Lair v. Commissioner, 95 T. C. 484 (1990)

Payments made by a guarantor on a loan to a family member are not deductible as
bad debts unless the guarantor received direct cash or property as consideration for
the guarantee.

Summary

In Lair v. Commissioner, Webster Lair guaranteed a bank loan for his son Paul’s
farming business. When Paul defaulted, Webster paid $141,000 on the guarantee
and claimed it as a short-term capital loss. The Tax Court denied the deduction,
holding that under IRS regulations, no deduction is allowed for payments on
guarantees of loans to family members unless the guarantor receives direct cash or
property as consideration. The court also found that the payments were not
connected to Webster’s business or a transaction entered into for profit. This ruling
underscores the strict requirements for deducting losses from family guarantees and
the importance of clear evidence of consideration.

Facts

Webster Lair, a retired farmer, leased his farm to his son Paul, who ran a farming
business on it. In 1984, Webster guaranteed a bank loan that Paul had taken for his
farming operations. Paul did not provide any cash or property as consideration for
this guarantee. When Paul defaulted on the loan, Webster paid $141,000 to the bank
in November and December 1984. Webster and his wife claimed this amount as a
short-term capital loss on their 1984 tax return, asserting it as a nonbusiness bad
debt.

Procedural History

The Commissioner of Internal Revenue disallowed the $141,000 deduction and
assessed deficiencies and additions to tax. Webster and Pearl Lair petitioned the U.
S. Tax Court for review. The Tax Court, after reviewing the case based on a
stipulated record, upheld the Commissioner’s determination.

Issue(s)

1. Whether Webster Lair is entitled to deduct the $141,000 paid to the bank as a
nonbusiness bad debt under Section 166 of the Internal Revenue Code.

2. Whether the deduction is allowed under the IRS regulations concerning
guarantees for loans to family members.

3. Whether the addition to tax for negligence and substantial understatement of
income tax should be sustained.

Holding

1. No, because the payment did not qualify as a deductible bad debt under Section
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166(d)(1)(B) of the Internal Revenue Code as it was not a nonbusiness bad debt.

2. No, because under Section 1. 166-9(e) of the Income Tax Regulations, Webster
did not receive the required direct cash or property consideration from Paul for the
guarantee.

3. Yes, because the taxpayers failed to provide evidence to refute the additions to
tax for negligence and substantial understatement of income tax.

Court’s Reasoning

The Tax Court applied Section 1. 166-9(e) of the Income Tax Regulations, which
requires that for a payment on a guarantee to be deductible, the guarantor must
have received reasonable consideration. For guarantees involving family members,
this consideration must be in the form of direct cash or property. The court
emphasized that the rent Paul paid for the farm was not consideration for the
guarantee but solely for the use of the farm. The court also noted that Webster was
retired and the guarantee was not connected to his trade or business or a
transaction entered into for profit. The court rejected the taxpayers’ arguments
citing cases from before the regulation’s enactment and the lack of disclosure of the
critical fact that the loan was to their son on their tax return. The court found the
taxpayers negligent in their tax treatment and upheld the additions to tax.

Practical Implications

This decision establishes that guarantees of loans to family members without direct
cash or property consideration are not deductible as bad debts. Taxpayers must
carefully document any consideration received for such guarantees. The ruling
affects how attorneys should advise clients on structuring family loans and
guarantees to ensure tax deductibility. It also underscores the importance of full
disclosure on tax returns to avoid additions for negligence and substantial
understatement. Subsequent cases have reinforced this principle, emphasizing the
need for clear evidence of consideration in family transactions.
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