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IRS Allows Do-Over for Installment Method Election
By Patrick Hoehne • Wood & Porter • San Francisco

One interesting (though perhaps academic) 
point concerns the specific manner in which 
the IRS chose to attack these transactions. 
With several Code provisions in the offing, 

the IRS presumably picked Code Sec. 367(b) 
as the fumigation vehicle for this hornet’s 
nest precisely because of the broad reach 
that section has. 

It is easy to recall those childhood moments 
on the playground or sandlot when it was 
commonplace to cry out “do-over!” if a game 
didn’t go your way. As an adult, those “do-
overs” are few and far between, especially 
when it comes to taxing agencies.

However, the IRS recently issued LTR 
200627012 [Apr. 4, 2006], granting a taxpayer 
corporation’s request to amend its tax return 
in order to elect the installment method for 
the sale of shareholders’ stock. While the 
regulations provide that an election to use 
the installment method must be made on an 
original tax return, the taxpayer cried out “do-
over!” and the IRS listened.

In LTR 200627012, the shareholders of the 
taxpayer entered into an agreement to sell 
their stock to a third party for cash. The buyer 
made a partial cash payment and gave the 
shareholders promissory notes for the balance. 
The promissory notes provided for equal semi-
annual payments of principal and accrued 
interest over a number of years.

The buyer filed a Code Sec. 338(h)(10) 
election to treat the stock sale as a deemed 
asset sale. Due to the Code Sec. 338(h)(10) 
election, the entire gain from the sale of stock 
was reported on the taxpayer’s return for 
that year. When the shareholders’ tax returns 
were being prepared, the shareholders 
realized that the entire gain from the deemed 
asset sale would be recognized immediately 
because the installment method had not been 
elected. Shortly thereafter, the taxpayer filed 
an amended return, reporting the sale as an 
installment sale.

The federal income tax return for each 
shareholder was timely filed. Each return 
reflected the sale as if it had been properly 
reported as an installment sale on the 
taxpayer’s return. Each shareholder reported 
taxable income for the year of the sale based 
upon the installment method.

Learn by Doing
Section 453(a) of the Internal Revenue Code 
provides that a taxpayer must report income 
from an installment sale under the installment 
method. An installment sale is a disposition of 
property for which at least one payment is to 
be received after the close of the tax year of the 
disposition.

Temporary Reg. §15a.453-1(b)(3)(I) defines 
“payment” to include amounts actually 
or constructively received in the tax year. 
Of course, a taxpayer can elect out of the 
installment method, and that election generally 
occurs by simply doing nothing. Thus, a 
taxpayer who reports an amount realized 
equal to the selling price, including the full 
face amount of an installment obligation on a 
timely filed tax return for the taxable year in 
which the installment sale occurs, is considered 
to have elected out of the installment method. 
[See Temporary Reg. §15a.453-1(d)(3).] 

In other words, the filing of the original return 
constitutes an election out of the installment 
method which is generally irrevocable. A 
taxpayer may not file an amended tax return 
to use the installment method without prior 
consent from the IRS. A revocation of an election 
out of the installment method is retroactive, and 
will not be permitted when one of its purposes 
is the avoidance of federal income taxes. [See 
Temporary Reg. §15a.453-1(d)(4).]

Oops
Here, the parties said that they always intended 
to use the installment method. As soon as the 
shareholders realized that the entire gain had 
been reported on the taxpayer’s original return, 
they took prompt, though improper, action. 
They filed an amended return for the taxpayer as 
though no election out of the installment method 
had been made. The shareholders filed their 
individual returns consistent with that amended 
return. A short time after filing their individual 
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Each year, the Internal Revenue Code seems to 
get longer and more complex. Since 1986 alone, 
there have been over 14,000 amendments to the 
Code. 2005 was no exception to that trend with 
Congress passing 14 separate tax bills. Although 
2006 will likely not exceed 2005 in the Hank 
Aaron versus Barry Bonds–like tax hit parade, 
the volume of legislation has been steady. 

Indeed, over the past decade, Congress 
has passed a batting average of nine tax bills 
every year. Betting odds are that Congress 
will continue to tinker with the Code for the 
foreseeable future, extending its frequent annual 
changes far beyond my professional career.

With the enactment of so many new Code 
sections and subsections, paragraphs and 
subparagraphs, it’s no wonder that tax 
practitioners need to spend so much time in 
the dugout and batter’s box learning these 
new rules. Still, digesting new rules is only a 
part of Code landscape that we must examine 
and understand. We must also obtain a fluency 
in the existing Code, and at times, that is not 
easy either.

Old Friends, New Friends
Take, for example, Code Sec. 166, a relatively 
benign section that all M&A TAX REPORT readers 
know allows taxpayers to claim a deduction 
for bad debt. Section 166 was enacted as part 
of the 1954 Code, and while over the years 
Congress has amended it some, overall it 
remains true to its original form. Despite being 
relatively static, for some taxpayers claiming 
a Code Sec. 166 deduction is no more certain 
today than it was in the Eisenhower era. 

Just ask ABC Beverage Corporation (“ABC”), 
one of the largest independent beverage bottlers 
in America. ABC has battled the IRS for the past 

11 years over a $10 million bad debt deduction 
claimed on its 1995 tax return. Eventually, the 
question had to be resolved by the Tax Court. 
[See ABC Beverage Corporation, 92 TCM 268, 
Dec. 56,620(M), TC Memo. 2006-195.]

Before delving into the Code Sec. 166 issue, 
it is necessary to explain the bottling industry, 
which helps explain why the IRS took issue 
with ABC. Back in 1986, the soft drink bottling 
business consisted of the “big three.” There 
were two well-known titans, Coke and Pepsi, 
and a third quasi-independent network 
encompassing all others. 

Independent beverage labels at that time 
included Dr. Pepper, 7-Up and Squirt, to name 
a few. The independent bottling network 
was two-tiered: independent concentrate 
makers and independent bottling facilities, 
each usually owned separately yet completely 
dependent upon one another.

Economic Landscape
The bottling industry began to realign 
fundamentally as Coke and Pepsi vertically 
integrated their bottling businesses by buying 
their bottling facilities. The two titans could 
then produce, bottle and distribute their own 
beverages without independent bottlers. 
This was a significant departure from the 
bottling business prior to 1986, when bottling 
facilities could contract with Coke or Pepsi to 
exclusively bottle and distribute drinks in a 
given geographic region.

1986 was also the heyday of the leveraged 
buyout (“LBO”) in which investors scoured 
the country for high cashflow industries. The 
bottling industry, with its fairly high and steady 
cashflows, was ripe for LBO investors. One such 
opportunity in the bottling industry arose when 

returns, the shareholders submitted a request for 
a ruling seeking consent to revoke the taxpayer’s 
election out of the installment method.

A taxpayer’s mistake often leads to additional 
taxes, penalties and interest. However, here 
the IRS granted consent for the revocation of 
the taxpayer’s election out of the installment 

method. Put simply, the IRS allowed a “do-
over,” and that was even after the amended 
(a.k.a. “do over”) return was already filed. 

Of course, you can’t plan for this. Relying 
on the IRS to grant such a consent seems 
risky. It is probably best to leave “do-overs” to 
childhood memories.




