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Intergraph Corp. v. Commissioner, 106 T. C. 312 (1996)

A guarantor cannot claim a bad debt deduction until the right of subrogation or
reimbursement becomes worthless, regardless of whether these rights are explicitly
stated in the guaranty agreement.

Summary

Intergraph Corp. sought to deduct a foreign currency loss and interest expense
related to a payment it made as guarantor for its subsidiary’s loan. The U. S. Tax
Court held that Intergraph was merely a guarantor, not a primary obligor, and thus
ineligible for these deductions. Additionally, Intergraph’s alternative claim for a bad
debt  deduction  was  denied  because  it  had  not  established  that  its  rights  of
subrogation and reimbursement against the subsidiary were worthless in the year of
payment. This decision clarifies that guarantors must wait until their rights against
the primary obligor become worthless before claiming a bad debt deduction.

Facts

Intergraph Corp. organized a wholly-owned subsidiary, Nihon Intergraph, in Japan
in 1985. Nihon Intergraph entered into an overdraft agreement with Citibank Tokyo,
allowing it  to overdraw its  checking account up to 300 million yen.  Intergraph
guaranteed this overdraft as a guarantor. By the end of 1987, the overdraft had
increased  to  823,943,385  yen.  On  December  23,  1987,  Intergraph  purchased
823,943,385 yen and transferred it into Nihon Intergraph’s account, eliminating the
overdraft.  Intergraph then claimed a foreign currency loss and interest expense
deduction  on  its  1987  tax  return,  treating  the  overdraft  as  its  own  debt.
Alternatively,  Intergraph  claimed  a  bad  debt  deduction,  asserting  that  Nihon
Intergraph’s obligation to reimburse was worthless.

Procedural History

The Commissioner of Internal Revenue disallowed Intergraph’s claimed deductions,
leading  Intergraph  to  petition  the  U.  S.  Tax  Court.  The  court  ruled  against
Intergraph on both the foreign currency loss and interest expense deductions, and
also denied the bad debt deduction claim.

Issue(s)

1. Whether Intergraph, as a guarantor, is entitled to deduct a foreign currency loss
under section 988 and an interest expense under section 163(a) for its payment on
the overdraft?
2. If not, whether Intergraph is entitled to a bad debt deduction under section 166
for its payment as guarantor in the year it was made?

Holding
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1. No, because Intergraph was merely a guarantor and not the primary obligor on
the overdraft, it cannot claim these deductions.
2. No, because Intergraph’s rights of subrogation and reimbursement against Nihon
Intergraph were not shown to be worthless in 1987.

Court’s Reasoning

The court applied traditional debt-equity principles to determine that the overdraft
was  a  loan  to  Nihon  Intergraph,  not  Intergraph.  The  court  emphasized  that
Intergraph’s role was that of a guarantor, as evidenced by the agreements and
financial reporting. For the bad debt deduction, the court followed the principle
established in Putnam v. Commissioner that a guarantor’s bad debt deduction is only
available when the right of reimbursement becomes worthless. The court clarified
that the absence of an express right of subrogation in the guaranty agreement does
not  negate  the  implied  rights  that  arise  from Intergraph’s  control  over  Nihon
Intergraph. The court cited numerous cases to support its  interpretation of  the
relevant  tax  regulations,  concluding  that  Intergraph’s  rights  against  Nihon
Intergraph  were  not  worthless  in  1987.

Practical Implications

This decision impacts how guarantors should approach tax deductions for payments
made under guaranty agreements. Guarantors must wait until their rights against
the primary obligor become worthless before claiming a bad debt deduction, even if
those rights are not explicitly stated in the agreement. This ruling affects the timing
of deductions and may influence how companies structure their guarantees and
report them for tax purposes. It also underscores the importance of documenting the
financial  status  of  the  primary  obligor  to  substantiate  claims  of  worthlessness.
Subsequent cases, such as Black Gold Energy Corp. v. Commissioner, have followed
this precedent, reinforcing the court’s interpretation of the tax regulations.


