20T.C.376 (1953)

When a solvent corporation’s note is endorsed and the corporation later becomes
insolvent, payments made by the endorser under the guarantee are considered a
loss from a nonbusiness debt, not a transaction entered into for profit.

Summary

Leo Pollak endorsed notes for his corporation. The corporation later became
insolvent, and Pollak had to pay the bank under his guarantee. Pollak argued that he
should be able to deduct the payment as an ordinary loss. The Tax Court held that
Pollak’s loss was from a nonbusiness bad debt, not a transaction entered into for
profit, because the corporation was solvent when the notes were endorsed. This
meant the loss was subject to the limitations on nonbusiness bad debt deductions.

Facts

Leo Pollak and his wife purchased stock in Pollak Engineering and Manufacturing
Corporation. Leo was an officer and employee. Leo and another stockholder
guaranteed loans to the corporation from a bank, endorsing notes up to $200,000. At
the time of the endorsements, Leo believed the corporation would prosper. The
corporation filed for reorganization under the Bankruptcy Act. Leo paid the bank
$100,000 under his guaranty. After the corporation’s assets were sold, Leo received
a small percentage on his claims as a general creditor.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Pollaks’
income tax for 1948 and 1949. The Pollaks conceded the 1948 deficiency and most
issues for 1949, but disputed the characterization of the $100,000 payment as a
nonbusiness bad debt rather than an ordinary loss. The Tax Court ruled in favor of
the Commissioner.

Issue(s)

Whether payments made by an individual pursuant to a guarantee of a corporate
debt, where the corporation was solvent at the time of the guarantee but insolvent
when the payments were made, constitute a loss from a transaction entered into for
profit under Section 23(e)(2) of the Internal Revenue Code, or a nonbusiness bad
debt under Section 23(k)(4).

Holding

No, because at the time Leo endorsed the notes he fully intended and expected to be
repaid by the then existing solvent corporation if he was ever called upon to make
good his endorsement or guaranty.
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Court’s Reasoning

The court reasoned that the critical time for determining the nature of the
transaction was when Leo Pollak endorsed the notes. At that time, the corporation
was solvent, and Pollak expected to be repaid if he had to make good on the
guarantee. The court distinguished cases where no deduction for a bad debt was
allowed because the money was advanced without expectation of repayment, noting
that those cases involved situations where there was no genuine arm’s-length loan.
The court emphasized that Pollak had a genuine business purpose and motive when
he first became involved in the loans, anticipating that he would become a creditor if
called upon to repay the loans to the bank. The court stated that “Leo, when he
endorsed the notes, fully intended and expected to be repaid by the then existing
solvent corporation if he was ever called upon to make good his endorsement or
guaranty.” The court found that Section 23(k)(4) applied because there was a debt
due to Leo from the corporation, and he suffered because the corporation was
unable to pay what it owed him.

Practical Implications

This case clarifies the distinction between a nonbusiness bad debt and an ordinary
loss in the context of loan guarantees. It emphasizes that the solvency of the debtor
at the time the guarantee is made is a key factor in determining whether the
guarantor’s loss is deductible as an ordinary loss or is subject to the limitations
applicable to nonbusiness bad debts. Legal practitioners should consider the
debtor’s financial condition at the time of the guarantee. Taxpayers should be
prepared to demonstrate that the guarantee was made with a reasonable
expectation of repayment from a solvent entity to claim an ordinary loss rather than
a nonbusiness bad debt. Later cases may distinguish this ruling based on specific
factual circumstances, such as a lack of arm’s-length dealing or a clear expectation
of non-repayment at the time of the guarantee.
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