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taxpayer’s payment is made is worth-
less at the time of payment and the 
conditions of subparagraph (1) of this 
paragraph have otherwise been satis-
fied. 

(3) Other applicable provisions. Other 
provisions of the internal revenue laws 
relating to bad debts, such as section 
111, relating to the recovery of bad 
debts, shall be deemed to apply to any 
payment which, under the provisions of 
this paragraph, is treated as a bad 
debt. If the requirements of section 
166(f) are not met, any loss sustained 
by a guarantor, endorser, or 
indemnitor upon the worthlessness of 
the debtor’s obligation shall be treated 
under the provisions of law applicable 
thereto. See, for example, paragraph 
(b) of this section. 

(b) Corporate obligations. The loss sus-
tained during the taxable year by a 
taxpayer other than a corporation in 
discharge of all of his obligation as a 
guarantor of an obligation issued by a 
corporation shall be treated, in accord-
ance with section 166(d) and the regula-
tions thereunder, as a loss sustained on 
the worthlessness of a nonbusiness debt 
if the debt created in the guarantor’s 
favor as a result of the payment does 
not come within the exceptions pre-
scribed by section 166(d)(2) (A) or (B). 
See paragraph (a)(2) of § 1.166–5. 

(c) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. During 1955, A, an individual 
who makes his return on the basis of the cal-
endar year, guarantees payment of an obliga-
tion of B, an individual, to the X Bank, the 
proceeds of the obligation being used in B’s 
business. B defaults on his obligation in 1956. 
A makes payment to the X Bank during 1957 
in discharge of his entire obligation as a 
guarantor, the obligation of B to the X Bank 
being wholly worthless. For his taxable year 
1957, A is entitled to a deduction under sec-
tion 166(a)(1) as a result of his payment dur-
ing that year. 

Example 2. During 1955, A, an individual 
who makes his return on the basis of the cal-
endar year, guarantees payment of an obliga-
tion of B, an individual, to the X Bank, the 
proceeds of the obligation being used in B’s 
business. In 1956, B pays a part of his obliga-
tion to the X Bank but defaults on the re-
maining part. In 1957, A makes payment to 
the X Bank, in discharge of part of his obli-
gation as a guarantor, of the remaining un-
paid part of B’s obligation to the bank, such 

part of B’s obligation then being worthless. 
For his taxable year 1957, A is entitled to a 
deduction under section 166(a) (1) as a result 
of his payment of the remaining unpaid part 
of B’s obligation. 

Example 3. During 1955, A, an individual 
who makes his return on the basis of the cal-
endar year, guarantees payment of an obliga-
tion of B, an individual, to the X Bank, the 
proceeds of the obligation being used for B’s 
personal use. B defaults on his obligation in 
1956. A makes payment to the X Bank during 
1957 in discharge of his entire obligation as a 
guarantor, the obligation of B to X Bank 
being wholly worthless. A may not apply the 
benefit of section 166(f) to his loss, since the 
proceeds of B’s obligation have not been used 
in B’s trade or business. 

Example 4. During 1955, A, an individual 
who makes his return on the basis of the cal-
endar year, guarantees payment of an obliga-
tion of Y Corporation to the X Bank, the pro-
ceeds of the obligation being used in Y Cor-
poration’s business. Y Corporation defaults 
on its obligation in 1956. A makes payment 
to the X Bank during 1957 in discharge of his 
entire obligation as a guarantor, the obliga-
tion of Y Corporation to the X Bank being 
wholly worthless. At no time during 1955 or 
1957 is A engaged in a trade or business. For 
his taxable year 1957, A is entitled to deduct 
a capital loss in accordance with the provi-
sions of section 166(d) and paragraph (a) (2) of 
§ 1.166–5. He may not apply the benefit of sec-
tion 166(f) to his loss, since his payment is in 
discharge of an obligation issued by a cor-
poration. 

(d) Effective date. This section applies 
only to losses, regardless of the taxable 
year in which incurred, on agreements 
made before January 1, 1976. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 7657, 44 FR 68464, Nov. 29, 
1979] 

§ 1.166–9 Losses of guarantors, endors-
ers, and indemnitors incurred, on 
agreements made after December 
31, 1975, in taxable years beginning 
after such date. 

