| NTERNAL REVENUE SERVI CE
NATI ONAL OFFI CE TECHNI CAL ADVI CE MEMORANDUM

| ndex Nunbers: 61. 03-00; 446.01-05; 1001.02-00
Control Nunber: TAM 115028-98
Novenber 9, 1998

Nunber: 199909003
Rel ease Date: 3/5/1999

Taxpayer’ s Nane:
Taxpayer’ s Address:
Taxpayer’s TI N

Tax Year:

LEGEND

Conpany

| SSUES

(1) I's Taxpayer required to use the accrual nethod to
account for the purchase and sal e of used autonobil es?

(2) Are Taxpayer’s transfers of custoner notes to Conpany
sal es or financings?

(3) If the transfers described in | SSUE (2) are sal es, what
are the anounts realized?

CONCLUSI ONS

(1) Taxpayer is required to use the accrual nethod to
account for the purchase and sal e of used aut onobil es.

(2) Taxpayer’s transfers of custonmer notes to Conpany are
sal es.

(3) The anopunts realized fromsales of the custonmer notes
equal (a) the cash received for the custoner note, plus (b) the
fair market val ue of Taxpayer’'s right to receive the distribution
paynments created by the sale.
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FACTS

Taxpayer is an individual who files on the basis of a
cal endar year using the cash receipts and di sbursenents net hod of
accounting. During Tax Year, Taxpayer sold used autonobiles.
Si nce nost of Taxpayer’s custoners were unable to arrange third-
party financing (because of perceived credit risk), Taxpayer
accepted install nent notes (custonmer notes), secured by a lien on
t he autonobile, as part of the consideration for sales.

To finance its own operations and avoid the difficulties of
servicing the custoner notes, Taxpayer entered into a "servicing
agreenent” with Conmpany. Under the agreenent, Taxpayer paid
Conpany a one-tine, nonrefundable enrollnent fee and agreed to
periodically submt customer notes for servicing, adm nistration,
and collection. |f Conpany accepted a custoner note, it nade an
advance paynent to Taxpayer and agreed to nake distribution
paynents, which were nonthly paynents conditioned on Conpany’s
col l ections on the customer notes. The advance paynment was the
| esser of 50 percent of the outstandi ng principal balance of the
custoner note or 150 percent of the net down paynent rmade on the
pur chase of the financed autonobile. A custoner’s default did
not obligate Taxpayer to return the advance paynent or to
repurchase either the customer note or the financed autonpbile.

Conpany determ ned the distribution paynents by pooling the
custoner notes transferred by Taxpayer and by applying paynents
on the pool in the following order: (1) to pay Conpany’s
collection costs (all of Conpany’s out-of-pocket costs incurred
in the adm nistration, servicing and collection of the custoner
notes), (2) to pay Conmpany’s fee of 20 percent of the total
paynent (net of any collection costs), and (3) to repay Conpany
for all advance paynents nade to Taxpayer. The rem nder, if any,
was payabl e to Taxpayer as distribution paynents.

Taxpayer has stated that he never received and does not
expect to receive any distribution paynments.

Once Conpany agreed to service a custoner note, Taxpayer
transferred the custonmer note, all files relating to the custoner
note, and Taxpayer’s security interest in the financed
autonobi l e. Conpany was entitled to endorse Taxpayer’s nane on
any paynents made to Taxpayer and any other instrunments
concerning the custoner note and the financed autonobil e.
Taxpayer was obligated to ensure that the custoner obtained and
mai nt ai ned adequat e aut onobi | e i nsurance.

Conpany, in its discretion, could determ ne whether there
was a default on a customer note and could waive any |ate
paynent, charge, or any other fee it was entitled to collect in
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the ordinary course of servicing the custonmer note. Conpany
agreed to use reasonable efforts to collect all paynments due
under a custoner note and to repossess and sell or otherw se
i qui date the financed autonobile if a default on the custoner
note occurred. Taxpayer agreed to i ndemify Conpany for any
expenses and clains arising out of Conpany’s adm nistration,
servicing, and collection on the custoner notes.

Conpany had the right to term nate the servicing agreenent
on 30 days witten notice to Taxpayer. Conpany could term nate
i mrediately if for any two cal endar quarters Taxpayer failed to
pl ace with Conmpany at |east 15 qualifying custoner notes or if
Taxpayer "defaulted.” Taxpayer also had the right to term nate
t he servicing agreenent on 30 days witten notice. |f Conpany
term nated the agreenent because of default or if Taxpayer
term nated the agreenent, Taxpayer was obligated to pay Conpany
its unrei nbursed collection costs, any outstandi ng advances, and
a termnation fee equal to 20 percent of the outstandi ng anounts
of the custoner notes. |If Conpany term nated the agreenent
(other than for default) or if Taxpayer term nated the agreenent,
Conpany woul d conti nue servicing and adm ni stering the custoner
not es unl ess Taxpayer asked Conpany to stop.

