others where stock issuance was directly proportional
to advances, blurring the lines between debt and equity. The court stated, “The
notes  and  the  stock  were  issued  for  entirely  distinct  kinds  of  property,  which
indicates  rather  clearly  the  intent  of  the  heirs  to  differentiate  between  their
respective interests as creditors and as stockholders.” The court concluded that the
totality of the circumstances demonstrated the creation of a valid debt.

Practical Implications

This case illustrates the importance of documenting the intent to create a debtor-
creditor relationship when transferring assets to a corporation. Issuing promissory
notes with fixed interest rates, ensuring that debt and equity are exchanged for
different types of property, and operating the corporation as a separate business
entity strengthens the argument for a valid debt. The McDermott case informs legal
practitioners and tax advisors in structuring transactions to achieve the desired tax
consequences,  particularly when claiming bad debt deductions.  Later cases cite
McDermott for its analysis of the factors distinguishing debt from equity in the
context  of  closely  held  corporations  and  related-party  transactions.  Failure  to
properly  structure  these  transactions  can  result  in  the  loss  of  valuable  tax
deductions.


