14 T.C. 1160 (1950)

Payments made by a taxpayer pursuant to a guaranty of their spouse’s debt are
deductible as a nonbusiness bad debt, subject to the limitations of the Internal
Revenue Code, when the spouse’s estate is insufficient to cover the debt.

Summary

Agnes Fox loaned securities to her husband for his brokerage account. When
additional security was needed, she signed a guaranty for the account instead of
providing more securities. Upon her husband’s death, his estate couldn’t cover the
debit balance, and Agnes paid $15,000 on the guaranty in 1944. The Tax Court held
that this payment constituted a nonbusiness bad debt loss deductible under Section
23(k)(4) of the Internal Revenue Code, rejecting her argument that it was a loss
incurred in a transaction entered into for profit.

Facts

In 1932, William Fox, Agnes’s husband, needed additional collateral for his
brokerage account. Agnes loaned him securities, with the understanding he would
return them. Later, when his brokerage firm changed, Agnes refused to loan more
securities but signed a guaranty to the new firm. She executed the guaranty to
protect the securities she had already loaned. William died in 1937, leaving his
estate unable to cover his brokerage debt. Agnes made payments on the guaranty,
including $15,000 in 1944.

Procedural History

Agnes Fox deducted the $15,000 payment on her 1944 income tax return. The
Commissioner of Internal Revenue determined a deficiency, treating the deduction
as a nonbusiness bad debt subject to limitations under Section 23(k)(4) of the
Internal Revenue Code. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether the $15,000 payment made by Agnes Fox pursuant to her guaranty of her
deceased husband’s brokerage account is deductible as a loss incurred in a
transaction entered into for profit under Section 23(e)(2) of the Internal Revenue
Code, or as a nonbusiness bad debt under Section 23(k)(4) of the Internal Revenue
Code.

Holding

No, because the loss was a bad debt loss and not a loss incurred in a transaction
entered into for profit. The deduction is limited by Section 23(k)(4) of the Internal
Revenue Code.
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Court’s Reasoning

The court reasoned that Agnes’s claim that the guaranty was given to recover her
loaned securities, thereby making it a transaction entered into for profit, was
unpersuasive. The court emphasized the pattern of the statute, noting that Section
23(e) provides for the deduction of losses incurred in a trade or business and in
transactions entered into for profit, whereas Section 23(k) specifically addresses bad
debt losses. Citing Spring City Foundry Co. v. Commissioner, the court stated that
provisions allowing deductions for losses and those governing the deduction of bad
debts were mutually exclusive, and a worthless debt is not deductible under the loss
provisions. The court considered the original loan of securities to be for the
accommodation of her husband, with no intention of receiving anything in return
except the securities themselves. The Court held that the debt was a nonbusiness
debt and, being worthless when it arose, was deductible by Agnes, subject to the
limitations of Section 23(k)(4).

Practical Implications

This case clarifies the distinction between losses incurred in transactions entered
into for profit and nonbusiness bad debts, particularly in the context of spousal
guarantees. It reinforces that payments made on guarantees are generally treated
as bad debts, not as losses under Section 23(e)(2). Attorneys should analyze the
primary motivation behind the guaranty; if it’s primarily for accommodation rather
than profit, it’s more likely to be treated as a nonbusiness bad debt. The case
emphasizes that even if the original acquisition of the assets was for profit, a
subsequent guaranty made to protect those assets may not automatically qualify as a
transaction entered into for profit. The ruling impacts tax planning and litigation
involving debt guarantees and the deductibility of resulting losses.
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