T.C. Meno. 2000-253

UNI TED STATES TAX COURT

MADELI NE COOK, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 7592-99. Fil ed August 10, 2000.

Joseph D. Anroman, for petitioner.

M chael P. Breton, for respondent.

VEMORANDUM OPI NI ON

VELLS, Chief Judge: Respondent determ ned deficiencies in

petitioner's 1994 and 1995 Federal incone taxes in the amounts of
$5, 750 and $18, 541 respectively.
The issues for decision are: (1) Wether petitioner is

entitled to a $120, 800 busi ness bad debt deduction for 1994 (wth
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a resultant net operating loss carryforward to 1995 of $71, 143)
for I oans made to her son's business; and, (2) whether a
substantial portion (67 percent) of the incone derived by
petitioner during 1994 and 1995 fromthe sale of the famly
busi ness shoul d be characterized as |long-termcapital gain
pursuant to section 1231.1

Sone of the facts have been stipulated and are so found.
The facts stipulated by the parties are incorporated herein by
reference and are found as facts in the instant case. Petitioner
resided in Litchfield, Connecticut, at the tinme she filed the
petition in the instant case.
Backgr ound

Petitioner Madeline Cook and her |ate husband owned 51
percent of the stock of a closely held S corporation naned Col d
Springs Water and Cooler Co., Inc. (Cold Springs). Al exander
Cook (petitioner's son) owned the other 49 percent of Cold
Springs stock. On April 29, 1991, all of the assets of Cold
Springs were sold to Puro Corporation of America, Inc. (Puro).
Pursuant to a sal es agreenent between Puro and Cold Springs, Puro

was to make installment paynents to Cold Springs on the basis of

. Unl ess ot herwi se noted, all section references are to the
I nternal Revenue Code in effect for the years in issue and al
Rul e references are to the Tax Court Rules of Practice and

Pr ocedure.
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the performance of Cold Spring s accounts receivable after the
sal e.

Al so pursuant to the sal es agreenment between Cold Springs
and Puro, petitioner's son was offered enpl oynent w th Puro,
whi ch he declined. Instead, after the sale of Cold Springs to
Puro, petitioner's son went into the catering business, doing
busi ness as Hamlton Caterers, Inc. (Hamlton). Petitioner's son
pur chased Hamilton for $650,000. He paid $100,000 in cash and
obt ai ned seller financing for $550,000. Petitioner's son was the
sol e owner of that business.

In connection with the operation of Hamlton, petitioner’s
son borrowed funds fromthe Jerry Kaplan Conpany of New Jersey
(Kapl an) in the approxi mte original anount of $80,000 during
1992 (the Kaplan loan). As security for the Kaplan | oan,
petitioner’s son pledged the inconme stream due to Cold Springs

from Puro to Kapl an. 2

2 At trial, petitioner’s son testified that he was an officer
and director of Cold Springs and had the capacity in that
position to pledge the Cold Springs assets as security for the

| oan from Kaplan. As a 51-percent sharehol der, petitioner
appears to have had the ability to block her son from pl edgi ng
the incone stream \Watever power she had to bl ock the pledge,
however, she did not exercise it, as, in her words, she stated:
“Wel |, ny husband and ny son al ways took care of the business
affairs. | was not know edgeabl e about that.”
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From 1991 t hrough 1994, petitioner nade a total of 19 |oans
to Ham I ton, which were personally guaranteed by petitioner’s
son, totaling $120,800. Neither Ham Iton nor petitioner's son
made any paynents on these loans. Ham lton perfornmed m serably
and ceased doing business in 1994. Petitioner's son failed to
meet his obligations under the Kaplan | oan, and by 1994, Kapl an
attached approxi mately $96, 000 of the Puro inconme stream
Di scussi on

Section 166(a)(1) provides, in general, for the deduction of
debts that becone wholly worthless during a taxable year.

Section 166, however, distinguishes between business bad debts
and nonbusi ness bad debts. See sec. 166(d); sec. 1.166-5(b),

| ncome Tax Regs. Business bad debts may be deduct ed agai nst
ordinary incone if they becone wholly or partially worthless
during the year (in the case of the latter, to the extent charged
off during the taxable year as partially worthl ess debts). See
sec. 1.166-3, Incone Tax Regs. To qualify for the business bad
debt deduction, the taxpayer nust establish that the debt was
proximately related to the conduct of the taxpayer's trade or

business. See United States v. Ceneres, 405 U. S. 93, 103 (1972);

Wi pple v. Comm ssioner, 373 U. S. 193, 201 (1963); sec. 1.166-

5(b), Incone Tax Regs. The test for determ ning whether a

particul ar debt bears a proximte relationship to the taxpayer's
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trade or business was announced in United States v. CGeneres,

supra at 103, as foll ows:

in determ ning whether a bad debt has a "proxi mate"
relation to the taxpayer's trade or business, as the
Regul ati ons specify, and thus qualifies as a business
bad debt, the proper neasure is that of dom nant
notivation, and that only significant notivation is not
sufficient.

Dom nant notivation is determned at the tinme the taxpayer nakes

the loan, Harsha v. United States, 590 F.2d 884 (10th G r. 1979),

and is a question of fact to be decided on the basis of the

entire record. See Putoma v. Conm ssioner, 66 T.C. 652 (1976),

affd. 601 F.2d 734 (5th Cr. 1979).