At the tinme they signed a custoner note, Taxpayer’s
custonmers were told that the custonmer note woul d be assigned
(wi thout recourse) to Conpany. The assignnent was stated on the
face of the custoner notes.

Taxpayer effectively treated the transfers of custoner notes
to Conpany as sales for federal inconme tax purposes. Taxpayer’s
treatnent was consistent with a letter received from Conpany.

The letter was prepared for Conmpany’s use, including distribution
to deal ers participating in Conpany’s prograns, and acknow edged
that sale treatnent was a perm ssible characterization of the
transfers.

OVERVI EW

During Tax Year, Taxpayer sold used autonobiles in exchange
for cash and custonmer notes. Taxpayer then sold the customer
notes to Conpany for cash plus the right to receive distribution
paynent s.

As a dealer in used autonobiles, Taxpayer was required to be
on an accrual nethod of accounting. On the sale of an
aut onobi | e, Taxpayer’s amount realized was the cash received plus
the issue price of any custoner note received, which (assum ng
adequate stated interest) was the face anount of the custoner
not e.
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On the sale of a custoner note, Taxpayer’s anount realized
was the cash received from Conpany (the advance paynent) plus the
fair market val ue of Taxpayer’'s right to receive the distribution
paynments. Thus, Taxpayer realized a | oss on the sale of a
customer note equal to the difference between Taxpayer’s adj usted
basis in the custoner note and Taxpayer’s anount realized.

LAW AND ANALYSI S
| SSUE 1

| s Taxpayer required to use an accrual method to account for
the purchase and sal e of used aut onobil es?

Section 446(a) of the Internal Revenue Code provides that
taxabl e inconme is conputed under the nethod on the basis of which
the taxpayer regularly conputes his inconme in keeping his books.

Section 446(b) of the Code provides that if the nethod of
accounting used by the taxpayer does not clearly reflect incone,
the conmputation of taxable inconme shall be nade under such nethod
as, in the opinion of the Secretary, does clearly reflect incone.

Section 446(c) of the Code provides, in part, that subject
to section 446(a) and (b), a taxpayer nmay conpute taxable incone
under the cash method of accounting or an accrual nethod of
accounti ng.

Section 1.446-1(a)(4)(i1) of the Inconme Tax Regul ati ons
provides that in all cases in which the production, purchase, or
sal e of merchandi se of any kind is an incone producing factor,
mer chandi se on hand (i ncluding finished goods, work in progress,
raw materials, and supplies) at the beginning and end of the year
shall be taken into account in conputing the taxable inconme of
the year. (For rules relating to conputation of inventories, see
sections 263A and 471 and the regul ati ons thereunder.)

Section 1.446-1(c)(2)(i) of the regulations provides that in
any case in which it is necessary to use an inventory, the
accrual method of accounting nmust be used with regard to
purchases and sales unless otherwise authorized under § 1.446-

1(c)(2)(ii).

Section 1.446-1(c)(2)(ii) of the regulations provides that
the Commissioner may authorize a taxpayer to continue the use of
a method of accounting consistently used by the taxpayer, even
though not specifically authorized by the regulations, if, in the
opinion of the Commissioner, income is clearly reflected by the
use of such method.
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Section 471 of the Code provides that whenever in the
opi nion of the Secretary the use of inventories is necessary in
order clearly to determ ne the incone of any taxpayer,
i nventories shall be taken by such taxpayer on such basis as the
Secretary may prescribe as conformng as nearly as may be to the
best accounting practice in the trade or business and as nost
clearly reflecting the incone.

Section 1.471-1 of the regulations provides that in order to
refl ect taxable inconme correctly, inventories at the beginning
and end of each taxable year are necessary in every case in which
the production, purchase, or sale of merchandise is an incone
producing factor. The inventory should include all finished or
partly finished goods and, in the case of raw materials and
supplies, only those that have been acquired for sale or that
wi Il physically becone a part of nerchandise intended for sale.

Under § 1.471-1 of the regulations, inventories are
necessary in every case in which the production, purchase, or
sale of merchandise is an income producing factor. See also
8§ 1.446-1(a)(4)(i). "Merchandise" for purposes of § 1.471-1 is
property transferred to a customer.

Taxpayer transferred used automobiles to its customers, and
the purchase and sale of such merchandise (used automobiles) were
income producing factors in Taxpayer's business. This means that
Taxpayer was required to maintain an inventory. Thus, Taxpayer
is required to use the accrual method to account for the purchase
and sale of used automobiles.

