11 T.C. 864 (1948)

A cash basis taxpayer who uses borrowed funds to discharge a debt for which they
are secondarily liable sustains a deductible loss when the funds are used, not when
the loan is repaid.

Summary

W.H. Harris, an executor of his father’s estate, personally guaranteed the estate’s
obligations. To meet these obligations, he obtained mortgage loans on his properties
in 1918 and 1933. In 1942 and 1943, Harris made payments on these mortgages and
claimed them as deductions on his income tax returns. The Tax Court held that the
deductions were improper because the estate, which was the source of the debt,
became insolvent long before 1942. The loss was sustained when Harris used his
personal funds (the mortgage proceeds) to pay off the estate’s debts, not when he
repaid the mortgage loans. The court emphasized that obtaining the mortgages was
a separate transaction.

Facts

W.H. Harris was the executor of his father’s estate, which included assets like a
bank, a fertilizer factory, and farming interests. Harris personally guaranteed the
estate’s debts to maintain its credit. To pay these debts, Harris obtained mortgage
loans on his personal properties in 1918 and 1933. The estate incurred significant
losses, and by 1942, it was essentially defunct with minimal assets. Harris made
payments of $10,800 in 1942 and $375 in 1943 towards these mortgages.

Procedural History

Harris claimed deductions on his 1942 and 1943 income tax returns for the
mortgage payments, which the Commissioner of Internal Revenue disallowed. Harris
petitioned the Tax Court, arguing the deductions were proper as bad debts or
business losses. The Commissioner requested an increased deficiency for
erroneously allowing the $375 deduction in 1943.

Issue(s)

1. Whether the Commissioner erred in disallowing the $10,800 loss claimed on
Harris’s 1942 income tax return.

2. Whether the Commissioner erred in allowing the $375 loss claimed on Harris'’s
1943 income tax return.

Holding

1. No, because Harris sustained the loss when he used the borrowed funds to pay
the estate’s debts, not when he repaid the mortgage loans.
2. Yes, because the 1943 payment falls under the same category as the 1942
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payments and was therefore erroneously allowed as a deduction.
Court’s Reasoning

The Tax Court reasoned that Harris’s payments on the mortgages were not the
determining factor for deductibility. The key was when the debt became worthless.
The court determined that the estate became insolvent and ceased to exist long
before 1942. The court distinguished this case from Eckert v. Burnet, 283 U.S. 140
(1931), where a taxpayer’s note given in settlement of a guaranty was not
considered a cash payment. Here, Harris obtained independent funds (the mortgage
loans) to discharge the estate’s liabilities. This was considered a new and distinct
transaction. The court stated,
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