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Taxpayers.

FI NAL ORDER

The Revenue Departnent assessed inconme tax agai nst Cooper L
and Ora Mae Frazier (together "Taxpayers") for the year 1991. The
Taxpayers appealed to the Admnistrative Law D vision and a hearing
was conducted on Septenber 27, 1994. J. Birch Bowdre represented
t he Taxpayers. Assi stant counsel Beth Acker represented the
Depart nent .

Ora Mae Frazier (individually "Taxpayer") sold land to a
famly partnership in 1981. The parties entered into a ten year
install nent note whereby the Taxpayer was to receive sem -annua
installments fromthe partnership and then a ball oon paynent at the
end of the ten years. A nonth before the ball oon paynent was due,
the Taxpayer and the partnership executed a "renewal note" for
anot her ten year period under the sane terns as the original note.

The issue in this case is whether the principal bal ance due on the
original note was "constructively received'" by the Taxpayer in
1991. If so, the Taxpayer must recognize gain on the principal as
taxabl e incone in 1991.

The facts are undi sput ed.

On June 20, 1981, the Taxpayer sold 1,120 acres of real estate



for $669,000 to Frazier Farns, a partnership conprised of the
Taxpayer, her husband, and her son, Sanuel L. Frazier.

The Taxpayer and the partnership executed a purchase noney
nortgage whereby the partnership agreed to make sem -annual
install ments over a 10 year period, with the [unp sum bal ance due
at the end of the ten year period, or on June 30, 1991. The
Taxpayers reported the interest portion of each install nent as
interest inconme on their Al abama returns in the year received. The

gain portion of the principal was also reported as taxable incone.

In early 1991, the Taxpayer and her CPA di scussed her options
concerni ng the upcom ng ball oon paynent due on June 30, 1991. The
Taxpayer had primarily invested in short term (6 nonth or 1 year)
certificates of deposit and noney market funds. She knew t hat
t hose funds were paying less than 6% in 1991, although sone | onger
terminvestnents were paying nore than 6%

The Taxpayer also knew that the partnership had only
approxi mately $320, 000 in cash on hand in 1991, not enough to pay
t he approxi mately $607, 000 owed on the note. Consi dering the
above, the Taxpayer and the partnership executed a renewal note on
June 1, 1991. The note was for the outstanding bal ance on the
original note of ($607,450.29), and included the sane 6% i nterest
rate and the sane 10 year paynent terns as the original note. For
tax purposes, the Taxpayers continued to report the sem -annua

i nstal |l ment paynents on the renewal note the sane as the paynents
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had been reported on the original note.

The Departnent audited the Taxpayers and determ ned that the
Taxpayer had constructively received the principal bal ance due of
$607, 450.29 in 1991. Based thereon, the Departnent treated the
gain portion of the principal (approximtely $501, 000) as taxable
income to the Taxpayers in 1991.

There are no Al abama cases on the issue of constructive
recei pt of incone. The constructive receipt rule holds that
actual receipt of incone is not necessary for the incone to be
t axabl e. Rat her, a taxpayer nust treat inconme as received (and
thus taxable) in the year in which the incone is available and the
taxpayer has the ability to obtain or use the inconme wthout

restriction. See, U S. v. Hancock Bank, 400 F.2d 975 (5th Grr.

1968); Treas. Reg. 81.451-2.

| can find no case |law or other authority which holds that the
extension or renewal of |loan or installnment obligation prior to the
final due date of the |l oan or obligation constitutes constructive
receipt of the anmpbunt that would have been received under the
original obligation.

The Departnent cites Rhonbar Conpany v. Conm ssioner, 47 T.C

75 (1966) aff'd. on other grounds, 386 F.2d 510 (1967) in support
of its position. |In Rhonbar, various famly nenbers controlled a

corporation, Rhonbar, which held the prom ssory notes of another
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famly controlled corporation. The famly nenbers agreed to extend
the due date of the prom ssory notes beyond the original due date.
The IRS attenpted to tax that anmount that woul d have been received
under the original notes as having been constructively received.
The Tax Court rejected the RS s argunent, as follows
The respondent contends that the anmount of $67, 500,
representing the anount of due but unpaid install nent
obligations owwing to the petitioner from John Stuart

Inc., which the petitioner omtted from gross incone,
shoul d properly have been reported as gross incone for

that year. It is his position that the anpunts of such
notes were constructively received in that year, citing
section 1.451-2 of the Inconme Tax Regulations. He

argues, in effect, that John Stuart Inc. was able to pay
the notes upon the maturity dates but that nmenbers of the
Rot hschild famly, who controlled both the petitioner and
John Stuart Inc., chose not to demand paynent because
they preferred that John Stuart Inc. should use its funds
ot herw se.

Section 44 of the Internal Revenue Code of 1939 provides
that in the case of a sale on the installnent plan there
may be returned as incone in any taxable year that
proportion of the installnent paynents actually received
in the taxabl e year which the gross profit realized or to
be received bears to the total contract price.

Wiile we agree with the respondent that the circunstances
here presented warrant special scrutiny to determ ne
whet her the petitioner <constructively received the
paynments, it is our conclusion, after careful exam nation
of the record, that it should not be considered that the
anount of such notes was constructively received. e
t hink that the nonpaynent of the notes was based upon a
valid business reason from the standpoint of both the
obligor and the obligee. Despite the fact that the
Rot hschilds may have controlled both corporations, it
appears that the corporations dealt wth each other, at
| east insofar as these notes were concerned, on an arns-
| ength basis. The evidence shows that failure to pay the
notes when due was attributable to the stringent cash
position of John Stuart |Inc. A plan was worked out,
pursuant to the recommendation of the mnority stock
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interest of John Stuart Inc., whereby the | ong-term debt

owed to the petitioner, including the paynents in

arrears, was re-funded over an extended period. The

petitioner, in consideration of its agreenent to extend

the time for paynment, was to be paid interest upon the

unpaid anmounts, whereas under the old agreenment no

interest was payable. And it may be added that it does

not appear that deferral of paynent of the notes was

pronpted by a tax-avoidance notive on the part of the

petitioner.

The facts in Rhonbar are sufficiently simlar to be
controlling in this case. As in Rhonbar, the involvenent of famly
menbers is not fatal. The Taxpayer testified that she agreed to
renew the note for valid business reasons. First, the renewal note
gave her a steady 6% return on her noney. Second, the partnership
did not have sufficient noney to pay the entire bal ance due.

| question the Taxpayer's argunent that the 6% rate was the
best she could get in 1991. Long-term CDs were paying 6% and
hi gher in 1991, and clearly a 10 year note is long-term (R 34).

But the 6% rate was at |east reasonable.

| do agree, however, that the partnership's |lack of sufficient
assets to pay the balloon note clearly did constitute a valid
busi ness reason. The partnership could have borrowed the
addi ti onal noney needed to make the balloon paynent, but a valid
busi ness deci sion was nade to renew the note instead.

If the parties had not executed the renewal note and the
partnershi p had defaulted on the balloon note, clearly the Taxpayer

woul d not have been required to recognize the unpaid principal as

income. The Taxpayer should not be penalized because the parties
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anticipated that the partnership would be unable to pay.
The above considered, the final assessnent in issue is
di sm ssed. This Final Oder nay be appealed to circuit court
within 30 days pursuant to Code of Ala. 1975, 840-2A-9(9).
Entered on April 26, 1995.

Bl LL THOVPSON
Chi ef Adm nistrative Law Judge