Nonbusi ness bad debts, on the other hand, nay be deduct ed,
but only if they becone entirely worthless during the year
clainmed; they are, noreover, to be treated as short-term capital
| osses. See sec. 166(d). GCenerally, a nonbusiness bad debt is a
debt other than a debt (1) created or acquired in the trade or
busi ness of the taxpayer or (2) the loss fromthe worthl essness
of which is incurred in a trade or business of the taxpayer. See
sec. 166(d)(2). Wether a debt is characterized as busi ness or
nonbusi ness is a question of fact. See sec. 1.166-5(b)(2),
| ncone Tax Regs. The burden is on petitioner to prove that she
was engaged in a trade or business, and that her worthl ess | oans

constituted business rather than nonbusi ness bad debts. See Rul e
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142(a); United States v. Generes, supra at 104; Wipple v.

Conmi ssi oner, supra at 202.

Petitioner reiterated several tinmes at trial that the reason
she nmade the |oans to Ham | ton, despite her son's m serable
performance as a caterer, was to protect the Puro incone stream
from bei ng attached by Kaplan. Assum ng that her dom nant
notivation was as she stated, and not sone other notivation, such
as not wanting to see her son fail in his new business, that does
not by itself nean that the debt is a business bad debt. Before
a debt can be a business bad debt, there nust be a trade or
busi ness of the lender to which the debt relates. See, e.g.,

VWi pple v. Conmi ssioner, supra at 201-202.

At trial, respondent asked petitioner why she continued
maki ng | oans to Ham | ton even though the business was failing.

She acknow edged that it was to protect her investnent in Cold

Springs. (Enphasis added). Respondent also elicited a statenent
frompetitioner that, subsequent to the sale of Cold Springs

assets to Puro, Cold Springs was no longer "in the trade or

busi ness” of operating a water conpany. Petitioner was not an
enpl oyee of Cold Springs or Ham |l ton, nor was she in the business
of maki ng | oans.

On her 1994 and 1995 Federal income tax returns, petitioner

attached a Schedule C reporting business activity fromher travel
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agent business. The fact that she reported her travel agent

busi ness activities on a Schedul e C does not preclude petitioner
from being involved in another trade or business. On the other
hand, being a shareholder of a corporation in which she
admttedly has little invol venent, see supra note 2, does not
mean that petitioner is in the trade or business of that

cor poration.

On the basis of the entire record in the instant case, we
conclude that petitioner was nerely a 51-percent sharehol der of a
conpany that, after the sale of its assets to Puro, served as
not hing nore than a conduit for paynments from Puro that were
applied for the benefit of petitioner and her son. Cold Springs
was not in a trade or business after the sale of its assets to
Puro. Mbreover, even if Cold Springs were in a trade or
busi ness, petitioner's limted involvenment with Cold Springs does
not provide sufficient nexus between the | oans to Ham |ton and
any business of petitioner's own to qualify the debts as bad

busi ness debts. See Wipple v. Conm ssioner, supra at 202.

Because petitioner's loans to Ham lton were not proximtely
related to a trade or business carried on by petitioner, they are
not busi ness bad debts. Accordingly, petitioner is not entitled

to a business bad debt deduction for the | oans nmade to Ham | ton.
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Petitioner proffers an alternative argument. Cold Springs
failed to file corporate tax returns after the taxable year ended
Decenber 31, 1993. Because no corporate returns were filed and
no Schedules K-1 were prepared, there is no infornmation avail abl e
upon which to make an allocation of the distributions to her from
Cold Springs with respect to ordinary incone and capital gain.
Petitioner argues, therefore, that we shoul d make such an
al l ocation on the basis of extrapolations fromCold Springs' 1992
and 1993 tax returns.

Petitioner asks the Court to recharacterize ordinary incone,
as she reported it on her individual incone tax returns, as |ong-
termcapital gain, on the basis of her contention that "it is
very likely, if not certain, that a substantial portion of the
i ncone woul d have been [so] characterized" if Cold Springs had
filed returns in 1994 and 1995. Petitioner contends that
approximately 67 percent of the incone that she received from
Cold Springs during 1994 and 1995 shoul d be recharacterized as
| ong-term capital gain pursuant to section 1231. Petitioner’s
contention is rooted in the treatnment of the distributions from
Cold Springs' 1992 and 1993 incone tax returns where 64 percent
and 70 percent, respectively, of the funds distributed were

characterized as section 1231 gai ns.
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Petitioner reported the distributions from Cold Springs as
ordinary income on her tax return. There is nothing in the
record establishing that such reporting was incorrect. Cold
Springs failed to file tax returns or prepare Schedule K-1 for
the years at issue. |If petitioner was entitled to capital gains
treatnent for a portion of the distributions fromCold Springs,
then she shoul d have caused Cold Springs to file a return and
acconpanyi ng Schedul es supporting such treatnent. W hold that
petitioner has not shown her entitlenent to capital gains
treatnment for the 1994 and 1995 distributions. Accordingly, the
distributions are still ordinary inconme to petitioner.

To reflect the foregoing,

Deci sion will be entered

for respondent.