A change from Taxpayer's current method of accounting to the
accrual method of accounting requires computing an adjustment
under section 481(a) of the Code. The entire section 481(a)
adjustment should be taken into account in the earliest year
under examination. Section 481(b) may limit the amount of tax
arising from the section 481(a) adjustment.

ISSUE 2

~ Are Taxpayer's transfers of customer notes to Company sales
or financings?

Taxpayer transferred customer notes to Company in exchange
for advance payments and contractual rights to distribution
payments. The question is whether Taxpayer sold the customer
notes or whether Taxpayer borrowed the advance payment from
Company using the customer notes as collateral. If the
transactions were sales, then Taxpayer must recognize any gain or
loss for federal income tax purposes under section 1001 of the
Code. Alternatively, if the transactions were secured
financings, then Taxpayer does not include the borrowed amounts
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in gross incone. United States v. Centennial Savings Bank FSB,
499 U.S. 573, 582 (1991), 1991-2 C B. 30.

In general, federal incone tax consequences are governed by
the substance of a transaction deterni ned by the intentions of
the parties to the transaction, the underlying econonmcs, and al
other relevant facts and circunstances. Gegory V. Fblverlnq,
293 U.S. 465 (1935), XIV-1 C.B. 193. The |abel the parties affix
to a transaction does not determine its character. Hel vering v.
Lazarus & Co., 308 U. S. 252, 255 (1939), 1939-2 C. B. 208; Mapco
Inc. v. United States, 556 F.2d 1107, 1110 (C. d. 1977).

The term"sale"” is given its ordinary neaning and is
generally defined as a transfer of the ownership of property for
noney or for a promi se to pay noney. Conm ssioner v. Brown, 380
U S. 563, 570-71 (1965), 1965-2 C B. 282. Wether a transaction
is a sale or a financing arrangenent is a question of fact, which
nmust be ascertained fromthe intent of the parties as evi denced
by the witten agreenents read in light of the attending facts
and circunstances. Haggard v. Commi ssioner, 24 T.C 1124, 1129
(1955), aff’'d, 241 F.2d 288 (9th Cir. 1956). But see Farley
Realty Co. v. Conmi ssioner, 279 F.2d 701, 705 (2d G r. 1960)
("[T]he parties’ bona fide intentions may be ignored if the
rel ationship the parties have created does not coincide with
their intentions.").

A transaction is a sale if the benefits and burdens of
owner shi p have passed to the purported purchaser. Hi ghland
Farnms, Inc. v. Conmm ssioner, 106 T.C 237, 253 (1996); Godt &
McKay Realty, Inc. v. Conmissioner, 77 T.C 1221, 1237 (1981).
In cases involving transfers of debt instrunents, the courts have
considered the following factors to be relevant in determning
whet her the benefits and burdens of ownership have passed:
(1) whether the transaction was treated as a sale, see United
Surgical Steel Co., Inc. v. Comm ssioner, 54 T.C 1215, 1229-30,
1231 (1970), acq., 1971-2 C.B. 3; (2) whether the obligors on the
notes (the transferor’s custoners) were notified of the transfer
of the notes, id.; (3) which party serviced the notes, id.; Town
& Country Food Co., Inc. v. Conm ssioner, 51 T.C 1049, 1057
(1969), acqg., 1969-2 C B. xxv; (4) whether paynents to the
transferee corresponded to collections on the notes, United
Surgical Steel Co., 54 T.C. at 1229-30, 1231; Town & Country Food

Co., 51 T.C. at 1057; (5) whether the transferee inposed
restrictions on the operations of the transferor that are
consistent with a |l ender-borrower relationship, United Surgica
Steel Co., 54 T.C. at 1230; Yancey Bros. Co. v. United States,
319 F. Supp. 441, 446 (N.D. Ga. 1970); (6) which party had the
power of disposition, American Nat’'|l Bank of Austin v. United
States, 421 F.2d 442, 452 (5th Gr. 1970), cert. denied, 400 U S
819 (1970); Rev. Rul. 82-144, 1982-2 C.B. 34; (7) which party
bore the credit risk, Union Planters Nat’'l Bank of Menphis v.
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United States, 426 F.2d 115, 118 (6th Cr. 1970), cert. deni ed,
400 U.S. 827 (1970); Elnmer v. Conm ssioner, 65 F.2d 568, 569 (2d
Cir. 1933), aff’'g 22 B.T. A 224 (1931); Rev. Rul. 82-144; and
(8) which party had the potential for gain, United Surgical Stee

Co., 54 T.C. at 1229; Town & Country Food Co., 51 T.C. at 1057;
Rev. Rul. 82-144. No one factor is dispositive of the issue of
whet her a sale has taken place. The facts and circunstances
determ ne the inportance of each factor. Thus, a factor-by-
factor analysis is necessary to determ ne whet her Taxpayer sol d
t he custoner notes.

