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Sika Chemical Corp. v. Commissioner, 63 T. C. 416 (1974)

A taxpayer must prove partial worthlessness of a debt with reasonable certainty to
claim a bad debt deduction under Section 166(a)(2).

Summary

In Sika Chemical Corp. v. Commissioner, the Tax Court denied Sika Chemical Corp.
‘s deduction for a partially worthless debt owed by its Canadian subsidiary, Sika-
Canada.  Sika  Chemical  claimed  a  $193,419  deduction  for  1967  based  on  the
subsidiary’s  balance  sheet,  arguing  it  represented  the  amount  that  would  be
recoverable  if  liquidated.  However,  the  court  found  Sika  Chemical  failed  to
demonstrate the debt’s partial worthlessness with reasonable certainty, especially
since Sika-Canada remained an ongoing concern. The decision underscores that
taxpayers must provide concrete evidence of a debt’s diminished value, particularly
when dealing with related parties, to justify a bad debt deduction.

Facts

Sika Chemical Corp. (petitioner) established Sika Chemical of Canada, Ltd. (Sika-
Canada) in 1958 to sell its chemical products in Canada. Sika-Canada consistently
operated at a loss, accumulating a deficit by 1967. Sika Chemical sold products to
Sika-Canada on credit, resulting in a significant account receivable. In December
1967, Sika Chemical’s board resolved to write off $193,418. 89 of this account as
partially worthless, based on Sika-Canada’s balance sheet figures. In March 1968,
Sika Chemical sold Sika-Canada’s stock and the account receivable to its parent
company, Sika-Swiss, for $192,531. 04. Sika Chemical claimed this write-off as a bad
debt deduction on its 1967 tax return, which the Commissioner disallowed.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Sika Chemical’s
federal income taxes for 1964-1967. Sika Chemical conceded all issues except the
1967 bad debt deduction. The case proceeded to the U. S. Tax Court, where the sole
issue was whether Sika Chemical could deduct the partial worthlessness of the debt
owed by Sika-Canada.

Issue(s)

1. Whether Sika Chemical Corp. could deduct $193,418. 89 as a partially worthless
bad debt under Section 166(a)(2) of the Internal Revenue Code for the taxable year
1967?

Holding

1. No, because Sika Chemical failed to establish with reasonable certainty that the
debt was partially worthless at the end of 1967.
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Court’s Reasoning

The court applied Section 166(a)(2), which allows a deduction for partially worthless
debts if the taxpayer can demonstrate the debt’s diminished value with reasonable
certainty. Sika Chemical relied on Sika-Canada’s balance sheet to argue for the
deduction, but the court found this insufficient. The court emphasized that Sika-
Canada was an ongoing business, not a liquidating entity, and Sika Chemical had not
contemplated liquidation.  The court  cited cases like  Trinco Industries,  Inc.  and
Peabody Coal Co. , which stress that when a debtor continues to operate, balance
sheet figures alone are inadequate to prove partial worthlessness. Additionally, the
court was skeptical of the 1968 sale to Sika-Swiss, noting transactions between
related parties require close scrutiny. Sika Chemical’s continued support of Sika-
Canada,  including  guaranteeing  a  lease  and  extending  further  credit,  further
undermined its claim of partial worthlessness. The court concluded that without
evidence of Sika-Canada’s going-concern value or a drastic change in its income-
generating ability, Sika Chemical did not meet its burden of proof.

Practical Implications

This decision impacts how taxpayers should approach claiming bad debt deductions,
especially for debts owed by related parties. It emphasizes the need for concrete
evidence beyond mere balance sheet figures when the debtor remains an ongoing
concern. Taxpayers must demonstrate a significant change in the debtor’s ability to
repay the debt, not just its current financial position. The case also highlights the
scrutiny applied to transactions between related parties, suggesting taxpayers may
need  to  provide  evidence  of  arm’s-length  pricing  to  support  their  claims.
Practitioners should advise clients to thoroughly document the basis for any partial
worthlessness  claim and be  prepared to  show how the  debtor’s  future  income
prospects have been adversely affected. This ruling has been cited in subsequent
cases to underscore the high evidentiary burden on taxpayers seeking bad debt
deductions.


