STATE OF ALABAMA § STATE OF ALABANMA
DEPARTNVENT OF REVENUE, DEPARTMENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON
V. § DOCKET NO. | NC. 86-112
GARY W & TANYA W BELL §
2575 Dalton Drive
Pel ham Al abama 35124, §
Taxpayers. §
ORDER

This <case involves a disputed income tax prelimnary
assessnment entered by the Revenue Departnent against Gary W &
Tanya W Bell (hereinafter "Taxpayers") concerning the year 1984.

A hearing was held in the matter on August 12, 1986 at which the
Taxpayers were represented by M. Gant MDonald, CPA, and the
Departnent was represented by assistant counsel Mark Giffin
Based on the evidence taken at the hearing, and in consideration of
the argunents and authorities presented by both parties through
post-hearing briefs, the follow ng findings of fact and concl usi ons
of |l aw are hereby nmade and entered.

FI NDI NGS OF FACT

In 1984, the Taxpayers sold 2,500 share of common stock for a
contract price of $327,500.00. The Taxpayer's cost basis in the
stock was $2,500.00. The Taxpayers received $227,500.00 as parti al
paynment on the contract in 1984. On their 1984 federal and Al abanma
i ncome tax returns, the Taxpayers reported $225, 000.00 ($227,500.00
| ess cost basis of $2,500.00) as taxable incone. The Depart nment

audi ted the Taxpayers and determ ned that the $100, 000. 00 bal ance
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due on the contract should have been reported as inconme by the
Taxpayers in 1984. According to the Departnent, the unpaid bal ance
was not excl udable fromtaxable inconme under the installnent sale
provi sion, Code of Al abama 1975, §40-18-7(c), because nore than 40%
of the total contract anount was received in the initial paynment.

The Taxpayers argue that the $100, 000.00 was not taxable in
1984 because under the cost recovery nethod of accounting, paynents
to be received in the future are not reportable until received if
they are contingent or otherwise unlikely to be paid in full. 1In
support of their argunent, the Taxpayers contend that the present
financial status of the stock purchaser is so questionable and
tenuous as to nake uncertain full paynent of the anpunt due.

CONCLUSI ONS OF LAW

Succinctly stated, the cost recovery nmethod of reporting
i ncone provides that if the anmount of an obligation to be received
in the future is uncertain, or the right to receive the paynents
are so contingent or speculative that the fair nmarket val ue cannot
be ascertained, then the incone is not reportable until received.

Warren Jones Conpany v. C. I.R, 524 F. 2d 288; see generally, 1986

C.C.H Fed. Tax Reporter §§2831.063, 2831.887, and 4460.1436. The
cost recovery accounting nethod is akin to the "open transaction”
doctrine, which provides that if a right to receive future incone
IS so contingent upon uncertain facts and circunstances, then the

incone is not reportable until actually received. Estate of Stabhl




v. CI1.R, 442 F.2d 324.

Further, if a taxpayer receives periodic paynents pursuant to
a contract under which paynents are a certainty, such paynments wl|l
be allocated for reporting purposes between return of cost (cost
basis) and the recei pt of taxable incone. However, where there is
uncertainty of paynent, paynents will be considered as a return of
cost, and no gain will be reported until the full cost basis has

been returned. Wllhoit v. CIl1.R, 308 F.2d 259; Liftin wv.

Conmi ssioner, 36 T.C. 909.

There is no dispute that the installnment sale provisions of
§40- 18-7(c) are inapplicable. More than forty percent of the
contract amount was received in the initial installnent, in
violation of the installnent sale provisions in effect during the
year in question. Thus, the determnative issue is whether the
debt was so contingent or uncertain that it was not reportable in
1984 under the above discussed reporting nethods.

The deciding factors are whether the anount of the debt can be
determ ned, and whether the right to receive the debt is legally
fixed. Fromthe evidence, it is clear that the amount of the debt,
$100, 000.00, is certain, as is the debtor's obligation to pay.
Accordingly, the $100,000.00 should have been reported by the
Taxpayers' in 1984. |f the debt is determ ned to be uncollectible
in a later year, then a bad debt deduction wuld then be

appropri ate.
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The fact that the debtor, although clear in anount and legally
fixed, may not be paid in full because of the debtor's financia
insecurity is insufficient cause to defer reporting of the incone

to a later year. |In Parkersburg State Bank v. United States, 33

AFTR 2d 74-529, the court, on the issue of the reportability of
future paynents, stated as foll ows:

You are instructed that a |land sale contract does not
have an ascertai nable fair market value (and thus is not
reportable) if, at the time of the contract, it is not
possible to tell wth substantial certainty the anount,
if any, the taxpayer mght receive in the future under
the contract. A nere possibility that a debtor may not
pay his debt is not enough, however, to support a
conclusion that a land contract does not have an
ascertainable fair market val ue. In order for you to
find that the land contract in question did not have an
ascertainable fair market value in 1968, you nust find
that the probability of the future paynent on the
contract would be so contingent, uncertain, or indefinite
as to be pure speculation. (enphasis supplied)

The above considered, it is hereby determned that the
$100, 000. 00 debt in issue should have been included as taxable
incone by the Taxpayers in 1984, and accordingly, that the
Departnent acted properly in entering the assessnent in issue. The
Revenue Departrent is hereby directed to nmake said assessnent fina
as entered, with appropriate interest as required by | aw.

Done this 31st day of October, 1986.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



