Felmann v. Commissioner, 71 T. C. 650 (1979)

A bad debt received through corporate liquidation is classified as a nonbusiness bad
debt if not originally created or acquired in connection with the taxpayer’s trade or
business.

Summary

In Felmann v. Commissioner, the Tax Court ruled that a bad debt received by Jerry
Felmann from the liquidation of David’s Antiques, Inc. , was a nonbusiness bad debt.
The debt stemmed from a sale to Parklane Antique Galleries, which became
worthless after a failed insurance claim. The court determined that the debt was not
connected to Felmann’s current business activities, thus classifying it as a
nonbusiness bad debt, deductible only as a short-term capital loss. This decision
underscores the importance of the origin of a debt in determining its tax treatment,
especially in the context of corporate liquidations.

Facts

Jerry Felmann owned 50% of David’s Antiques, Inc. , which sold merchandise on
credit to Parklane Antique Galleries in 1969. A fire in 1969 destroyed Parklane’s
assets, and subsequent insurance claims were denied. David’s Antiques liquidated in
1970, distributing the Parklane receivable to Felmann. By 1972, the receivable
became worthless, and Felmann claimed it as a business bad debt on his tax return.
The Commissioner, however, classified it as a nonbusiness bad debt, leading to the
dispute.

Procedural History

The Commissioner determined deficiencies in Felmann’s federal income tax for
1969, 1970, and 1972, asserting that the bad debt should be treated as a
nonbusiness bad debt. Felmann petitioned the Tax Court, which heard the case and
issued a decision in favor of the Commissioner, classifying the debt as a nonbusiness
bad debt.

Issue(s)

1. Whether the bad debt received by Jerry Felmann from the liquidation of David’s
Antiques, Inc. , qualifies as a business bad debt under section 166(d)(2) of the
Internal Revenue Code?

Holding

1. No, because the debt was not created or acquired in connection with Felmann’s
trade or business, but rather through his role as a shareholder in a liquidated
corporation.
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Court’s Reasoning

The Tax Court applied section 166(d)(2) of the Internal Revenue Code, which
distinguishes between business and nonbusiness bad debts. The court focused on
the legislative history, particularly the amendments made in 1958, which clarified
that a debt must be created or acquired in connection with the taxpayer’s own trade
or business to be considered a business bad debt. Felmann received the debt
through the liquidation of David’s Antiques, a separate entity from his current
business. The court cited Deputy v. du Pont and Whipple v. Commissioner to
reinforce that a shareholder’s interest in a corporation does not equate to a trade or
business for the shareholder personally. The court also distinguished the case from
examples in the Income Tax Regulations, which involved continuity of business
operations by the same entity or its successor. The court concluded that the debt
was proximately related to Felmann’s role as a shareholder, not his current
business, thus classifying it as a nonbusiness bad debt.

Practical Implications

This decision impacts how debts received in corporate liquidations are treated for
tax purposes. Taxpayers must ensure that any debt claimed as a business bad debt
was created or acquired in connection with their own trade or business. This case
highlights the importance of distinguishing between debts originating from a
taxpayer’s personal business activities versus those from corporate entities in which
they hold an interest. Legal practitioners should advise clients on the potential tax
implications of receiving debts through corporate liquidations and ensure proper
documentation and classification of such debts. Subsequent cases, such as similar
corporate liquidation scenarios, may reference Felmann for guidance on the
classification of bad debts.
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