(1) Were the transfers treated as sal es?

The form of the agreenent between Taxpayer and Conpany is
that of a servicing agreenent and not a sales contract. Taxpayer
neverthel ess treated the transfers of the customer notes as sal es
for tax purposes. Further, in the letter sent to Taxpayer,
Conpany acknow edged that sale treatnent was a perm ssible
characterization of the transfers.

(2) Were Taxpayer’s custoners notified of the transfer of the
custoner notes to Conpany?

Custoners were told at the tinme they signed a customer note
that it would be assigned wi thout recourse to Conpany. The
assi gnnent was al so stated on the note itself. See, e.g., United

Surgical Steel Co., 54 T.C. at 1229-30, 1231 (custoners’ |ack of
notice of assignnent was a factor supporting financing
treatnment).

(3) Wich party handl ed coll ections and serviced the custoner
not es?

Conpany col |l ected paynents, serviced the custoner notes, and
repossessed the financed autonobile if a custoner defaulted.
Al t hough the servicing agreenent states that Conpany was
Taxpayer’s nom nee for adm nistrating, servicing and coll ecting
on the customer notes, in fact, Conpany was not acting as
Taxpayer’ s agent. Taxpayer did not exercise any control over
Conpany. Aside fromagreeing to use reasonable efforts, Conpany
had sol e discretion to determ ne whether a default had occurred
and to elect to pursue renedies. Conpare United Surgical Stee
Co., 54 T.C. at 1229-30, 1231, and Town & Country Food Co., 51
T.C. at 1057 (taxpayers collected paynents and serviced
install ment notes) with Elner, 65 F.2d at 570 (taxpayer did not
col l ect paynents on installnent notes). See also Mapco, 556 F.2d
at 1111.
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(4) Did paynents to Conpany correspond to collections on the
custonmer notes?

The paynents Conpany received were the paynments that Conpany
coll ected on the custoner notes. Taxpayer had no obligation to
make paynents to Company. Conpany received paynents only if and
when it collected anmbunts on the custonmer notes. Conpare United
Surgical Steel Co., 54 T.C. at 1230, and Town & Country Food Co.,
51 T.C. at 1057 (lenders | ooked to taxpayers for repaynent, not
paynments on pl edged installnment notes) with Branham v.

Conmm ssioner, 51 T.C. 175, 180 (1968) (taxpayer’s paynents to
purported | ender were exactly the same in anmount and timng as
paynments on underlying installnment notes). Furthernore, an
advance paynment was based on a fixed anount of a custoner note,
not on Taxpayer’'s creditworthiness. This inplies that Taxpayer
sold the customer notes. Cf. United Surgical Steel Co., 54 T.C
at 1231 (taxpayer did not borrow maxi num anount all owabl e under
agreenent); Yancey Bros. Co., 319 F. Supp. at 446 (taxpayer had
access to additional funds w thout providing additional
collateral).

(5) Did Conpany inpose restrictions on the operations of Taxpayer
that are consistent with a | ender-borrower relationship?

The rel ati onshi p between Taxpayer and Conpany had none of
the characteristics that are common in a | ender-borrower
rel ati onship. Conpany inposed no restrictions on the operations
of Taxpayer. For exanple, Conpany did not require Taxpayer to
mai ntain a specified ratio of assets to liabilities or current
assets to current liabilities. Conpany did not receive the right
to revi ew Taxpayer’ s books and records. Conpany received only
the right to docunents that were necessary for Conpany to
exercise its rights and duties concerning the transferred
custoner notes. Since Conpany inposed no restrictions on
Taxpayer’ s operations, Conpany is less |like a | ender and nore
| i ke a purchaser of the custoner notes. See, e.qg., United
Surgical Steel Co., 54 T.C. at 1230 (bank’s inposition of
restrictions on operations of taxpayer was a factor show ng
| ender - borrower relationship). That conclusion is further
supported by Conpany’s failure to require Taxpayer to maintain a
m ni mrum anount of collateral. See, e.g., Union Planters Nat’
Bank of Menphis, 426 F.2d at 118, (purported seller required to
make margi n account paynents); Yancey Bros. Co., 319 F. Supp. at
446 (taxpayer obligated to maintain ratio of collateral to debt
of not |ess than 105 percent).

(6) Which party had the power to di spose of the custoner notes?

