STATE OF ALABAMA, § STATE OF ALABANA
DEPARTMVENT OF REVENUE, DEPARTMVENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON
VS.
§ DOCKET NO. 89-264
H M & MARY E. HAM LTON
3913 Franklin Drive §
Anni ston, AL 36201,
§
Taxpayers.
§

CPI Nl ON AND PRELI M NARY ORDER

The Revenue Departnment assessed inconme tax against H M and
Mary E. Ham lton (Taxpayers) for the years 1986 and 1987. The
Taxpayers appealed to the Admnistrative Law D vision and a hearing
was conducted on Septenber 30, 1992. O J. Bailey and H M
Ham | ton (Taxpayer) appeared for the Taxpayers. Assistant counse
Gaendol yn Garner represented the Departnent.

FI NDI NGS OF FACT

The issue in this case is whether a bad debt deduction clained
by the Taxpayers on their 1987 Al abama return should be all owed.
The relevant facts are set out bel ow

The Taxpayer owned an electronics business and sold the
business to a two nman partnership in 1983 for $25,244.73. The
Taxpayer's son was one of the two partners. On Cctober 17, 1983,
t he Taxpayer's son gave the Taxpayer a prom ssory note for his one-
hal f of the purchase price of $12,622.37. The other partner paid
cash.

Beginning in late Cctober 1983 and continuing until m d-1987,

t he Taxpayer made nunerous loans to his son in an effort to keep
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the financially ailing business open. The total anount | oaned by
t he Taxpayer to his son was $27,290.00 ($37,912.00 including the
original $12,622.00 note). The son signed a prom ssory note for
each loan promsing to repay the loan in five years, or when the
partnership ceased to exist. The |oans were unsecured and required
interest at 8% annually.

The son failed to pay any principle or interest on the
nunerous | oans and the el ectronics business finally failed in md-
1987. The Taxpayers subsequently clainmed the unpaid notes as a
busi ness bad debt on their 1987 Al abama return.

The Departnent denied the deduction based on its position that
the | oans were personal in nature and not transactions entered into
for profit.

CONCLUSI ONS OF LAW

Losses sustained in a transaction entered into for profit are
deducti bl e pursuant to Code of Ala. 1975, §40-18-15(5). Per sona
bad debts are not deductible. The burden is on a taxpayer to prove
that a loss was incurred in a transaction entered into for profit.

Levin v. U S., 597 F.2d 760.

In this case, the initial $12,622.00 note accepted by the
Taxpayer for the sale of his electronics business constituted a
busi ness related bad debt. The l|oan was an arnms-length debt
accepted in conjunction with the sale of the business and the

Taxpayer should not be penalized because he sold the business to
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his son and not to an unrelated third party. The $12,622.00 note

shoul d be allowed as a bad debt |oss on the Taxpayers' 1987 Al abana
return.

However, the subsequent |oans by the Taxpayer to his son were
nonbusi ness or personal | oans and therefore should not be all owed.
The Taxpayer was not connected with the el ectronics business after
Cctober 1983. The |l oans by the Taxpayer were personal in nature
and were nmade in an effort to help the son keep the business open.
Certainly the Taxpayer did not expect to profit by the unsecured
| oans. A prudent businessman woul d not make over $27,000.00 in
unsecured loans to protect an original investnment of $12,500. 00.

The Departnent is directed to reconpute the Taxpayer's
liability as indicated above. A Final Oder will then be entered
by the Adm nistrative Law Division fromwhich either the Taxpayer
or the Departnent may appeal to circuit court pursuant to Code of
Al a. 1975, §40-2A-9(g).

Entered on Cctober 22, 1992.

Bl LL THOVPSON
Chi ef Adm nistrative Law Judge