(a) Payment treated as worthless busi-
ness debt. This paragraph applies to 
taxpayers who, after December 31, 1975, 
enter into an agreement in the course 
of their trade or business to act as (or 
in a manner essentially equivalent to) 
a guarantor, endorser, or indemnitor of 
(or other secondary obligor upon) a 
debt obligation. Subject to the provi-
sions of paragraphs (c), (d), and (e) of 
this section, a payment of principal or 
interest made during a taxable year be-
ginning after December 31, 1975, by the 
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taxpayer in discharge of part or all of 
the taxpayer’s obligation as a guar-
antor, endorser, or indemnitor is treat-
ed as a business debt becoming worth-
less in the taxable year in which the 
payment is made or in the taxable year 
described in paragraph (e)(2) of this 
section. Neither section 163 (relating to 
interest) nor section 165 (relating to 
losses) shall apply with respect to such 
a payment. 

(b) Payment treated as worthless non-
business debt. This paragraph applies to 
taxpayers (other than corporations) 
who, after December 31, 1975, enter into 
a transaction for profit, but not in the 
course of their trade or business, to act 
as (or in a manner essentially equiva-
lent to) a guarantor, endorser, or 
indemnitor of (or other secondary obli-
gor upon) a debt obligation. Subject to 
the provisions of paragraphs (c), (d), 
and (e) of this section, a payment of 
principal or interest made during a 
taxable year beginning after December 
31, 1975, by the taxpayer in discharge of 
part or all of the taxpayer’s obligation 
as a guarantor, endorser, or indemnitor 
is treated as a worthless nonbusiness 
debt in the taxable year in which the 
payment is made or in the taxable year 
described in paragraph (e)(2) of this 
section. Neither section 163 nor section 
165 shall apply with respect to such a 
payment. 

(c) Obligations issued by corporations. 
No treatment as a worthless debt is al-
lowed with respect to a payment made 
by the taxpayer in discharge of part or 
all of the taxpayer’s obligation as a 
guarantor, endorser, or indemnitor of 
an obligation issued by a corporation 
if, on the basis of the facts and cir-
cumstances at the time the obligation 
was entered into, the payment con-
stitutes a contribution to capital by a 
shareholder. The rule of this paragraph 
(c) applies to payments whenever made 
(see paragraph (f) of this section). 

(d) Certain payments treated as worth-
less debts. A payment in discharge of 
part or all of taxpayer’s agreement to 
act as guarantor, endorser, or 
indemnitor of an obligation is to be 
treated as a worthless debt only if— 

(1) The agreement was entered into 
in the course of the taxpayer’s trade or 
business or a transaction for profit; 

(2) There was an enforceable legal 
duty upon the taxpayer to make the 
payment (except that legal action need 
not have been brought against the tax-
payer); and 

(3) The agreement was entered into 
before the obligation became worthless 
(or partially worthless in the case of an 
agreement entered into in the course of 
the taxpayer’s trade or business). See 
§§ 1.166–2 and 1.166–3 for rules on worth-
less and partially worthless debts. For 
purposes of this paragraph (d)(3), an 
agreement is considered as entered into 
before the obligation became worthless 
(or partially worthless) if there was a 
reasonable expectation on the part of 
the taxpayer at the time the agree-
ment was entered into that the tax-
payer would not be called upon to pay 
the debt (subject to such agreement) 
without full reimbursement from the 
issuer of the obligation. 

(e) Special rules—(1) Reasonable consid-
eration required. Treatment as a worth-
less debt of a payment made by a tax-
payer in discharge of part or all of the 
taxpayer’s agreement to act as a guar-
antor, endorser, or indemnitor of an 
obligation is allowed only if the tax-
payer demonstrates that reasonable 
consideration was received for entering 
into the agreement. For purposes of 
this paragraph (e)(1), reasonable con-
sideration is not limited to direct con-
sideration in the form of cash or prop-
erty. Thus, where a taxpayer can dem-
onstrate that the agreement was given 
without direct consideration in the 
form of cash or property but in accord-
ance with normal business practice or 
for a good faith business purpose, 
worthless debt treatment is allowed 
with respect to a payment in discharge 
of part or all of the agreement if the 
conditions of this section are met. 
However, consideration received from a 
taxpayer’s spouse or any individual 
listed in section 152(a) must be direct 
consideration in the form of cash or 
property. 

