James A. Messer Company v. Commissioner of Internal Revenue, 57 T. C.
848 (1972)

A creditor may wait until a debt becomes wholly worthless before taking a
deduction, even if the debt was partially worthless in previous years.

Summary

James A. Messer Company advanced funds to its sibling corporation, Watson Co. , to
ensure a steady supply of cast-iron soil pipe. After Watson Co. ceased operations in
1956 and began liquidating in 1959, the IRS challenged Messer’s 1965 deduction of
the remaining debt as wholly worthless. The Tax Court upheld the deduction, ruling
that identifiable events in 1965, including the theft of Watson Co. ‘s building and the
transfer of its land to Messer, clearly established the debt’s worthlessness. The
court rejected the IRS’s claim that the debt was wholly worthless before 1965,
affirming that Messer’s actions were within sound business judgment.

Facts

James A. Messer Company (Messer) advanced funds to Watson Co. , a sibling
corporation it established in 1948 to supply cast-iron soil pipe. Watson Co. ceased
operations in 1956 due to market oversupply and closed permanently in 1959.
Liquidation efforts continued until 1965 when thieves dismantled Watson Co. ‘s
building and fixtures. In September 1965, Messer took title to Watson Co. ‘s land,
valued at $17,000, in partial satisfaction of the debt, leaving a balance of $168,939.
28, which Messer claimed as a bad debt deduction for 1965.

Procedural History

The IRS disallowed Messer’s 1965 bad debt deduction, asserting the debt became
worthless before 1965. Messer petitioned the U. S. Tax Court, which upheld the
deduction, finding the debt became wholly worthless in 1965 based on identifiable
events.

Issue(s)

1. Whether the Watson Co. debt became wholly worthless in 1965, allowing Messer
to deduct the full amount in that year.

Holding

1. Yes, because identifiable events in 1965, including the theft of Watson Co. ‘s
building and the transfer of its land to Messer, clearly established the debt’s
worthlessness.

Court’s Reasoning
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The Tax Court applied an objective standard to determine when the debt became
worthless, focusing on identifiable events. The court found that the theft of Watson
Co. ‘s building and the transfer of its land to Messer in 1965 were the critical events
that fixed the debt as wholly worthless. The court rejected the IRS’s argument that
Messer artificially delayed the debt’s liquidation for tax benefits, noting that
Messer’s actions were within the scope of sound business judgment. The court
emphasized that taxpayers are not required to ignore tax consequences and that
Messer’s efforts to sell Watson Co. ‘s assets were legitimate and reasonable. The
court cited Loewi v. Ryan, affirming the creditor’s privilege to decide when to
liquidate assets.

Practical Implications

This case clarifies that creditors can wait until a debt becomes wholly worthless
before taking a deduction, even if it was partially worthless earlier. It reinforces the
importance of identifiable events in determining worthlessness and supports the
business judgment of creditors in managing debt liquidation. The ruling may
encourage creditors to pursue asset recovery until all reasonable efforts are
exhausted, potentially affecting how businesses structure their financial
relationships and manage insolvency. Subsequent cases have cited Messer when
addressing the timing of bad debt deductions and the discretion afforded to
taxpayers in managing their affairs.
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