4 T.C.525 (1944)

A stock’s worthlessness for tax deduction purposes is determined by its actual lack
of current and potential value, not merely by a formal event like a property sale,
especially when earlier events indicated a loss of value.

Summary

Dudley R. Parsons and Harold B. Niver sought to deduct losses on their 1941 income
tax returns, claiming their stock in two land companies became worthless that year
when the State of Michigan sold the companies’ properties for delinquent taxes. The
Tax Court upheld the Commissioner’s determination that the stock became
worthless prior to 1941. The court reasoned that the companies’ financial
difficulties, cessation of sales, and inability to redeem properties taken for taxes
indicated earlier worthlessness, regardless of a formal sale in 1941. The right to
redeem under Michigan law did not restore value given the lack of intent or
expectation to do so.

Facts

Parsons and Niver were officers and stockholders in Parsons Land Co. and Penn
Allen Land Co., both involved in real estate subdivisions. Parsons Land Co. ceased
selling lots after 1931 and stopped paying taxes around 1936. Penn Allen Land Co.
sold almost no lots after purchasing a tract of land in 1926. In 1938, Michigan took
over the properties of both companies for unpaid taxes. The statutory redemption
period expired in November 1939. Although Michigan law allowed former owners to
reacquire land after a public sale by matching the highest bid, neither company
attempted to do so. The properties were eventually sold at public auction in
November 1941.

Procedural History

Parsons and Niver claimed loss deductions on their 1941 income tax returns for
worthless stock. The Commissioner of Internal Revenue disallowed the deductions,
determining the stock became worthless before 1941. Parsons and Niver petitioned
the Tax Court for review, and the cases were consolidated.

Issue(s)

Whether the stock of Parsons Land Co. and Penn Allen Land Co. became worthless
in 1941, the year the underlying real estate was sold by the state for delinquent
taxes, entitling the petitioners to a loss deduction in that year.

Holding

No, because the stock of both land companies became worthless prior to January 1,
1941, as evidenced by the companies’ financial decline and inability to redeem their
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properties, rendering the 1941 sale an immaterial event in determining
worthlessness.

Court’s Reasoning

The court applied section 23 (e), Internal Revenue Code, which allows deductions
for worthless stock in the year it *actually* becomes worthless. The court
emphasized that the right to redeem the properties under Michigan’s Scavenger
Sale Act did not restore value to the stock, as the petitioners never intended to
exercise this right. The court found that the companies’ cessation of sales,
accumulation of delinquent taxes, and the state’s takeover of the properties prior to
1941, were the significant events establishing worthlessness. The court stated,
“[W]e do not think that the public sale of the companies’ properties in 1941, or the
lapse of the 30-day period thereafter, was in any sense the ‘identifiable event’ which
determined the loss to the stockholders of their investments in the companies’
stock.” Citing Intercounty Operating Corporation, <span normalizedcite="4 T.C.
55“>4 T. C. 55, the court distinguished between the corporation’s potential losses
related to the real estate and the stockholders’ losses related to the stock’s
worthlessness, finding the stock could be worthless even if the corporation retained
some remote rights.

Practical Implications

This case highlights that the determination of when stock becomes worthless for tax
purposes is a factual inquiry that focuses on the practical, rather than formal,
indicators of value. Attorneys must advise clients to consider all relevant factors
indicating worthlessness, such as a company’s financial difficulties, cessation of
operations, and the value of its assets relative to its liabilities. The case
demonstrates that a later formal event, such as a sale, does not automatically
establish the year of worthlessness if earlier events suggest the stock already lacked
value. This ruling emphasizes the importance of documenting the events leading to a
stock’s decline to support a claim for a loss deduction in the appropriate tax year.
Subsequent cases would likely analyze similar factors to determine the tax year in
which stock became worthless.
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