4 T.C. 70 (1944)

A taxpayer can deduct a bad debt that becomes worthless during the taxable year
and may deduct real estate taxes paid if neither a lien nor personal liability existed
for those taxes when the property was purchased.

Summary

Robert LeRoy sought to deduct a bad debt and real estate taxes paid in 1940. The
Tax Court addressed whether a loan to an insolvent debtor became worthless in
1940, allowing a bad debt deduction, and whether LeRoy could deduct real estate
taxes paid on property purchased in New York City. The Court held that the debt
became worthless in 1940 and that LeRoy could deduct the full amount of real
estate taxes paid because no lien or personal liability existed when he purchased the
property.

Facts

LeRoy loaned money to Victor Bell between 1938 and 1940, secured by stock. Bell
made partial payments but was consistently insolvent with judgments against him.
By July 1940, Bell owed $1,500, which he could not pay. LeRoy sold the collateral at
auction, bidding it in for $100 and incurring $140.38 in expenses. In September
1940, LeRoy purchased real estate in New York City at auction for $23,800. The sale
terms included adjustments for real estate taxes. LeRoy received $1,722.43 from the
seller for accrued taxes. LeRoy then paid $3,436.03 in real estate taxes for the
period ending June 30, 1941.

Procedural History

LeRoy deducted the $1,500 debt and $3,436.03 in real estate taxes on his 1940 tax
return. The Commissioner disallowed both deductions, arguing the debt’s
worthlessness wasn’t established and the taxes should be capitalized. LeRoy
petitioned the Tax Court, challenging the Commissioner’s determination.

Issue(s)

1. Whether the debt owed by Victor Bell to LeRoy became worthless in 1940, thus
entitling LeRoy to a bad debt deduction.

2. Whether LeRoy is entitled to deduct the full amount of real estate taxes paid on
the New York City property in 1940, despite receiving a partial reimbursement from
the seller.

Holding

1. Yes, because the debtor was hopelessly insolvent, unable to pay the debt, and the
collateral securing the debt was virtually worthless after being sold at auction.
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2. Yes, because neither a lien nor personal liability for the real estate taxes existed
at the time LeRoy purchased the property.

Court’s Reasoning

Regarding the bad debt, the Court found that Bell’s insolvency and inability to pay,
combined with the nominal value realized from the collateral sale, demonstrated the
debt’s worthlessness in 1940. The court stated, “These circumstances, we think,
clearly show that the debt became worthless in 1940.”

For the real estate taxes, the Court applied the rule from Magruder v. Supplee, 316
U.S. 394 (1942), that deductibility depends on whether the seller was personally
liable or a lien existed before the transfer. Under New York City’s charter, a tax lien
doesn’t attach until the tax due date (October 1), which was after LeRoy’s purchase.
New York law requires residency and correct listing on the assessment roll for
personal liability, but the court noted that personal liability cannot arise before the
lien date anyway. Since neither condition existed when LeRoy bought the property,
he could deduct the full tax amount. The Court stated, “If on the date the purchaser
took title to the property there was neither lien nor personal liability on the part of
the seller to pay the tax, then petitioner is entitled to deduct the amount paid by
him.” The reimbursement from the seller was treated as a reduction in the
property’s cost.

Practical Implications

This case clarifies the timing and conditions for deducting bad debts and real estate
taxes. It emphasizes the importance of proving worthlessness through concrete
actions, like collateral sales, when claiming a bad debt deduction. It also
demonstrates how the deductibility of real estate taxes hinges on whether a lien or
personal liability exists under local law at the time of purchase. It reaffirms the
principle from Magruder v. Supplee regarding real estate tax deductions and
establishes that reimbursements for taxes from the seller reduce the buyer’s cost
basis in the property. Later cases would cite this to show how crucial local law is for
determining real property tax liability for federal income tax deductions.
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