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Orem State Bank v. Commissioner, 72 T. C. 154 (1979)

A cash basis taxpayer can deduct accrued liabilities assumed by a purchaser in a
liquidation sale if the sale price is reduced by the amount of those liabilities.

Summary

In Orem State Bank v. Commissioner, the Tax Court allowed Orem State Bank to
deduct  accrued liabilities  assumed by  the  purchasing  corporation,  even though
Orem used the cash method of accounting. The court reasoned that because the sale
price was reduced by the amount of  the liabilities,  Orem effectively paid those
liabilities,  justifying the deductions.  This  case illustrates the principle that  in a
corporate liquidation, a cash basis taxpayer can treat the assumption of liabilities as
a payment, allowing for deductions in the final tax return if  the liabilities were
accrued and the sale price was adjusted accordingly.

Facts

Orem State Bank (Orem), a Utah corporation using the cash method of accounting,
was  liquidated  and  sold  its  assets  to  the  petitioner  for  $1,175,000,  with  the
petitioner assuming all of Orem’s liabilities. Orem’s last taxable year ended on June
14, 1974, upon the sale of its assets. The sale price was determined by estimating
the value of Orem’s assets and liabilities as if Orem were on the accrual basis.
Orem’s  final  tax  return  included  accrued  interest  receivables  as  income  and
deducted accrued business liabilities. The IRS accepted the income inclusion but
disallowed the deductions, arguing that Orem, as a cash basis taxpayer, could not
deduct the liabilities without payment.

Procedural History

The case was submitted fully  stipulated to the Tax Court.  The IRS determined
deficiencies in Orem’s income taxes for the years ending December 31, 1973, and
June 14, 1974. Orem accepted liability for these deficiencies as transferee of Orem’s
assets and liabilities. The Tax Court considered the deductibility of Orem’s accrued
but unpaid liabilities and ultimately ruled in favor of Orem, allowing the deductions.

Issue(s)

1. Whether Orem, a cash basis taxpayer, can deduct accrued liabilities assumed by
the purchaser in a liquidation sale where the sale price was reduced by the amount
of those liabilities?

Holding

1. Yes, because by accepting less cash for its assets in exchange for the assumption
of its liabilities, Orem effectively paid the accrued liabilities at the time of the sale,
justifying the deductions on its final tax return.
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Court’s Reasoning

The Tax Court held that Orem could deduct the accrued liabilities because the sale
price  was  reduced  by  the  amount  of  those  liabilities,  effectively  treating  the
reduction  as  a  payment  by  Orem.  The  court  cited  James  M.  Pierce  Corp.  v.
Commissioner  and other  cases  to  support  the  principle  that  the  assumption of
liabilities in a sale can be treated as a payment by the seller. The court rejected the
IRS’s  argument  that  allowing  the  deductions  constituted  a  change  in  Orem’s
accounting method, emphasizing that the liabilities were accrued and related to the
included  interest  receivables.  The  court  also  addressed  the  concern  of  double
deductions,  explaining that  the increased basis  of  the purchased assets for  the
petitioner was consistent with allowing Orem the deductions.

Practical Implications

This decision allows cash basis taxpayers to deduct accrued liabilities in a corporate
liquidation if the sale price is reduced by the amount of those liabilities. It impacts
how similar cases should be analyzed, as it provides a framework for treating the
assumption of liabilities as a payment, potentially accelerating deductions. Legal
practitioners must consider this ruling when advising clients on tax planning in
corporate  liquidations,  particularly  in  ensuring  that  the  sale  price  reflects  the
assumed  liabilities.  Businesses  contemplating  liquidation  should  structure  their
transactions to account for this treatment, potentially affecting their tax liabilities.
Subsequent cases have applied this  principle,  further refining its  application in
various contexts.