The servicing agreenent is silent about the power of
di sposition. Taxpayer coul d di spose of the custonmer notes only
by reacquiring all of themfrom Conpany. To reacquire the
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custonmer notes, Taxpayer had to term nate the servicing agreenent
and pay Conpany its unreinbursed collection costs, any

out st andi ng advances, and a term nation fee equal to 20 percent
of the outstanding anounts of the custonmer notes. |f, however,
Conpany were a lender, then it would be reasonable to expect
Taxpayer to have the ability to substitute collateral of equa

val ue to secure the outstanding loan. Cf. Anerican Nat’'|l Bank of

Austin, 421 F.2d at 452 (purported seller could dispose of the
securities without prior approval from purported buyer). At the
same tinme, Conpany’s power to dispose of the custoner notes nust
have been restricted, since Taxpayer had the right to reacquire
t hem

(7) Which party bore the credit risk on the custonmer notes?

By transferring the customer notes to Conpany, Taxpayer
elimnated al nost all of his exposure to credit risk on the
custonmer notes. Aside from cancelling the servicing agreement or
breaching a representation or warranty, in the event of a
custoner’s default, Taxpayer had no obligation to repurchase
either the customer note or the financed vehicle, or return the
advance paynent. Further, Taxpayer fixed his economc loss in
the custonmer notes. After transferring a custonmer note,
Taxpayer’s only risk of loss was a dimnution in value of its
right to receive distribution paynents. Conpany, on the other
hand, was at risk for recouping the advance paynents it nade to
Taxpayer.

It may be argued that Conpany’s risk of |oss was
i nsubstanti al because (1) it advanced Taxpayer no nore than 50
percent of the face anobunt of each custoner note, and (2) the
di stribution paynments were based on the entire pool of custoner
notes, which neant that Taxpayer’s right to paynents was
subordi nated to Conpany’s right.

Thi s argunent assumes that the fair market val ue of the
custonmer notes equaled their face anobunts. The evi dence,
however, is to the contrary. Between a customer’s down paynent
and the advance paynent from Conpany, Taxpayer generally profited
on the sale of an autonmobile. G ven the value of the autonobiles
sold, the credit quality of the custoners, and statutory limts
on interest charged in consuner credit sales, it is reasonable to
conclude that the face amounts of the custoner notes exceeded
their fair market values. See, e.qg., Hercules Mdtor Corp. v.
Conmmi ssioner, 40 B.T.A 999, 1000 (1939) (taxpayer inflated sales
price to account for buyer’s uncertain credit status). Taxpayer
transferred custoner notes to Conmpany for cash paynents of no
nore than 50 percent of their face anbunts and permtted Conpany
to retain substantial fees on all collections. Taxpayer would
not have agreed to these conditions unless the fair market val ue
of the customer notes was | ess than their face anounts.
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Accordingly, we are unwlling to conclude that Conpany’ s risk of
| oss was i nsubstanti al.

(8) The potential for gain on the customer notes.

Conpany’s potential for gain on the customer notes was
greater than Taxpayer’s. Conpany gave Taxpayer cash, nanely, the
advance payments when Taxpayer transferred customer notes to
Conpany. Conpany’s right to recover those advance paynents plus
paynment for its collection costs and fees was limted to its
coll ections on the custoner notes. Conpany’s profits, therefore,
depended on the timng and anount of the collections rather than
on any interest charged to Taxpayer while the advance paynents
wer e out standi ng. Consequently, the greater the collections on
the custoner notes, the greater Conpany’'s rate of return on the
advance paynents made to Taxpayer. ' 1In addition, Conpany stood
to gain nore than Taxpayer if custoners defaulted at a rate | ower
t han expect ed.

In cases addressing transfers of debt instruments or other
rights to future paynents, courts have pointed to a fixed rate of
return on the | oaned anpbunt as evidence that the transactions
were financings. E.g., Mpco, 556 F.2d at 1111-12; Union

'!An exanple may help illustrate why Conpany’s rate of return
on its investnent (the advance paynents) depended solely on the
performance of the custoner notes. Assune Taxpayer transferred
to Conpany a customer note with a face anmount of $5,900, a term
of 36 nonths, an interest rate of 18 percent per annum and
nont hl y paynents of approxi mately $213. Al so assune that Conpany
had no coll ection costs and Taxpayer transferred only the one
custonmer note. Conpany would be entitled to receive its fee of
20 percent of each paynent (approximately $43). Conpany woul d
also be entitled to the remaining $170 of any paynment ($213 - $43
fee) until it recovered the advance paynent of $2,950. Thus,
Conpany would be entitled to seventeen paynents of $213, one
paynment of $103, and ei ghteen paynments of $43. Taxpayer woul d be
entitled to receive, starting in nonth ei ghteen, one paynent of
$110 and ei ghteen paynents of $170.

