20T.C. 130 (1953)

A loss incurred by a shareholder-creditor who subordinates their claim is deductible,
if at all, as a nonbusiness bad debt, not as a loss from a transaction entered into for
profit.

Summary

F. Sitterding, Jr., a shareholder and creditor of Sitterding-Carneal-Davis Company,
Inc. (S-C-D), claimed a deduction for a loss resulting from the cancellation of a note
from S-C-D. Sitterding argued the cancellation was part of a larger transaction
entered into for profit. The Tax Court held that the loss was deductible, if at all, as a
nonbusiness bad debt because the initial loan created a debtor-creditor relationship.
The subordination agreement did not transform the debt into a transaction for profit
under Section 23(e)(2) of the Internal Revenue Code. Furthermore, the court found
the debt was not proven to be worthless in the tax year claimed.

Facts

F. Sitterding, Jr. was a stockholder and director of S-C-D, a lumber and millwork
business. S-C-D experienced financial difficulties and, in 1942, Sitterding loaned the
company $7,780, receiving a demand note in return. By 1944, S-C-D faced continued
losses and decided to liquidate. Sitterding, along with other shareholder-creditors,
agreed to subordinate their claims against S-C-D to facilitate a sale of assets and
satisfy bank debts they had guaranteed. As part of the liquidation plan, Sitterding
released his note from S-C-D.

Procedural History

Sitterding claimed a deduction on his 1945 income tax return for a partial bad debt
connected with his trade or business, which the Commissioner of Internal Revenue
disallowed, resulting in a deficiency assessment. Sitterding petitioned the Tax Court
for review.

Issue(s)

Whether the release of a debt owed to a shareholder-creditor, as part of a
subordination agreement to facilitate corporate liquidation, constitutes a loss from a
transaction entered into for profit under Section 23(e)(2) of the Internal Revenue
Code, or a nonbusiness bad debt.

Holding

No, because the initial loan created a debtor-creditor relationship, and the
subsequent subordination agreement did not transform the nature of the debt into a
transaction entered into for profit. Furthermore, the taxpayer failed to prove the
debt was worthless in the tax year claimed.
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Court’s Reasoning

The court reasoned that when Sitterding loaned money to S-C-D in 1942, a debtor-
creditor relationship was established. Therefore, any loss arising from that
relationship would be deductible, if at all, as a nonbusiness bad debt under Section
23(k)(4) of the Internal Revenue Code. The court rejected Sitterding’s argument that
the events of 1944, including the cancellation of the debt and the subordination
agreement, transformed the loss into one incurred in a transaction entered into for
profit. The court emphasized that allowing such a conversion would undermine the
purpose of Section 23(k)(4). The Court stated, “To permit such a result would
emasculate section 23 (k) (4) of the Code.” Furthermore, the court found that
Sitterding failed to demonstrate that the debt was worthless in 1945, considering
the company’s assets and the subsequent distributions he received. The court noted,
“The fact that the petitioner received distributions attributable to the debt, which he
claims was worthless in 1945, in the years 1946 and 1948 is hardly indicative of
worthlessness in the year 1945.”

Practical Implications

This case clarifies the distinction between losses and bad debts for tax purposes,
particularly concerning shareholder-creditors in closely held corporations. It
establishes that subordinating a debt, even as part of a larger business transaction,
does not automatically convert a potential bad debt into a deductible loss from a
transaction entered into for profit. Taxpayers must demonstrate that the initial
transaction was entered into for profit independently of their status as shareholders.
Moreover, it underscores the taxpayer’s burden to prove the worthlessness of the
debt in the specific tax year the deduction is claimed. Later cases cite Sitterding for
the principle that a taxpayer cannot convert a bad debt into a loss from a transaction
entered into for profit simply by subordinating or releasing the debt.
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