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<strong><em>20 T.C. 1069 (1953)</em></strong></p>

For a debt to be considered “wholly worthless” and eligible for a bad debt deduction
under the Internal Revenue Code, it must be established that the debt had no value
at the end of the taxable year, considering all relevant facts and circumstances, not
merely the debtor’s financial condition on paper.

<p><strong>Summary</strong></p>

James M. Hawkins sought a business bad debt deduction for advances made to a
brick manufacturing corporation, Buffalo Brick Corporation (Buffalo), where he was
a shareholder and officer. The IRS disallowed the deduction, contending the debt
was not wholly worthless. The Tax Court agreed with the IRS, finding that despite
Buffalo’s  financial  difficulties,  the  corporation  was  not  without  any  prospect  of
recovering the advanced funds. Crucially, Buffalo had secured a loan and was in
negotiations  for  another,  indicating  a  potential  for  financial  recovery  and  thus
preventing the debt from being considered wholly worthless at the close of the
taxable year. The court also denied a deduction for travel expenses incurred by
Hawkins on behalf of Buffalo.

<p><strong>Facts</strong></p>

James M. Hawkins, a building material supplier, advanced $26,389.65 to Buffalo
Brick Corporation to aid its brick manufacturing operations. He also acquired stock
in the corporation. In 1943, Buffalo’s brick manufacturing ceased. The corporation
then  contracted  with  Bethlehem  Steel  Company  for  ore  processing.  Hawkins
incurred travel expenses on behalf of Buffalo and made further advances to meet its
payroll.  By  the  end  of  1943,  Buffalo’s  financial  position  was  strained,  and  its
contract with Bethlehem Steel was in jeopardy. However, Buffalo secured a loan
from  the  Smaller  War  Plants  Corporation  and  received  payments  under  the
Bethlehem contract. Despite Buffalo’s financial challenges, it remained in operation
and ultimately repaid Hawkins a portion of the advanced funds.

<p><strong>Procedural History</strong></p>

The Commissioner of Internal Revenue determined a deficiency in Hawkins’ 1943
income tax, disallowing the bad debt deduction. The Tax Court reviewed the case to
determine if the debt was wholly worthless and deductible. The Tax Court sided with
the Commissioner of Internal Revenue and ruled against Hawkins.

<p><strong>Issue(s)</strong></p>

1. Whether the advances made by Hawkins to Buffalo were business debts that
became wholly worthless during the taxable year, allowing for a bad debt deduction
under 26 U.S.C. § 23(k)(1)?

2. Whether the travel expenses incurred by Hawkins on behalf  of  Buffalo were
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ordinary and necessary business expenses deductible under 26 U.S.C. § 23(a)?

<p><strong>Holding</strong></p>

1. No, because the court found the debt was not wholly worthless at the end of 1943,
due to the company still operating and being able to secure additional financing.
Therefore, Hawkins was not eligible to make a bad debt deduction.

2. No, because the expenses were incurred on behalf of another business entity
(Buffalo)  and were not  ordinary and necessary expenses of  Hawkins’  individual
business.

<p><strong>Court's Reasoning</strong></p>

The Tax Court  focused on whether  Hawkins proved that  the debt  was “wholly
worthless” at the end of 1943. The court emphasized that while Buffalo had financial
difficulties,  including a  defaulted loan and a  potentially  canceled contract  with
Bethlehem Steel, these factors did not render the debt completely worthless. The
court  noted  that  Buffalo  was  actively  seeking  financing  and  received  a  loan,
suggesting a potential for future recovery. The court considered all the facts and
circumstances in determining the debt’s worth. The court also reasoned that the
travel expenses were not ordinary and necessary for Hawkins’ business because
they were related to Buffalo’s operations and, therefore, not deductible under the
relevant code section. Furthermore, these expenses were reimbursed by Buffalo in
the subsequent year.

The court cited <em>Coleman v. Commissioner</em>, 81 F.2d 455, in its opinion.

The court stated, “It is our conclusion that at the close of 1943 the advances made
by petitioner to Buffalo, if representing debts due him from that corporation, were
not wholly worthless. Cf. <em>Coleman v. Commissioner</em>, 81 F. 2d 455.”

Regarding the travel  expenses,  the court  stated,  “An expense,  to be deductible
under the cited section, must be both ordinary and necessary, and for one business
to  voluntarily  pay  the  expenses  of  another  is  not  an  expenditure  ordinary  in
character. Welch v. Helvering, 290 U.S. 111. It is, moreover, shown that the item in
question was recorded on the books of Buffalo as an indebtedness due petitioner by
that corporation and was reimbursed to him in full in the following year.”

<p><strong>Practical Implications</strong></p>

This case highlights the importance of demonstrating the complete worthlessness of
a  debt  to  claim a  bad debt  deduction.  It  underscores  that  a  mere showing of
financial difficulty is insufficient; there must be no realistic prospect of recovery at
the  end  of  the  taxable  year.  Attorneys  advising  clients  on  potential  bad  debt
deductions should meticulously gather all evidence related to the debtor’s financial
status, prospects for recovery (including negotiations, assets, and potential revenue
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streams), and all actions taken to recover the debt. This case underscores that the
court will consider all information available at the end of the taxable year.

Moreover, the case clarifies that expenses incurred for the benefit of another entity,
like Hawkins’ travel expenses for Buffalo, are generally not deductible as ordinary
and necessary business expenses for the taxpayer’s separate business, particularly
when the other entity benefits directly from the expenses.

The court’s decision highlights that business expenses are generally not deductible
by the taxpayer  if  those expenses  are  incurred on behalf  of  another  company.
Expenses need to  be ordinary and necessary for  the taxpayer’s  business to  be
deductible.  Furthermore,  the  court  noted  that  these  specific  expenses  were
reimbursed the following year, indicating that they were not solely the taxpayer’s
costs.