Conpany’s rate of return on the advance paynment nade to
Taxpayer increases as nore paynents are collected on the custoner
note. |f Conpany were to collect all paynents, then Conpany’s
yield to maturity woul d be approxi mately 46 percent per annum
compounded annual ly. |f Conpany were to coll ect enough paynents
for it to recoup its collection costs, its 20 percent fee, and
its advance paynent, then Conpany’s yield to maturity still would
be approximately 32 percent. As the exanple shows, the nore
paynments Conpany col |l ects, the greater Conmpany’s rate of return
on its advance paynent to Taxpayer
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Planters Nat’'| Bank of Menphis, 426 F.2d at 118; Anerican Nat'l
Bank of Austin, 421 F.2d at 452; United Surgical Steel Co., 54
T.C. at 1229. A debt instrunent can provide for a variable rate
of return and even contingent paynents. E.q.,881.1275-4 and
1.1275-5 of the regulations; Rev. Rul. 83-51, 1983-1 C.B. 48.

Nevertheless, to be a financing there must be a debtor-creditor

relationship between Company and Taxpayer. Since Company's

economic return was based solely on the performance of the

customer notes rather than on its relationship with Taxpayer,

Company was more like an owner of the customer notes than a

creditor of Taxpayer.

After transferring the customer notes, Taxpayer had little
potential to realize gain on the customer notes. Only after
Company recouped its out-of-pocket costs, its fees, and all of
the advance payments would Taxpayer receive any distribution
payments. While Taxpayer had the potential for some benefit if
the pool of customer notes had a low default rate, that potential
benefit does not in itself make Taxpayer the owner of the
customer notes. See Commissioner v. Brown , 380 U.S. 573 (1965);
Rev. Rul. 83-51, 1983-1 C.B. 48. Further, the cost of
reacquiring the customer notes from Company effectively prevented
Taxpayer from profiting from any changes in market interest
rates.

For the foregoing reasons, we conclude that the transfers of
customer notes to Company are sales.

ISSUE 3

What are the amounts realized on the sale of the customer
notes?

Under section 1001(b) of the Code and § 1.1001-1(a) of the
regulations, the amount realized from the sale of property is the
money received plus the fair market value of any other property
received. The fair market value of property is a question of
fact, but only in rare and extraordinary cases will property be
considered to have no fair market value.

In return for the customer notes, Taxpayer received advance
payments and the right to distribution payments. The advance
payments are clearly "money received" under section 1001(b) of
the Code. The amount realized attributable to Taxpayer's right
to receive the distribution payments must be determined.

Under the servicing agreement, Taxpayer's receipt of
distribution payments depended on Company's ability to collect on
the customer notes and Company's cost of making those
collections. Distribution payments were determined under a
complex formula. No amount or time of payment was specified in
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the servicing agreenent for any particular custoner note or any
group of customer notes. Paynent, if any, was deferred until an
indefinite tinme in the future. Mreover, there was no provision
for interest regardl ess of when Taxpayer m ght receive any

di stribution paynents.

The deferred nature of the distribution paynents and the
absence of any stated interest inplicates section 483 of the
Code.? Section 483 generally applies to payments under a
contract for the sale of property if the contract provides for
one or nore paynents due nore than 1 year after the date of sale,
and the contract does not provide for adequate stated interest.
For purposes of section 483, a sale is any transaction treated as
a sale for tax purposes (such as Taxpayer’s transaction with
Conpany) and property includes debt instrunents (such as the
customer notes). 8§ 1.483-1(a)(2) of the regulations.

Section 483 of the Code is intended to ensure that a minimum
portion of the payments under a sales contract is treated as
interest. H. Conf. Rep No. 215, 97th. Cong. 1st Sess. 281
(1981), 1981-2 C.B. 525. In other words, if a sales contract
provides for deferred payments but not adequate stated interest,
section 483 recharacterizes a portion of the deferred payments as
interest for tax purposes. Thus, unstated interest is not
treated as part of the amount realized from the sale or exchange
of property (in the case of the seller) and is not included in
the purchaser's basis in the property acquired in the sale or
exchange. § 1.483-1(a)(2) of the regulations. See ___881.1001-
1(g) and 1.1012-1(g).

Because the servicing agreement calls for deferred payments
but no interest, some portion of the distribution payments must
be characterized as interest under section 483 of the Code.
This, in turn, reduces the amount realized under section 1001
attributable to those payments. Had the servicing agreement
called for a single $100,000 payment due three years after sale
of a pool of customer notes, fixing the amount realized would be
relatively simple. It would involve nothing more than
calculating the present value of the $100,000 on the date of
sale. This, however, is not the case. The conditional nature of
the distribution payments raises additional questions under
section 483(f).

