Santa Anita Consol. , Inc. v. Commissioner, 50 T. C. 536 (1968)

A corporation’s payment to secure release from a guaranty obligation is deductible
as an ordinary loss if it does not acquire a claim against the primary debtor.

Summary

Santa Anita Consolidated, Inc. (LATC) and CBS formed Pacific Ocean Park, Inc.
(POP) to develop an amusement park, investing in stock and guaranteeing POP’s
bank loans. When POP failed, LATC paid $4,396,000 to Pacific Seaboard Land Co. to
obtain a release from its guaranty. The Tax Court ruled this payment was deductible
as an ordinary loss under IRC section 165(a), as LATC did not acquire a claim
against POP. Additionally, LATC’s transfer of POP stock to Pacific resulted in a
capital loss of $900,000, reflecting the stock’s basis.

Facts

In 1957, LATC and CBS formed POP to build an amusement park, investing
$1,800,000 in stock and guaranteeing POP’s $8,750,000 bank loan. By 1959, due to
disappointing attendance and financial issues, LATC and CBS sought to divest from
POP. They paid $8,750,000 to Pacific Seaboard Land Co. (Pacific) for the release of
their guaranty obligation and transferred their POP stock to Pacific. LATC’s portion
of this payment was $4,396,000, and it claimed this as an ordinary loss on its 1959
tax return.

Procedural History

The Commissioner disallowed LATC’s claimed deductions, leading LATC to petition
the Tax Court. The court reviewed the transactions and held that LATC’s payment to
secure the release from the guaranty was an ordinary loss under IRC section 165(a),
and the transfer of POP stock resulted in a capital loss.

Issue(s)

1. Whether LATC’s payment of $4,396,000 to obtain a release from its guaranty
obligation to POP’s bank loans is deductible as an ordinary loss under IRC section
165(a).

2. Whether LATC sustained a capital loss of $900,000 on the transfer of its POP
stock to Pacific.

Holding

1. Yes, because the payment was for the release of a contingent liability and did not
result in LATC acquiring a claim against POP, thus qualifying as an ordinary loss
under IRC section 165(a).

2. Yes, because the transfer of POP stock to Pacific was to protect LATC’s business
reputation, and the stock’s basis was $900,000, resulting in a capital loss of that
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amount.
Court’s Reasoning

The court determined that the payment to Pacific was not a capital contribution to
POP but a payment to secure release from the guaranty, which did not give LATC a
claim against POP due to the absence of full payment and subrogation rights. The
court applied California law, which did not grant subrogation rights until full
payment of the debt, and found that the transaction’s form and substance did not
indicate a capital contribution. The court also considered that the payment was
necessary to protect LATC’s business reputation, justifying the ordinary loss
deduction. For the stock transfer, the court found that the transfer was to protect
goodwill, allowing a capital loss deduction based on the stock’s basis.

Practical Implications

This decision clarifies that payments made by a corporation to secure release from
guaranty obligations can be deductible as ordinary losses if no claim against the
primary debtor is acquired. It emphasizes the importance of analyzing the
transaction’s substance, especially regarding subrogation rights under state law.
For businesses, this case underscores the tax implications of guaranteeing debts and
the potential for ordinary loss deductions in similar situations. Subsequent cases
have distinguished this ruling by focusing on whether the guarantor acquired a
claim against the debtor upon payment. Legal practitioners should consider this
when advising clients on the tax treatment of guaranty obligations and the
protection of business reputation through asset transfers.
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