<strong><em>27 T.C. 137 (1956)</em></strong></p>

A debt owed to a taxpayer is a business bad debt if the loss from worthlessness is
proximately related to the taxpayer’s trade or business; otherwise, it is a non-
business bad debt subject to capital loss treatment.

<strong>Summary</strong></p>

The Skarda brothers, operating as a partnership, advanced money to a newspaper
corporation they formed. When the newspaper failed, they claimed business bad
debt deductions on their income tax returns. The IRS disallowed these deductions,
classifying the debts as non-business. The Tax Court sided with the IRS, holding that
the losses were not incurred in the partnership’s trade or business. The court
distinguished between the Skardas’ separate business activities (farming and cattle)
and the newspaper’s, finding that the loans were not sufficiently connected to the
Skardas’ existing businesses to qualify as business bad debts. The court found that
the loans were made to a separate entity, and the Skardas were not in the business
of promoting or financing corporations.

<strong>Facts</strong></p>

The Skarda brothers operated a farming and cattle business as a partnership.
Dissatisfied with the local newspaper, they formed the Chronicle Publishing
Company as a corporation to publish a competing newspaper. The partnership
advanced substantial funds to the corporation to cover operating losses. The
Skardas treated these advances as loans, documenting them with promissory notes
from the corporation. When the newspaper failed, the Skardas sought to deduct the
unrecovered loans as business bad debts on their tax returns. The IRS disallowed
these deductions, prompting the case.

<strong>Procedural History</strong></p>

The Commissioner of Internal Revenue determined deficiencies in the Skardas’
income tax for 1949 and 1950, disallowing the business bad debt deductions claimed
by the Skardas. The Skardas petitioned the United States Tax Court, challenging the
Commissioner’s determination. The Tax Court consolidated the cases for trial and
opinion. The Tax Court ruled in favor of the Commissioner, holding that the losses
were non-business bad debts.

<strong>Issue(s)</strong></p>

1. Whether the losses sustained by the Skardas from advances to the Chronicle
Publishing Company were deductible as business expenses under 26 U.S.C. § 23
(a)(1)(A), business losses under 26 U.S.C. § 23 (e)(1) or (e)(2), or business bad debts
under 26 U.S.C. § 23 (k)(1).

<strong>Holding</strong></p>
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1. No, the losses were not deductible as business expenses, business losses, or
business bad debts. The losses were found to be non-business bad debts under 26
U.S.C. § 23 (k)(4).

<strong>Court’s Reasoning</strong></p>

The court first addressed the corporate existence of the Chronicle Publishing
Company. It found that the corporation was legally created under New Mexico law
and that the Skardas, through their actions, held the company out to the public as a
corporation. The court then determined that a debtor-creditor relationship existed
between the Skardas and the corporation, as the advances were documented as
loans. The court stated that “debts which become worthless within the taxable year”
can be deducted, but a business bad debt must be “proximately related to a trade or
business of their own at the time the debts became worthless.” The court found the
Skardas’ primary business was in farming and cattle, not promoting corporations,
despite their individual efforts in the newspaper. The court noted that the
corporation and its stockholders are generally treated as separate taxable entities,
with the business of the corporation not considered the business of the stockholders.

The court distinguished the Skardas’ situation from cases where a taxpayer’s
activities in promoting, financing, managing, and making loans to a number of
corporations are so extensive as to constitute a separate business. The Tax Court
cited "the exceptional situations where the taxpayer’s activities in promoting,
financing, managing, and making loans to a number of corporations have been
regarded as so extensive as to constitute a business separate and distinct from the
business carried on by the corporations themselves."

<strong>Practical Implications</strong></p>

This case highlights the importance of establishing the proximate relationship
between a loss and the taxpayer’s trade or business for business bad debt
deductions. Attorneys should advise clients to meticulously document loans to
corporations, especially where the lender is also a shareholder or partner. The case
serves as a caution against simply providing financial support to a business without
demonstrating that such support is part of a larger, established business activity of
the taxpayer. It emphasizes that isolated instances of promoting or financing a
single corporation are unlikely to qualify for business bad debt treatment. The case
underscores the importance of not only documenting the loans but also
demonstrating the taxpayer’s broader involvement in financing or promoting
business ventures, or an established relationship between the debt and the
taxpayer’s primary business.
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