°The deferred receipt of the distribution payments
superficially resenbles the deferred recei pt of paynment in
Conmmi ssioner v. Hansen, 360 U S. 446 (1959), 1959-2 C B. 460.
Nevert hel ess, as discussed | ater, under the facts and
ci rcunst ances, Taxpayer had no fixed right to receive the
di stribution paynments at the tine Taxpayer sold the custoner
not es.
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Section 483(f) of the Code authorizes the Secretary to issue
regul ati ons applying section 483 to any contract for the sale or
exchange of property under which the liability for, or the anpunt
or due date of, a paynent cannot be determned at the tine of the
sal e or exchange. Section 1.483-4 of the regul ations, ® which was
i ssued under the authority of section 483(f), contains rules
appl ying section 483 in the case of a sales contract that calls
for one or nore "contingent paynents".

In general, 8 1.483-4 of the regulations establishes the
treatment of contingent payments by reference to 8 1.1275-4,
which was issued simultaneously with 8 1.483-4 and addresses the
taxation of contingent payment debt instruments. Specifically,

§ 1.483-4(a) states that interest under the sales contract is
generally computed and accounted for using rules similar to those
that would apply if the contract were a debt instrument subject

to 8 1.1275-4(c). Thus, each contingent payment under the
contract is characterized as principal and interest under rules
similar to those in § 1.1275-4(c)(4).

Neither § 1.483-4 nor § 1.1275-4 of the regulations define
the term "contingent payments.” Nevertheless, the statutory
basis for the § 1.483-4 regulations is section 483(f), and
section 483(f) pertains to payments which “the liability for, or
the amount or due date of," cannot be determined at the time of
the sale or exchange. Payments are not contingent payments,
however, merely because of a contingency that is remote or
incidental at the time of the sale or exchange. See __ 81.1275-
4(a)(5).

The distribution payments called for in the servicing
agreement are contingent payments under section 483 of the Code
and 8§ 1.483-4 of the regulations. At the time Taxpayer sold a
customer note, Company's liability for, and the amount and timing
of any distribution payments could not be reasonably determined.
Company's liability to make distribution payments depended on its
ability to collect on the customer notes and its collection
costs. In this case, these contingencies were neither remote nor
incidental. Nor were they predictable.

At the time of sale, both Taxpayer and Company understood
that customers' defaults and Company's collection costs would
reduce the amounts left for distributions to Taxpayer. As

%Section 1.483-4 applies to sales or exchanges that occur on
or after August 13, 1996. For a sale or exchange that occurred
bef ore August 13, 1996, a taxpayer may use any reasonabl e met hod
to account for the contingent paynents, including a nethod that
woul d have been required under the proposed regul ati ons when the
sal e or exchange occurred. See T.D. 8674, 1996-2 C. B. 84, 89.



TAM 115028- 98 - 14-

di scussed above, the face of the custonmer notes generally
exceeded the value of the underlying collateral. G ven that
fact, together with the high credit risk of Taxpayers’ custoners,
Conpany would fail to collect the entire principal anobunt of a
significant but uncertain nunmber of custonmer notes. Conpany
woul d al so have significant but uncertain collection costs.

Thus, reductions due to default and collection costs would be
significant, and because of the forrmula for determ ning the

di stribution paynents, could reasonably be expected to | eave
Taxpayer with mnimal, if any, distribution paynents. For these
reasons, and in |light of other unique circunstances, Conpany’s
liability for, and the anpbunt and tim ng of those paynents to
Taxpayer could not be determned at the time of the sale of the
cust omer not es.

Because the distribution paynments are contingent paynents
under 8§ 1.483-4 of the regulations, each payment must be
accounted for using rules similar to those contained in § 1.1275-

4(c)(4).

Under § 1.1275-4(c)(4) of the regulations, the portion of a
contingent payment treated as interest is includible in gross
income by the holder and deductible from gross income by the
issuer in the year in which the payment is made. A contingent
payment is characterized by 8§ 1.1275-4(c)(4)(ii) as a payment of
principal in an amount equal to the present value of the payment,
determined by discounting the payment at the test rate from the
date the payment is made to the issue date.

Under § 1.1275-4(c)(5)(iii) of the regulations, the holder's
basis in the contingent payments under a contract is reduced by
any principal payments (as characterized by 8§ 1.1275-4(c)(4)(ii))
received by the holder. If the holder's basis in the contingent
payments is reduced to zero, any additional principal payments
(as characterized by 8§ 1.1275-4(c)(4)(ii)) are treated as gain
from the sale or exchange of the contract.

