Arrigoni v. Commissioner, 73 T. C. 792 (1980)

Payments made by shareholders for corporate liabilities do not qualify as business
bad debt deductions unless a valid debtor-creditor relationship exists.

Summary

In Arrigoni v. Commissioner, the taxpayers sought to deduct payments they made to
satisfy tax liabilities and judgments of their insolvent corporations as business bad
debts under section 166 of the IRC. The Tax Court denied the deduction, ruling that
no bona fide debt existed between the taxpayers and the corporations due to the
absence of a valid and enforceable obligation for repayment. The court found that
the taxpayers’ liabilities were personal, not substitutional, and thus no underlying
corporate debt arose. However, the court allowed deductions for state sales tax
payments under section 164 and interest payments under section 163, emphasizing
the importance of primary liability for the tax obligation.

Facts

James and Delores Arrigoni, the petitioners, owned all the stock of Arrakon, Inc. ,
and King James, Inc. , which operated nightclubs. Both corporations failed to pay
employee taxes, resulting in personal liability for the Arrigonis under IRC section
6672. Arrakon ceased operations in 1972 after its assets were repossessed, while
King James defaulted on its lease in 1972, leading to the transfer of its stock to the
lessor. In 1974, the Arrigonis paid the corporations’ outstanding tax liabilities and
obtained judgments, executing demand notes in their favor from the corporations.
They claimed these payments as business bad debt deductions on their 1974 tax
return.

Procedural History

The Arrigonis filed a petition with the Tax Court after the IRS determined a
deficiency in their 1974 income tax return. The court heard the case, focusing on the
deductibility of payments made by the Arrigonis on behalf of their corporations
under sections 166, 163, and 164 of the IRC.

Issue(s)

1. Whether payments made by the Arrigonis to satisfy corporate tax liabilities and
judgments represent deductible business bad debts under section 166 of the IRC.

2. If not, whether these payments are deductible under section 163 as interest
and/or under section 164 as taxes.

Holding

1. No, because the payments did not create a bona fide debt between the Arrigonis
and the corporations due to the absence of a valid and enforceable obligation for
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repayment.

2. Yes, because the Arrigonis were primarily liable for the state sales tax, making it
deductible under section 164, and the interest paid on these taxes was deductible
under section 163.

Court’s Reasoning

The court applied the rule that a business bad debt deduction under section 166
requires a bona fide debt arising from a debtor-creditor relationship based on a valid
and enforceable obligation to repay. The court determined that the Arrigonis’
payments were for their personal liabilities, not substitutional for the corporations’
debts. The court cited Bloom v. Commissioner and Smith v. Commissioner to support
its view that section 6672 liabilities are personal and distinct from corporate
liabilities. For the state sales tax, the court relied on Minnesota statutes and
regulations, concluding that the tax was imposed on the retailer, thus deductible by
the Arrigonis under section 164. The court also allowed an interest deduction under
section 163 for interest paid on the taxes, as the Arrigonis were primarily liable. The
court noted policy considerations, emphasizing that allowing a deduction for section
6672 liabilities would contravene public policy.

Practical Implications

This decision clarifies that shareholders cannot claim business bad debt deductions
for payments made on behalf of insolvent corporations unless a valid debtor-creditor
relationship exists. Practitioners should advise clients to carefully document any
agreements for reimbursement from corporations to support such deductions. The
ruling also highlights the importance of understanding state tax laws and the
distinction between primary and secondary liability for tax obligations. This case
may influence how similar cases are analyzed, particularly regarding the
deductibility of payments related to corporate tax liabilities. It also underscores the
need for clear statutory or contractual rights to reimbursement when shareholders
make payments on behalf of corporations.
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