Roth Steel Tube Co. v. Commissioner, 68 T. C. 213 (1977)

A creditor’s acquisition of a debtor does not automatically render the debt worthless
for tax purposes, and a bad debt deduction requires clear evidence of worthlessness
within the taxable year.

Summary

Roth Steel Tube Co. faced a tax deficiency after attempting to claim a bad debt
deduction for a receivable from its acquired subsidiary, American. The Tax Court
upheld the IRS’s disallowance, ruling that the debt did not become worthless within
the taxable year. Roth had agreed to settle part of American’s debt at a discount to
prevent bankruptcy, but later acquired American. The court found no legal
composition with creditors and no clear evidence that the debt was worthless in the
year of the deduction, emphasizing the discretionary nature of bad debt reserve
additions and the high burden of proof on the taxpayer.

Facts

Roth Steel Tube Co. was the largest creditor of Remco American, Inc. , a financially
troubled company. To prevent Remco American’s bankruptcy, Roth and other
creditors agreed to settle past due balances at a discount. Concurrently, Roth
acquired all of Remco American’s stock, renaming it Roth American. Roth later
wrote off approximately 50% of the old receivable balance as a bad debt and sought
to deduct an addition to its bad debt reserve. The IRS disallowed this deduction,
leading to a tax deficiency dispute.

Procedural History

The IRS determined a tax deficiency due to the disallowance of Roth’s bad debt
reserve addition. Roth petitioned the U. S. Tax Court, which heard the case and
ruled in favor of the Commissioner, sustaining the disallowance of the bad debt
deduction.

Issue(s)

1. Whether Roth properly charged its reserve for bad debts with $172,443 related to
the partial write-off of an account receivable from its subsidiary, American.

2. Whether an additional $6,213 was deductible as a reasonable addition to Roth’s
reserve for bad debts.

Holding

1. No, because Roth failed to establish that any portion of the receivable from
American became worthless within the taxable year, and the court found no binding
composition with creditors.

2. No, because Roth did not provide sufficient evidence to show that the additional
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reserve amount was reasonable or that the IRS abused its discretion in disallowing
it.

Court’s Reasoning

The court emphasized the discretionary nature of bad debt reserve additions under
IRC section 166, requiring taxpayers to prove both the reasonableness of the
addition and the IRS’s abuse of discretion in disallowing it. The court rejected Roth’s
composition with creditors theory, noting that no formal agreement among creditors
existed, and the settlements were individual and not interdependent. Furthermore,
the court found that the debt did not become worthless within the taxable year, as
American was not insolvent and continued to operate profitably after Roth’s
acquisition. The timing of the write-off also suggested post-transaction tax planning
rather than a genuine bad debt. Regarding the additional reserve amount, the court
noted the lack of evidence supporting Roth’s claimed reserve balance, relying
heavily on the disallowed American debt.

Practical Implications

This decision underscores the importance of clear evidence of debt worthlessness
within the taxable year for bad debt deductions, particularly when the creditor
acquires the debtor. Taxpayers must be cautious about claiming deductions based
on informal creditor arrangements, as these do not constitute a legally binding
composition with creditors. The case also highlights the high burden of proof on
taxpayers when challenging IRS determinations regarding bad debt reserve
additions, emphasizing the need for robust documentation and evidence. In practice,
this ruling may affect how companies structure debt settlements and acquisitions to
avoid adverse tax consequences, and it serves as a reminder that tax deductions
must be supported by contemporaneous evidence of worthlessness, not merely
bookkeeping adjustments.
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