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The Revenue Departnent partially denied a refund of 1994

i ncone tax clainmed by Paul S. and Connie B. Bishop ("Taxpayers").

The Taxpayers appealed to the Adm nistrative Law D vision, and a

heari ng was conducted on August 14, 1995. CPA Richard H Phillips
represented the Taxpayers. Assi stant Counsel Jeff Patterson
represented the Departnent.

The issue in this case is whether the Departnent properly
disallowed a loss clained by the Taxpayers on their 1994 Al abama
incone tax return. The |oss occurred when accounts receivable held
by the Taxpayers becane uncollectible in that year. The Taxpayers
had reported the fair market value of the receivables as incone in

the year received, 1987. The issue thus is whether the Taxpayers

properly reported the receivables as inconme in 1987. |If so, the
| oss was properly claimed in 1994. [If not, the 1994 | oss nust be
deni ed.

The facts are undi sput ed.
The Taxpayer, Paul Bishop, sold his stock in Emack Slate
Conpany, Inc. in 1987. The Taxpayer received cash of $208, 993. 00,

and was assigned accounts receivable by the conmpany of $172, 254. 00.



The Taxpayer reported the cash and the fair market value of the
recei vabl es as inconme in 1987.

In 1994, a portion of the receivables totaling $51,993. 00 owed
by Babco Roofing Conpany becane uncollectible. The Taxpayers
accordingly clainmed that anbunt as a loss on their 1994 Al abama
return. The return as filed showed a refund due of $2,666.00. The
Departnent reviewed the return, disallowed the 1loss, and
accordi ngly reduced the Taxpayers' refund to $94.00. The Taxpayers
subsequent|ly appealed to the Adm nistrative Law Di vi sion.

The Departnment argues that the Taxpayers, as cash basis
t axpayers, should not have reported the wuncollected accounts
receivable in 1987. Consequently, they cannot now claima | oss for
t he receivabl e that becane uncollectible in 1994.

The Taxpayers argue that the cash and the accounts receivable
were both properly reported in the year received, 1987. The
Taxpayers cite Departnent Reg. 810-3-7-.01(1)(c)(1), which provides
that the amount realized fromthe sale of property nmust include any
noney received plus the fair market value of any other property
received. The Taxpayers argue that the accounts receivable were
"property" received, and thus correctly reported in 1987. The
Taxpayers al so argue that the installnment nmethod of reporting was
not applicabl e because nore than 40 percent of the sale price was

received in the initial year. See, Dept. Reg. 810-3-44-.01.1

'Reg 810-3-44.01 does provide a 40 percent naxi mumfirst year
paynment, but only for years prior to 1985. For 1985 and | ater
years, the 30 percent rule followed by the IRS is al so applicable



in Al abama.
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The Departnent, in its response dated Septenber 14, 1995
argued that under the installnment nethod, the unpaid receivables
shoul d have been reported only when paid, not in the year of
recei pt. Consequently, because any unpai d account should not have
been initially reported as incone, it cannot |ater be allowed as a
| oss.

The controlling question is whether the fair market val ue of
the accounts receivable should have been reported as incone in
1987.

Initially, | agreed that because the receivabl es had not been
paid in 1987, the cash basis Taxpayers should not have reported
them in that year. However, after a review of the relevant
authority, | now agree with the Taxpayers that the receivables
constituted incone that was properly reported in 1987.

The amount realized from the sale of property is all noney
received plus the fair market value of any other property, other
t han noney, received. Code of Ala. 1975, §40-18-7 and Dept. Reg.
810-3-7-.01(3)(a). The receivables in issue constituted property
received, and thus were properly reported by the Taxpayers in 1987.

The 1987 sale also could not have been reported under the
i nstal | nent net hod. Code of Ala. 1975, 8§40-18-44 provides that
i ncone derived froman installnment sale nmay be reported for Al abanma
purposes in the sane manner as allowed for federal purposes at 26

U S. C. §453.
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Under §453, a taxpayer is required to report as incone in any
taxable year only that proportion of the installnent paynments
received in that year which the gross profit to be realized bears
to the total contract price. The installnment method cannot be
used, however, if paynents in the initial year exceed 30 percent of
the selling price. "Paynents" as used in §453 includes cash and
ot her property, but does not include evidences of indebtedness of
t he purchaser. | RC Reg. 1.453-1(c)(1) and 1.453-4(b). The
receivables in issue are third-party indebtedness, not indebtedness
of the purchaser, and thus constituted "paynents" under §453.
Those paynents exceeded 30 percent of the total sales price, and
thus were properly reported as incone in the year received. In any
case, the actual cash received by the Taxpayer in 1987,
$208, 993. 00, exceeded the 30 percent limt so as to bar use of the
i nstal | ment net hod.

In Hol mes v. Comm ssioner, 55 TC 53 (1970), the Tax Court held

that a prom ssory note given in consideration for the sale of
property was taxable in the year received.?

Petitioners further argue that to treat the Smth note as
a paynent in the year of sale would be contrary to the
intention of Congress. They maintain that Congress
certainly did not intend for a taxpayer to have to pay a

*The issue in Hol mes was stated by the Tax Court as foll ows:
"The narrow issue for our decision is whether the Smth
(prom ssory) note, otherw se being the equivalent of cash, is an
evi dence of indebtedness of the purchaser so as not to constitute
a paynent to petitioners in the year of sale in ascertaining the
profit to be reported in that year".



-6-

tax on noney he has not received. |In response to this

argunent, we need only point out to petitioners that it

is the receipt of inconme which triggers a Federal incone

tax and that it is well established that the term

"inconme" as used in the revenue statutes is not limted

to cash incone. | ndeed, where section 453 for sone

reason i s inapplicable, as for exanple where nore than 30

percent of the sales price is received in the year of

sale, the entire gain on the sale is taxable in the year

of sale even though the bal ance of the purchase price is

represented by property that is not readily convertible

to cash.

The Taxpayer in this case received the entire purchase price
of the stock in 1987, either in cash or as other property, the
accounts receivable. The cash and the receivables were thus
properly reported as incone in that year. Having properly reported
the entire amount in 1987, and paid tax thereon, the Taxpayers
should now be allowed a loss for the receivable that becane
uncol l ectible in 1994.

The above considered, the entire refund of $2,666.00 clai ned
by the Taxpayers for 1994 shoul d be al |l owed.

This Final Order may be appealed to circuit court within 30
days pursuant to Code of Ala. 1975, §40-2A-9(9).

Entered COctober 19, 1995.

Bl LL THOVPSON
Chi ef Adm nistrative Law Judge



