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American Offshore, Inc. v. Commissioner, 97 T. C. 579 (1991)

A bad debt deduction under section 166 is not barred by the rules of section 453B,
which governs installment sales, even if the installment obligation has not been
disposed of or canceled.

Summary

In  American  Offshore,  Inc.  v.  Commissioner,  the  U.  S.  Tax  Court  held  that
petitioners  could  claim  a  bad  debt  deduction  for  an  $11  million  subordinated
promissory note that became worthless in 1983, despite reporting the sale of vessels
under the installment method. The court determined that the note’s worthlessness
was due to a severe industry downturn and the subordination agreement favoring a
senior creditor. Furthermore, the court ruled that the bad debt deduction was not
precluded  by  the  installment  sale  rules,  as  no  legislative  or  judicial  history
suggested such a limitation. However, the court disallowed deductions for other
transfers to a related entity, classifying them as equity rather than debt.

Facts

American Offshore, Inc. , and related entities sold 12 workboats to InterMarine for
$26  million  in  March  1982,  receiving  $15  million  cash  and  an  $11  million
subordinated  note.  They  reported  the  sale  under  the  installment  method.  By
February 1983, due to a downturn in the offshore supply industry, the vessels’ value
dropped significantly, and the subordinated note became worthless. The petitioners
also made transfers to Offshore Machinery, another related entity, to repay its debts
to outside creditors.

Procedural History

The  petitioners  filed  for  a  bad  debt  deduction  for  the  subordinated  note  and
transfers  to  Offshore  Machinery.  The  Commissioner  disallowed  the  deductions,
leading to a deficiency determination. The petitioners challenged this in the U. S.
Tax Court, which ruled in their favor regarding the subordinated note but against
them on the transfers to Offshore Machinery.

Issue(s)

1. Whether the $11 million subordinated note became totally worthless in 1983.
2. Whether petitioners are barred from claiming a bad debt deduction under section
166 by the rules of section 453B, which govern installment sales.
3.  Whether transfers  between related entities  to  repay debt  owed to unrelated
parties may be deducted as bad debts under section 166.

Holding

1. Yes, because the severe industry downturn and the subordinated status of the
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note led to its worthlessness by February 28, 1983.
2. No, because the legislative and judicial history does not indicate that section
453B bars a bad debt deduction under section 166.
3. No, because the transfers were classified as equity rather than debt, based on the
application of the 13-factor test established by the Fifth Circuit.

Court’s Reasoning

The court found that the subordinated note became worthless due to identifiable
events,  including a  severe  industry  downturn and the  subordination agreement
favoring Allied Bank, which left no value for the petitioners. The court relied on
objective standards and considered factors such as the subordinated status of the
debt, decline in the debtor’s business, and the decline in the value of the secured
property. For the second issue, the court reasoned that neither section 166 nor
sections  453  and  453B explicitly  state  their  relationship,  and  no  legislative  or
judicial history indicated that section 453B bars a bad debt deduction. On the third
issue,  the court  applied the Fifth Circuit’s  13-factor  test  to  determine that  the
transfers to Offshore Machinery were equity, not debt, due to factors such as the
absence of a maturity date, thin capitalization, and the use of funds to repay outside
creditors.

Practical Implications

This decision clarifies that a bad debt deduction under section 166 is not precluded
by the installment sale rules under section 453B, even if the installment obligation
has not been disposed of or canceled. This ruling is significant for taxpayers who
have reported sales under the installment method and later face the worthlessness
of the installment obligation. It provides a basis for claiming a bad debt deduction in
such circumstances.  However,  the  decision  also  underscores  the  importance  of
properly characterizing advances to related entities as debt or equity, as the court’s
application of the 13-factor test resulted in the disallowance of deductions for the
transfers  to  Offshore  Machinery.  Tax  practitioners  should  carefully  analyze  the
nature of intercompany transfers to ensure proper tax treatment.


