16 T.C. 1248 (1951)

For a bad debt to be deductible as a business loss, the debt must be proximately
related to the taxpayer’s trade or business; merely being an officer or shareholder of
a corporation does not automatically qualify advances to the corporation as business
debts.

Summary

A taxpayer, A. Kingsley Ferguson, claimed a business bad debt deduction for losses
incurred from advances to Wood Products, Inc., a corporation he helped establish.
The IRS determined the loss was a nonbusiness debt, treatable as a short-term
capital loss. Ferguson argued his business was promoting, organizing, and
managing enterprises in low-cost housing. The Tax Court held that Ferguson’s
advances constituted a nonbusiness debt because his primary occupation was as a
salaried executive with another company, and his activities with Wood Products
were merely incidental. The court emphasized that merely being an officer doesn’t
automatically make corporate debts business debts for the individual.

Facts

A. Kingsley Ferguson, after various employments, became president and general
manager of Westhill Colony, a real estate venture. Later, he joined H.K. Ferguson
Company and then partnered to obtain construction contracts. He then organized
Wood Products, Inc., manufacturing wood products. Ferguson invested significantly
in Wood Products, Inc. He later became president of H.K. Ferguson Company,
receiving a substantial salary and bonus. While president of H.K. Ferguson, he
remained president of Wood Products, but its financial performance declined,
leading to its dissolution. Ferguson claimed a business bad debt deduction for his
losses from Wood Products.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Ferguson’s
income tax liability, partially disallowing the business bad debt deduction. Ferguson
petitioned the Tax Court, contesting the Commissioner’s determination. The Tax
Court upheld the Commissioner’s determination that the debt was a nonbusiness
debt. The decision was entered under Rule 50.

Issue(s)

Whether the debt of $32,342.91, which became worthless in 1947, is deductible in
its entirety as a business bad debt under Section 23(k)(1) of the Internal Revenue
Code, or whether it constitutes a “nonbusiness debt” under Section 23(k)(4) and,
therefore, is to be treated as a short-term capital loss.

Holding
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No, because the Tax Court found that the taxpayer was not engaged in the business
of promoting, organizing, developing, financing, and operating businesses in the
allied fields of wood construction and wood fabrication. His activities with Wood
Products were incidental to his primary occupation as a salaried executive.

Court’s Reasoning

The Tax Court emphasized that the determination of whether a debt is a business or
nonbusiness debt is a factual question. The court considered Ferguson’s activities,
time devoted, and income sources. It noted that Ferguson’s primary occupation was
as president of H.K. Ferguson Company, where he received a substantial salary and
bonus. Though Ferguson remained president of Wood Products, his activities were
considered incidental, and he received no compensation from it. The court
distinguished this case from cases like Vincent C. Campbell, where the taxpayers
were actively engaged in managing multiple corporations and devoting significant
resources to those ventures. The court cited Burnet v. Clark and Dalton v. Bowers to
emphasize that even active involvement in a corporation does not automatically
make loans to that corporation part of the taxpayer’s business. The Court stated:
“The criterion is obviously whether the occupation of the party involved so consists
of expenditure of time, money, and effort as to constitute his business life.” Because
Ferguson devoted most of his time to H.K. Ferguson Company, the debt was deemed
a nonbusiness debt.

Practical Implications

This case clarifies the distinction between business and nonbusiness bad debts for
tax deduction purposes. It emphasizes that merely being an officer or shareholder of
a corporation does not automatically qualify advances to the corporation as business
debts. Taxpayers must demonstrate that the debt was proximately related to their
trade or business, and the extent of their involvement and resources devoted to the
venture are critical factors. Subsequent cases have cited Ferguson to underscore
the importance of demonstrating that the taxpayer’s business activities, rather than
mere investment or incidental involvement, gave rise to the debt. This ruling affects
how tax professionals advise clients regarding the deductibility of bad debts,
encouraging a thorough analysis of the taxpayer’s primary occupation and the
relationship between the debt and that occupation.

© 2025 SCOTUSreports.com. All rights reserved. | 2