Section 1.1001-1(g)(2)(ii) of the regulations provides the
rule for determining the amount realized attributable to a debt
instrument subject to 8§ 1.1275-4(c)(4) or § 1.483-4. Under
8 1.1001-1(g)(2)(ii), the amount realized attributable to
contingent payments is their fair market value. Since the
distribution payments are contingent payments for purposes of
section 483 of the Code, the amount realized attributable to the
distribution payments is the fair market value of the
distribution payments. Thus, the amounts realized from the sales
of the customer notes equal (a) the cash received plus (b) the
fair market value of Taxpayer's right to receive the distribution
payments.
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The conclusions reached on this issue are consistent with
section 451 of the Code. Section 451(a) provides that the amount
of any item of gross income shall be included in the gross income
for the taxable year in which received by the taxpayer, unless,
under the method of accounting used in computing taxable income,
such amount is to be properly accounted for as of a different
period. Section 1.451-1(a) of the regulations provides that,
under an accrual method of accounting, income is includible in
gross income when all the events have occurred that fix the right
to receive the income and the amount of the income can be
determined with reasonable accuracy. See _ also  §1.446-
1(c)(2)(ii)(A). Thus, itis the right to receive and not the
actual receipt that determines inclusion. Spring City Foundry
Co. v. Commissioner , 292 U.S. 182, 184-85, 1934-1 C.B. 281.

In Commissioner v. Hansen , 360 U.S. 446 (1959), 1959-2 C.B.
460, * the Supreme Court addressed the issue of whether accrual
method taxpayers have a fixed right to receive income even though
payment is withheld. The taxpayers were two automobile dealers
and a trailer dealer who accepted installment notes from their
customers. Each dealer sold their notes to a finance company for
a price determined by a fixed formula. The finance company paid
95 to 97 percent of the formula price in cash and held the
remainder in reserve. The reserve served as security for payment
of the dealers' obligation to repurchase a note that went into
default. If the accumulated reserve exceeded a designated
percentage of the unpaid principal balances of the notes, the
finance companies paid the excess to the dealer.

The Supreme Court held that the dealers had to currently
include in income the amounts withheld in reserve. Even though
the dealers' actual receipt of the reserve amounts was subject to
their contingent liabilities to the finance companies, the Court
concluded that the dealers had received a fixed right to the
reserve amounts. Id. __ at 463. Only one of two things could
happen to the reserve amounts -- either the amounts would be paid
to the dealers or would be used to satisfy the dealers' guaranty
obligations to the finance companies. Id. ___ at465-66. Asthe
dealers effectively received the entire amount of the reserves in
all events, the right to the receive the reserves was not
conditional but absolute at the time they were withheld and the
dealers had to include the reserves in income at that time. Id.

“Section 483 was not applicable in Hansen. Section 483 was
added to the Code by the Revenue Act of 1964, Pub. L. No. 88-272,
§ 224, 78 Stat. 19, 77-79 (1964), and applies to sellers of
ordinary income property as a result of the Tax Reform Act of
1984, Pub. L. No. 98-369, 98 Stat. 678, 98th Cong. 2d Sess.

(1984).
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Under the particular facts and circunstances of the instant
case, Taxpayer does not have a fixed right to distribution
paynents at the tinme Taxpayer sells a customer note. Taxpayer’s
case is distinguishable from Hansen. Taxpayer’s custoners had
poor credit and the custonmer notes were of poor quality. Because
of the poor creditworthiness of the customers, Conpany’s
collection costs were uncertain and sonetines significant.
Conpany was obligated to pay distribution paynments to Taxpayer
only if it collected enough fromthe custonmers to recover (1) al
its collection costs on the transferred custoner notes; (2) its
20% servicing fee on the custonmer notes; and (3) any outstandi ng
advances on the custoner notes. Under these circunstances, there
was reasonabl e doubt that any future distribution paynments woul d
be made to Taxpayer. In light of these facts and circunstances,
whi ch were not present in Hansen, Taxpayer’'s right to
di stribution payments were contingent upon future events that
were uncertain at the tinme the notes were sold to Conpany.

Accordi ngly, the anmobunt realized by Taxpayer fromthe sale
of the custoner notes does not necessarily include the full
anmount of future distribution paynents. Rather, the anount
realized is equal to (a) the cash received plus (b) the fair
mar ket val ue of Taxpayer’s right to receive the future
di stribution paynents.

A copy of this technical advice menorandumis to be given to
Taxpayer. Section 6110(k)(3) of the Code provides that it may
not be used or cited as precedent.

- END-