(2) Right of subrogation. With respect 
to a payment made by a taxpayer in 
discharge of part or all of the tax-
payer’s agreement to act as a guar-
antor, endorser, or indemnitor where 
the agreement provides for a right of 
subrogation or other similar right 
against the issuer, treatment as a 
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worthless debt is not allowed until the 
taxable year in which the right of sub-
rogation or other similar right be-
comes totally worthless (or partially 
worthless in the case of an agreement 
which arose in the course of the tax-
payer’s trade or business). 

(3) Other applicable provisions. Unless 
inconsistent with this section, other 
Internal Revenue laws concerning 
worthless debts, such as section 111 re-
lating to the recovery of bad debts, 
apply to any payment which, under the 
provisions of this section, is treated as 
giving rise to a worthless debt. 

(4) Taxpayer defined. For purposes of 
this section, except as otherwise pro-
vided, the term ‘‘taxpayer’’ means any 
taxpayer and includes individuals, cor-
porations, partnerships, trusts and es-
tates. 

(f) Effective date. This section applies 
to losses incurred on agreements made 
after December 31, 1975, in taxable 
years beginning after such date. How-
ever, paragraph (c) of this section also 
applies to payments, regardless of the 
taxable year in which made, under 
agreements made before January 1, 
1976. 

[T.D. 7657, 44 FR 68465, Nov. 29, 1979, as 
amended by T.D. 7920, 48 FR 50712, Nov. 3, 
1983] 

§ 1.166–10 Reserve for guaranteed debt 
obligations. 

(a) Definitions. The following provi-
sions apply for purposes of this section 
and section 166(f): 

(1) Dealer in property. A dealer in 
property is a person who regularly sells 
property in the ordinary course of the 
person’s trade or business. 

(2) Guaranteed debt obligation. A guar-
anteed debt obligation is a legal duty 
of one person as a guarantor, endorser 
or indemnitor of a second person to pay 
a third person. It does not include du-
ties based solely on moral or good pub-
lic relations considerations that are 
not legally binding. A guaranteed debt 
obligation typically arises where a sell-
er receives in payment for property or 
services the debt obligation of a pur-
chaser and sells that obligation to a 
third party with recourse. However, a 
guaranteed debt obligation also may 
arise out of a sale in respect of which 
there is no direct debtor-creditor rela-

tionship between the debtor purchaser 
and the seller. For example, it arises 
where a purchaser borrows money from 
a third party to make payment to the 
seller and the seller guarantees the 
payment of the purchaser’s debt. Gen-
erally, debt obligations which are sold 
without recourse do not result in any 
obligation of the seller as a guarantor, 
endorser, or indemnitor. However, 
there are certain without-recourse 
transactions which may give rise to a 
seller’s liability as a guarantor or 
indemnitor. For example, such a liabil-
ity may arise where a holder of a debt 
obligation holds money or other prop-
erty of a seller which the holder may 
apply, without seeking permission of 
the seller, against any uncollectible 
debt obligations transferred to the 
holder by the seller without recourse, 
or where the seller is under a legal ob-
ligation to reacquire the real or tan-
gible personal property from the holder 
of the debt obligation who repossessed 
property in satisfaction of the debt ob-
ligations. 

(3) Real or tangible personal property. 
Real or tangible personal property gen-
erally does not include other forms of 
property, such as securities. However, 
if the sale of other property is related 
to the sale of actual real or tangible 
personal property, the other property 
will be considered to be real or tangible 
personal property. In order for the sale 
of other property to be related, it must 
be— 

(i) Incidental to the sale of the actual 
real or tangible personal property; and 

(ii) Made under an agreement, en-
tered into at the same time as the sale 
of actual real or tangible personal 
property, between the dealer in that 
property and the customer with respect 
to that property. 

The other property may be charged for 
as a part of, or in addition to, the sales 
price of the actual real or tangible per-
sonal property. If the value of the 
other property is not greater than 20 
percent of the total sales price, includ-
ing the value of all related services 
other than financing services, the sale 
of the other property is related to the 
sale of actual real or tangible personal 
property. 
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