Berwind v. Commissioner, 20 T.C. 808 (1953)

For tax purposes, serving as a corporate officer and director, even across multiple
companies, is not considered a ‘trade or business’ of the individual officer/director,
preventing business bad debt deductions for loans made to protect those positions;
such losses are treated as nonbusiness bad debts.

Summary

Charles G. Berwind, a director and shareholder in Penn Colony Trust Company,
loaned the company money to remedy capital impairment. When the loan became
worthless, Berwind sought to deduct it as a business bad debt or business loss,
arguing his ‘trade or business’ was being a corporate officer and director. The Tax
Court disagreed, holding that being a corporate officer is not a ‘trade or business’ of
the officer themselves, but rather the business of the corporation. Therefore, the
loss was a nonbusiness bad debt, subject to capital loss limitations, not a fully
deductible business expense.

Facts

Petitioner, Charles G. Berwind, was a director and shareholder of Penn Colony Trust
Company (the Company). He was also an officer and director in numerous other
companies, including Berwind-White Coal Mining Company and its affiliates.

In 1931, the Company faced capital impairment. Berwind, along with other
‘contracting stockholders’ (mostly Berwind family or Berwind-White affiliates),
entered into an agreement to contribute cash to remedy the impairment. Berwind
contributed $24,250.

The agreement outlined a plan for liquidation, with repayment to ‘contracting
stockholders’ for their contributions contingent on other priorities.

The Company liquidated in 1946, and Berwind’s loan became worthless. Berwind
claimed a full deduction for this loss as a business bad debt or business loss on his
1946 tax return.

Procedural History

The Commissioner of Internal Revenue determined a deficiency, arguing the loss
was a nonbusiness bad debt, deductible as a short-term capital loss. Berwind
petitioned the Tax Court to contest this determination.

Issue(s)

1. Whether the loss sustained by Berwind from the worthless loan to Penn Colony
Trust Company is deductible as a business loss under Section 23(e)(1) or
23(e)(2) of the Internal Revenue Code.
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2. Whether the loss is deductible as a business bad debt under Section 23(k)(1) of
the Internal Revenue Code.

3. Whether Berwind'’s activities as a corporate officer and director constitute a
‘trade or business’ for the purpose of business bad debt deductions.

Holding

1. No, because the transaction created a debtor-creditor relationship, making it a
bad debt issue, not a general loss under Section 23(e)(1) or 23(e)(2).

2. No, because the debt was not proximately related to a ‘trade or business’ of
Berwind.

3. No, because being a corporate officer and director is not considered a ‘trade or
business’ of the individual for tax deduction purposes; it is the business of the
corporation.

Court’s Reasoning

The court reasoned that Sections 23(e) (losses) and 23(k) (bad debts) are mutually
exclusive. The transaction created a debtor-creditor relationship when Berwind
loaned money to the Company. Therefore, the loss must be analyzed under bad debt
provisions.

For a bad debt to be a ‘business bad debt’ under Section 23(k)(1), the loss must be
proximately related to the taxpayer’s ‘trade or business.” The court considered
whether Berwind’s activities as a corporate officer and director constituted his
‘trade or business.’

Citing Burnet v. Clark, 287 U.S. 410 and other cases, the court held that being a
corporate officer or director, even in multiple companies, is not a ‘trade or business’
of the individual. The court stated, “Whether the petitioner is employed as a director
or officer in 1 corporation or 20 corporations, he was no more than an employee or
manager conducting the business of the various corporations. If the corporate form
of doing business carries with it tax blessings, it also has disadvantages; so far as
the petitioner is concerned, this case points up one of the corporate form’s
disadvantages. The petitioner can not appropriate unto himself the business of the
various corporations for which he works.”

The court distinguished cases where taxpayers were in the business of promoting,
financing, and managing corporations as a separate business. Berwind’s activities
did not fall into this exceptional category. His primary role was as an officer and
director, conducting the business of those corporations, not his own separate
business.

Because Berwind’s loss was not incurred in his ‘trade or business,’ it was classified
as a nonbusiness bad debt under Section 23(k)(4), to be treated as a short-term
capital loss.
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Practical Implications

Berwind v. Commissioner clarifies that simply being an officer or director of multiple
corporations does not automatically qualify an individual for business bad debt
deductions related to those corporations. Attorneys advising clients on business bad
debt deductions must carefully analyze whether the debt is proximately related to a
genuine ‘trade or business’ of the taxpayer, separate from the business of the
corporations they serve.

This case highlights the distinction between personal investment activities and
engaging in a ‘trade or business’ for tax purposes. It emphasizes that the ‘trade or
business’ concept in tax law is narrowly construed. Taxpayers seeking business bad
debt deductions related to corporate activities must demonstrate they are engaged
in a distinct business, such as corporate promotion or financing, rather than merely
acting as corporate employees or managers, even in high-level roles.

Later cases have consistently applied this principle, requiring taxpayers to show
their activities constitute a separate business beyond the scope of their corporate
employment to qualify for business bad debt treatment.
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