23 T.C. 558 (1954)

Whether an advance of funds to a corporation is treated as a loan or a capital
contribution for tax purposes depends on the intent of the parties, particularly
whether the advance was made with the expectation of repayment as a creditor or
as an investment.

Summary

The United States Tax Court addressed whether funds advanced by a partnership to
a corporation constituted a loan, a business expense, or a capital contribution, and
whether the corporation’s stock became worthless in 1948. The court determined
that the $10,000 advance was a loan because the partnership was given the
standing of a general creditor and expected repayment. Further, the court held that
the stock owned by the petitioners became worthless in 1948, allowing them to
claim a capital loss deduction. The court emphasized the intent of the parties and
the economic realities of the transaction in distinguishing between a loan and a
capital contribution.

Facts

Richard M. Drachman, Fanchon Drachman, and Eda Q. Drachman (the petitioners)
were members of a partnership, Drachman-Grant Realty Company. The partnership
advanced $10,000 to Better Homes, Inc., a corporation in which the petitioners also
held stock. The advance was made to protect the partnership’s reputation and
goodwill, as the corporation was experiencing financial difficulties. In exchange for
the advance, the partnership was given the standing of a general creditor. The
partnership also received stock in the corporation to gain control. By the end of
1948, the creditors knew that they could only recover a fraction of their claims, and
the petitioners’ stock became worthless.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income taxes for 1948. The Tax Court consolidated the cases for hearing. The
central issue was whether the $10,000 advanced to the corporation constituted a
loan or a capital contribution and when the petitioners’ stock became worthless. The
Tax Court sided with the petitioners on the worthlessness of the stock, but did not
find the advance to be a deductible expense. The petitioners had the burden of proof
in establishing their tax deductions.

Issue(s)

1. Whether the $10,000 advanced by the partnership to Better Homes, Inc.,
constituted a loan, a business expense, or a capital contribution.

2. Whether the stock of Better Homes, Inc., became worthless in the taxable year

© 2025 SCOTUSreports.com. All rights reserved. | 1



1948.
Holding

1. No, because the advance was treated as a loan due to the partnership’s status as
a general creditor and the expectation of reimbursement.

2. Yes, because the stock of Better Homes, Inc., became worthless in 1948 within
the meaning of the tax code.

Court’s Reasoning

The court first addressed the nature of the $10,000 advance. It considered whether
the advance was a loan, expense, or capital contribution. The court found that the
advance was a loan, although it had some characteristics of an expense. The key was
the fact that the partnership was given the standing of a general creditor and could
expect repayment. The court cited Glendinning, McLeisch & Co., stating that
expenditures made under an agreement of reimbursement are considered loans and
not business expenses. The court distinguished the case from others where there
was no expectation of reimbursement, where the taxpayer could not be considered a
creditor. The court then addressed the worthlessness of the petitioners’ stock and
determined that the stock became worthless in 1948. The court considered that the
corporation was insolvent and the stockholders had no reasonable chance of
recovering anything on their stock. The court held that the petitioners were entitled
to deduct the cost of their stock as a long-term capital loss.

Practical Implications

This case is important for tax attorneys and accountants because it clarifies how to
distinguish between a loan and a capital contribution in tax law. The court’s
emphasis on the intent of the parties and the economic substance of the transaction
provides guidance for structuring transactions to achieve desired tax outcomes. The
case illustrates that simply receiving stock in return for an advance does not
automatically make it a capital contribution; the creditor status and the expectation
of repayment are key factors. Furthermore, the case is a reminder that the
determination of when stock becomes worthless is fact-specific and depends on the
economic realities of the corporation’s situation.
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