Shanahan v. Commissioner, 63 T. C. 21 (1974)

Cancellation of an SBA disaster loan is considered compensation under section
165(a) and must reduce a taxpayer’s casualty loss deduction.

Summary

In Shanahan v. Commissioner, the petitioners sought to deduct a casualty loss from
an earthquake but had received partial forgiveness of a Small Business
Administration (SBA) disaster loan. The Tax Court held that this forgiveness
constituted compensation under section 165(a) of the Internal Revenue Code, thus
reducing their deductible loss. The decision hinges on whether the loan cancellation
was akin to insurance or a gift, with the court concluding it was more like insurance,
designed to spread disaster risk and assist in recovery efforts. This ruling impacts
how disaster relief measures are treated for tax purposes, requiring taxpayers to
account for such relief in calculating casualty losses.

Facts

James and Constance Shanahan’s home was damaged by an earthquake on February
9, 1971. They applied for and received an unsecured disaster loan from the SBA on
May 30, 1971. Under the Disaster Relief Act of 1970, $1,100 of their loan was
canceled in 1971. The Shanahans claimed a casualty loss deduction of $2,618 on
their 1971 tax return. The Commissioner reduced this deduction by the amount of
the loan cancellation, arguing it was compensation under section 165(a).

Procedural History

The Shanahans filed a joint Federal income tax return for 1971 and contested the
Commissioner’s determination of a $250 deficiency. They petitioned the United
States Tax Court, which upheld the Commissioner’s position that the cancellation of
the SBA loan constituted compensation, thus requiring a reduction in their casualty
loss deduction.

Issue(s)

1. Whether the cancellation of an SBA disaster loan under the Disaster Relief Act of
1970 constitutes compensation under section 165(a) of the Internal Revenue Code,
thereby reducing the amount of a casualty loss deduction.

Holding

1. Yes, because the loan cancellation was more akin to insurance than a gift,
intended to spread the risk of disaster losses and assist in property rehabilitation,
thus falling within the statutory meaning of “compensation” under section 165(a).

Court’s Reasoning

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



The court applied the ejusdem generis rule to interpret “other compensation” in
section 165(a) alongside “insurance,” concluding that loan cancellation was similar
to insurance. It rejected the argument that the cancellation was a gift, citing
Commissioner v. Duberstein (363 U. S. 278, 1960), which held that payments are not
gifts if motivated by a sense of obligation or interest rather than detached
generosity. The court found that the SBA loan cancellation was motivated by a
governmental obligation to assist disaster victims, as evidenced by the legislative
history of the Disaster Relief Acts. The court also noted that the Acts’ purpose was
to spread risk and aid in recovery, aligning with the function of insurance. This
interpretation was supported by Revenue Ruling 71-160, which classified such
cancellations as compensation for tax purposes.

Practical Implications

Shanahan v. Commissioner sets a precedent that SBA loan forgiveness must be
treated as compensation when calculating casualty loss deductions. Practitioners
must advise clients to account for such relief in their tax calculations, potentially
reducing the amount of deductible loss. This ruling affects how disaster relief
measures are viewed for tax purposes, requiring a nuanced understanding of what
constitutes compensation. Businesses and individuals affected by disasters should be
aware that any form of governmental assistance might impact their tax liabilities.
Subsequent cases, such as Kroon v. United States, have followed this reasoning,
reinforcing the treatment of governmental disaster relief as taxable compensation.
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