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Steadman v. Commissioner, 50 T. C. 369 (1968)

An attorney can deduct the loss of stock as an ordinary loss if the stock was acquired
to  preserve  a  business  relationship  and  generate  legal  fees,  not  as  a  capital
investment.

Summary

Charles Steadman, an attorney, purchased additional shares in Richards Musical
Instruments, Inc. to maintain his position as its general counsel and to prevent a
creditor from gaining control. The company later became bankrupt. The Tax Court
held that the stock became worthless in 1962 and that Steadman could deduct the
loss as an ordinary loss under IRC Sec. 165(a) because the shares were not held as a
capital asset but to secure his legal business with the company.

Facts

Charles Steadman, an attorney, was engaged by Paul Richards to serve as general
counsel for Richards Musical Instruments, Inc. , a company formed to consolidate
musical instrument manufacturers. Steadman purchased 32,000 additional shares in
1961 to maintain control and secure his position as counsel. The company suffered
significant losses in 1962, leading to a deficit in shareholders’ equity and eventual
bankruptcy in 1964.

Procedural History

Steadman claimed a deduction for the loss of the 32,000 shares on his 1962 tax
return. The Commissioner disallowed the deduction, asserting the stock was not
worthless in 1962. Steadman petitioned the Tax Court, which ruled in his favor,
allowing the deduction as an ordinary loss.

Issue(s)

1.  Whether  the  32,000  shares  of  Richards  Musical  Instruments,  Inc.  became
worthless in 1962?
2. Whether Steadman is entitled to deduct the loss of these shares as an ordinary
loss under IRC Sec. 165(a) or as a capital loss under IRC Sec. 165(g)?

Holding

1. Yes, because the stock had no liquidating or potential value at the end of 1962
due to the company’s  substantial  losses and lack of  reasonable expectation for
future profit.
2. Yes, because Steadman purchased the shares to preserve his position as general
counsel and generate legal fees, not as a capital investment.

Court’s Reasoning
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The court determined that Richards Musical Instruments, Inc. became insolvent in
1962 due to a significant operating loss that resulted in a deficit in shareholders’
equity.  Despite  continued  operations  in  1963  and  1964,  the  court  found  no
reasonable expectation of future profit. The court applied the test from Sterling
Morton, concluding that both liquidating and potential  value were lost in 1962.
Regarding the nature of the loss, the court found that Steadman’s purchase of the
additional shares was necessary to maintain his position as general counsel and to
secure  substantial  legal  fees.  This  was  evidenced  by  the  company’s  plan  for
extensive acquisitions and mergers, which would require legal services. The court
distinguished this from a capital investment, citing cases where losses on assets
acquired to preserve a business relationship were deductible as ordinary losses.

Practical Implications

This decision allows attorneys and professionals to deduct losses on investments
made to secure business relationships as ordinary losses, not capital losses, under
certain circumstances.  It  highlights the importance of  establishing a direct  link
between the investment and the business’s ongoing operations. Practitioners should
carefully  document  the  business  purpose  behind  such  investments  to  support
ordinary loss deductions. The ruling also underscores the need for clear evidence of
when stock becomes worthless, particularly in cases where a company continues to
operate after incurring significant losses. Subsequent cases have cited Steadman to
support  the  deduction  of  losses  on  non-capital  assets  acquired  for  business
preservation.


