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29 T.C. 1164 (1958)

A corporation’s voluntary cancellation of debt owed to it by a subsidiary, where the
cancellation is not made in the ordinary course of business and in exchange for
stock, converts the debt into a capital contribution, precluding a deduction for a bad
debt or loss.

Summary

Tenerelli, a corporation, canceled debts owed to it by its subsidiaries, Superior and
Dutchess.  The  IRS  disallowed  Tenerelli’s  claimed  deduction  for  a  bad  debt  or
business loss related to the cancelled debt, arguing it was a capital contribution. The
Tax Court agreed, finding that Tenerelli’s voluntary cancellation of the debt, done to
secure additional loans, converted the loans into capital investments. This action
increased the subsidiaries’ paid-in capital and the basis of Tenerelli’s shares, and
any loss would only be realized when the shares were sold or became worthless, not
at the time of cancellation. The court emphasized that the cancellation was not made
in the ordinary course of business.

Facts

Tenerelli advanced funds to its subsidiaries, Superior and Dutchess, which became
indebted  to  Tenerelli.  Tenerelli  subsequently  canceled  $650,000  of  this
indebtedness. Tenerelli argued that the canceled debt was worthless and sought a
deduction for a bad debt or business loss. The IRS disallowed the deduction, arguing
it was a capital contribution.

Procedural History

The case was heard by the United States Tax Court. Tenerelli petitioned the Tax
Court after the Commissioner of Internal Revenue disallowed the claimed deduction
for a bad debt or business loss due to the debt cancellation. The Tax Court sided
with the Commissioner.

Issue(s)

1.  Whether  the  voluntary  cancellation  of  the  debts  owed  to  Tenerelli  by  its
subsidiaries constituted a capital contribution, precluding a deduction for a bad debt
or business loss.

2. Whether Tenerelli was entitled to a net operating loss deduction for 1948 to offset
1946 income.

Holding

1. Yes, because the cancellation of debt was a voluntary act that increased the paid-
in  capital  of  the  subsidiaries,  effectively  converting  the  debt  into  a  capital
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contribution, thus precluding the claimed deduction.

2. No, because Tenerelli failed to provide any evidence to substantiate the claim for
a 1948 net operating loss to be carried back to 1946.

Court’s Reasoning

The court considered the substance of the transaction, not merely its form. The
central  question  was  whether  the  debt  cancellation  was,  in  reality,  a  capital
contribution. The court referenced the IRS argument that the advances were capital
contributions from the start, or if loans, they became capital contributions when
canceled.  The  court  sided  with  the  latter,  noting  the  voluntary  nature  of  the
cancellation and the increase in the subsidiaries’ paid-in capital. Tenerelli’s motive –
to help the subsidiaries secure further loans from banks – was also a factor, as was
the fact that the cancellation was made in exchange for stock. The court cited
numerous  cases  supporting  the  principle  that  voluntary  debt  cancellation  by  a
creditor-shareholder constitutes a capital contribution, not a deductible loss. For
example,  “Gratuitous  forgiveness  of  a  debt  is  no  ground  for  a  claim  of
worthlessness.”  The  court  reasoned  that  the  character  of  the  transaction  is
determined  by  the  voluntary  act  of  the  creditor-stockholder,  the  cancellation
increasing  the  paid-in  capital  of  the  debtor  and  the  basis  of  the  creditor-
stockholder’s shares.

Practical Implications

This  case  underscores  the  importance  of  carefully  structuring  debt  forgiveness
within a corporate group. Taxpayers must recognize that voluntary debt cancellation
can have significant tax consequences,  preventing a current deduction.  Counsel
should advise  clients  to  carefully  consider  the potential  tax  implications before
cancelling related-party debt. The cancellation of debt will likely be treated as a
capital  contribution  if  it  involves  parent-subsidiary  relations,  or  a  controlling
shareholder. Further, the timing of any loss is critical; it is realized when the shares
are sold or  become worthless,  not  at  the time of  cancellation.  Taxpayers  must
analyze  transactions  to  determine  whether  they  are,  in  substance,  capital
contributions  or  genuine  debt  transactions.


