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26 T.C. 856 (1956)

A nonbusiness bad debt is deductible as a short-term capital loss in the year the debt
becomes worthless, determined by evaluating the facts and circumstances of the
specific case.

Summary

The United States Tax Court addressed several income tax deficiencies in the case of
Alexander v. Commissioner. The key issue centered on the deductibility of a bad
debt.  The  petitioner,  Alexander,  sought  to  deduct  a  loss  on  promissory  notes,
arguing  they  were  worthless  in  1950  or  1952.  The  court  examined  whether
Alexander had sold the notes, and, if not, when the debt became worthless. The
court found no sale of the notes, and determined that a portion of the debt became
worthless in 1952, allowing a deduction for a nonbusiness bad debt but rejected
claims for losses based on the statute of limitations and on the determination that
the debt was in part worthless in 1933. This case clarifies the timing and conditions
for deducting nonbusiness bad debts under the Internal Revenue Code.

Facts

In 1929, Eugene Alexander invested $15,000 in Badham and Company based on
fraudulent  representations  by  Percy  Badham.  In  1931,  Alexander  received  ten
$1,000 promissory notes from Percy, but Percy later went bankrupt in 1933 and was
discharged from the debt in 1934. Alexander did not file a claim in the bankruptcy
proceeding. In 1950, Henry Badham, Percy’s brother, sought Alexander’s help in a
suit against Percy and paid Alexander $500. Alexander sued Percy on the notes in
1950,  and  secured  a  judgment  in  1951,  which  was  affirmed  in  1952.  After
unsuccessful attempts to collect the judgment, the debt was deemed worthless in
1952. The Commissioner disallowed Alexander’s claimed deductions for a capital
loss in 1950 and bad debt losses in 1950, 1951 and 1952.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  income tax  deficiencies  for
Alexander for 1950, 1951, and 1952. The deficiencies stemmed from disallowance of
claimed bad debt losses and inclusion of additional income. Alexander contested the
Commissioner’s decision, leading to a hearing and ruling by the United States Tax
Court.

Issue(s)

1. Whether Alexander made a completed sale of the notes to Henry in 1950, entitling
him to a capital loss deduction?

2. Whether the $500 Alexander received from Henry in 1950 was income for his
appearance as a witness?
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3. Whether, alternatively, Alexander was entitled to a nonbusiness bad debt loss of
$9,500 in 1952?

Holding

1. No, because the facts did not support that Alexander sold the notes to Henry.

2. No, because the $500 was a return of capital and not income.

3. Yes, because Alexander was entitled to a nonbusiness bad debt loss of $5,500 in
1952, representing the portion of the debt that became worthless in that year.

Court’s Reasoning

The court first addressed whether Alexander sold the notes, concluding he did not. It
examined the agreement and actions taken, including the fact that Alexander, not
Henry, sued Percy on the notes. The court then addressed the characterization of
the  $500 payment,  determining it  was  a  return of  capital  rather  than income.
Finally,  the court  considered the bad debt  issue.  The court  held that  the debt
became worthless in 1952. The court considered that the debt was a nonbusiness
debt. The court found that the bankruptcy of the debtor did not mean that the debt
was worthless. The court applied section 23 (k) (4) of the Internal Revenue Code of
1939.

Practical Implications

This case is significant for its analysis of when a nonbusiness bad debt becomes
worthless. It underscores that the determination of worthlessness is fact-specific,
requiring an examination of the surrounding circumstances. It is important to note
that bankruptcy is not automatically determinative of worthlessness, particularly
where fraud may be involved. The court’s analysis provides guidance on how courts
will evaluate when a debt may be deemed worthless for tax purposes and, thus,
when a deduction may be properly claimed. Moreover, it  demonstrates that the
substance of a transaction, not merely its form, will govern for tax purposes. The
case emphasizes the importance of documenting the steps taken to recover a debt
and the reasons for determining its worthlessness.


