Sherman v. Commissioner, 18 T.C. 746 (1952)

An individual taxpayer can deduct a nonbusiness bad debt when they, as an
endorser or guarantor of a loan, are compelled to fulfill the obligation, and the debt
owed to them by the primary obligor becomes worthless in the taxable year.

Summary

The Tax Court addressed whether a taxpayer could deduct payments made as the
endorser of her husband’s business loan as a nonbusiness bad debt, and whether
interest payments made by the FDIC from the taxpayer’s collateral to cover her own
and her husband’s debts were deductible as interest expenses. The court held that
the taxpayer could deduct the payments related to her husband’s debt because a
valid debt existed, and it became worthless in the tax year. It also held that the
taxpayer could deduct the interest payments made by the FDIC because those
payments satisfied her obligations, regardless of whether they were ‘voluntary’.

Facts

The petitioner, Mrs. Sherman, endorsed a note for her husband, Mr. Sherman, to
provide working capital for a corporation they jointly owned. When the FDIC
liquidated Mrs. Sherman’s collateral and applied the proceeds to Mr. Sherman’s
note, Mrs. Sherman claimed a nonbusiness bad debt deduction. The FDIC also used
Mrs. Sherman’s assets, held as collateral, to cover interest due on notes made by
Mrs. Sherman, and on the note she endorsed for Mr. Sherman.

Procedural History

The Commissioner of Internal Revenue disallowed the deductions claimed by Mrs.
Sherman. Mrs. Sherman then petitioned the Tax Court for review of the
Commissioner’s decision.

Issue(s)

1. Whether Mrs. Sherman could deduct payments made as an endorser of her
husband’s business loan as a nonbusiness bad debt under Section 23(k)(4) of the
Internal Revenue Code.

2. Whether interest payments made by the FDIC from Mrs. Sherman’s collateral to
cover her own debts and her husband’s debt were deductible as interest expenses
under Section 23(b) of the Internal Revenue Code.

Holding

1. Yes, because a valid debt arose by operation of law when Mrs. Sherman, as the
guarantor, satisfied her husband’s obligation, and that debt became worthless in the
tax year due to his insolvency.

2. Yes, because affirmative action by the debtor in the payment of interest is not
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necessary where in fact her assets are applied to the payment of interest.
Court’s Reasoning

Regarding the nonbusiness bad debt, the court found that a debtor-creditor
relationship existed between Mr. and Mrs. Sherman when she, as endorser, fulfilled
his obligation. The court rejected the Commissioner’s argument that the transaction
was a gift, emphasizing Mrs. Sherman’s intent to benefit from the loan proceeds
used to capitalize their jointly-owned company. The court stated that “the obligation
placed upon Sherrill Sherman by the petitioner’s payments upon her endorsement of
his note is not dependent upon a promise to pay but rather upon an obligation
implied by the law.” The court also determined that the debt became worthless in
the tax year due to Mr. Sherman’s insolvency, making the deduction permissible.
The court noted, “The taxpayer is not required to be an incorrigible optimist.”

Concerning the interest payments, the court reasoned that Mrs. Sherman was
entitled to deduct interest payments made by the FDIC from her collateral, even if
the payments were not “voluntary.” The court stated, “Affirmative action by the
debtor in the payment of interest is not necessary where in fact his assets are
applied to the payment of interest.” Furthermore, the court held that the disputed
interest rate was immaterial because the taxpayer is entitled to deduct amounts
actually paid within the taxable year.

Practical Implications

This case clarifies that an individual taxpayer who guarantees a loan can deduct
payments made on that guarantee if the primary obligor defaults and the debt
becomes worthless. It highlights the importance of establishing a genuine debtor-
creditor relationship, even in intra-family transactions. The case also establishes
that actual payment of interest, even through involuntary liquidation of collateral, is
sufficient for a cash-basis taxpayer to claim an interest deduction. Later cases cite
this ruling for the proposition that a taxpayer need not be overly optimistic about the
recovery of a debt to claim a bad debt deduction. It also shows that interest
payments are deductible even if made involuntarily, as long as the payment satisfies
the taxpayer’s obligation.
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