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5 T.C. 818 (1945)

When a vendor breaches a warranty against  encumbrances in a deed,  and the
purchaser pays off the encumbrance, the purchaser can deduct the payment as a
bad debt if the vendor is insolvent and unable to reimburse the purchaser.

Summary

W.E.  Rogers  purchased  property  from  Foster  Oil  Co.  with  a  warranty  deed
guaranteeing clear title except for 1936 taxes.  Delinquent taxes for prior years
appeared to be resolved due to a county reassessment.  However,  a later court
decision invalidated the reassessment, reinstating the original tax liability. Rogers
paid the back taxes and sought reimbursement from the insolvent Foster Oil Co. The
Tax Court held that Rogers could deduct the unpaid amount as a bad debt because
Foster Oil Co.’s failure to discharge the tax lien constituted a breach of warranty,
creating a debt that became worthless when Foster Oil Co. could not pay.

Facts

Rogers agreed to purchase property from Foster  Oil  Co.  for  $16,500,  with the
condition that the property be free of all encumbrances, including back taxes before
1936.

At the time of purchase in 1937, county records showed that delinquent taxes from
1930-1935 were paid due to a reassessment by the county board of commissioners
under a state statute.

Foster Oil Co. provided a general warranty deed guaranteeing the title was free of
encumbrances except for 1936 taxes, which were paid.

In  1938,  the  Oklahoma  Supreme  Court  declared  the  statute  allowing  the
reassessment  unconstitutional.

In 1940, the Oklahoma Supreme Court directed the county treasurer to reinstate the
original assessments, crediting amounts already paid.

In 1941, Rogers paid $8,026.27 to satisfy the reinstated tax liability.

Foster Oil Co. was insolvent and unable to reimburse Rogers for the tax payment.

Procedural History

Rogers claimed a bad debt deduction on his 1941 tax return for the $8,026.27 paid
for the delinquent taxes.

The Commissioner of Internal Revenue disallowed the deduction, arguing it was a
capital investment.
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Rogers petitioned the Tax Court for review.

Issue(s)

Whether Rogers’s payment of delinquent taxes on property he purchased constitutes
a capital investment, or whether it creates a deductible bad debt because the vendor
breached its warranty against encumbrances and is insolvent.

Holding

Yes, Rogers can deduct the payment as a bad debt, because Foster Oil Co.’s failure
to discharge the tax lien constituted a breach of warranty, creating a debt that
became worthless when Foster Oil Co. could not pay due to its insolvency.

Court’s Reasoning

The court reasoned that the purchase price was fixed at $16,500, and the warranty
deed guaranteed a clear title.

The Oklahoma Supreme Court decisions effectively reinstated the tax liens, meaning
the vendor’s warranty was breached.

Rogers’s payment of the taxes was not a voluntary capital  improvement but an
involuntary payment to clear a lien that the vendor should have satisfied. The court
cited Hamlen v. Welch, 116 F.2d 413 in support of the involuntary nature of the
payment.

The court emphasized that the payment created a claim against Foster Oil Co. due
to the breach of warranty.

Because Foster Oil Co. was insolvent, the debt was worthless, entitling Rogers to a
bad debt deduction.

The court distinguished this situation from one where the purchaser assumes the tax
liability as part of the purchase price.

Practical Implications

This case provides precedent for purchasers to deduct payments made to satisfy
encumbrances that the seller warranted against, if the seller is insolvent.

It  clarifies that payments made to remove unexpected liens are not necessarily
capital improvements, especially when a warranty exists.

This case highlights the importance of thorough title searches and the protection
afforded by warranty deeds.

Attorneys should advise clients to seek reimbursement from the vendor immediately
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upon discovering a breach of warranty and to document the vendor’s inability to pay
to support a bad debt deduction.

Later  cases  may  distinguish  this  ruling  based  on  the  specific  language  of  the
warranty deed or the solvency of the vendor.


