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SUMMARY
In a recent private letter ruling LTR 201511013 (PLR), the 
Internal Revenue Service (IRS) concluded that the section 
807(f) change-in-basis rule applied where certain life insur-
ance contracts were treated as being reinsured when they 
actually were not, which had resulted in the life insurance 
reserves for the contracts being recorded in the wrong legal 
entity. The PLR represents the first guidance on reserve 
changes since Revenue Ruling 94-74. Revenue Ruling 94-741 
addressed many of the issues presented by section 807(f),2 
primarily relating to whether changes to items prescribed by 
statute were “changes in basis” or “errors.” However, certain 
issues persisted. By narrowing the category of what the IRS 
considers to be errors, the PLR expands the universe of reserve 
adjustments considered to be accounting method changes to 
which the change-in-basis rule potentially applies. The PLR 
speaks to a few of these important issues and provides some 
analytical clarity as to how the IRS approaches them.

This article looks at the facts of the PLR, the statutory and 
administrative background for life insurance reserves and 
accounting method changes, the difference between errors 
and changes in basis, and the issues both resolved and raised 
by the PLR. 

BACKGROUND OF THE RULING

The Life Insurance Contracts and Erroneous 
Reinsurance Treatment
In the PLR, a U.S. branch of a non-U.S. life insurance com-
pany (IC 1) entered into reinsurance agreements under which 
IC 1 assumed risks on both whole life and term life insurance 
contracts from unrelated third party insurers. IC 1 then entered 
into a reinsurance treaty with another insurance company (IC 
2), which was related to IC 1 through common ownership. IC 
1 retroceded 100 percent of the risk on the term life insurance 
policies to IC 2; IC 1 retained the risk on the whole life insur-
ance policies. IC 1 had two systems for accounting for all of 
the insurance contracts on a contract-by-contract basis. First, 
it had an administrative system to track premiums, benefits 
payments, and other accounting items. Second, it had a valu-

ation system specifically to calculate life insurance reserves. 
IC 1 and IC 2 used the information from these two systems 
to prepare financial statements, including statutory financial 
statements prepared under accounting rules prescribed by the 
National Association of Insurance Commissioners (NAIC), 
which were then used in preparing IC 1’s and IC 2’s U.S. fed-
eral income tax returns.

Several years after entering into the reinsurance agreement, IC 
1 and IC 2 reviewed the valuation system’s coding of the life in-
surance contracts as either whole life or term life. They discov-
ered that, in the valuation system, some whole life insurance 
contracts (on which IC 1 had intended to retain the risk) had 
been labelled as term life insurance contracts. Consequently 
the valuation system reported the life insurance reserves for 
these contracts as reserves of IC 2 rather than of IC 1. All of the 
relevant accounting items other than reserves were maintained 
in the administrative system and were reported on the appro-
priate legal entity. IC1 and IC 2 corrected their statutory annual 
statements and reported the life insurance reserves on the ap-
propriate legal entity in the year the error was discovered (Tax 
Year U). There is no assertion in the ruling that the amount of 
the life insurance reserves determined under sections 807(d)(1) 
and 807(d)(2) was incorrect; the reserves were simply reported 
on the wrong legal entity. 

Tax Effects of Recording Reserves in the Wrong Entity
IC 1 reported premium income attributable to the identified 
whole life insurance contracts under section 803(a)(1)(A). It 
did not reduce its premium income for any amounts paid to 
IC 2 for reinsurance under section 803(a)(1)(B) because these 
contracts were not ceded to IC 2. However, IC 1 decreased its 
life insurance reserves for the mislabeled contracts because, 
according to the valuation system, these contracts had been 
reinsured to IC 2. Thus, IC 1 understated its deduction allowed 
under section 807(d)(1), which in turn overstated its taxable 
income. 
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treatment of that item sufficient to establish a method of ac-
counting. 

Treasury Regulation section 1.446-1(e)(2)(ii)(b) provides 
that a change in method of accounting does not occur when 
a taxpayer seeks to correct a mathematical error, a posting 
error, or an error in the computation of tax liability. The IRS 
has interpreted this regulation to require that systematic post-
ing errors—errors that are repeated over at least two years and 
that affect timing—be treated as methods of accounting.4 In 
both Huffman v. Commissioner5 and Wayne Bolt & Nut Co. v. 
Commissioner,6 the Tax Court concluded that the systematic 
errors at issue were methods of accounting because the error 
embedded at the end of one year would be picked up and offset 
in the next or a future year. 

Section 481(a) provides that, in computing taxable income 
for any taxable year (year of change), if such computation 
is under a method of accounting different from the method 
under which the taxpayer’s taxable income for the preceding 
taxable year was computed, then there shall be taken into ac-
count those adjustments which are determined to be necessary 
solely by reason of the change in order to prevent amounts 
from being duplicated or omitted. An adjustment under sec-
tion 481(a) can include amounts attributable to taxable years 
that are closed by the applicable statute of limitations.7

Section 807 (a brief history) and Revenue Ruling 94-74
Section 807(a) and (b) provide that increases in a life insur-
ance company’s reserves are deducted from the company’s 
gross income, and decreases in reserves are includible in its 
gross income. Section 807(c) sets forth the items to be taken 
into account by a life insurance company in determining 
whether it has an increase or decrease in reserves for purposes 
of sections 807(a) and (b). The specified items in section 
807(c) include life insurance reserves. Section 807(d)(2) 
prescribes the U.S. federal income tax rules for computing 
a company’s life insurance reserves, including the reserve 
methods, interest rates, and mortality tables to be used in these 
computations.

Section 807(f) provides that if the basis for determining any 
item referred to in section 807(c) as of the close of any tax-
able year differs from the basis for determining that item as 
of the close of the preceding taxable year, the taxpayer must 
spread the taxable income effects of the change ratably over 

Similarly, IC 2 did not report reinsurance premium income 
under section 803(a)(1)(A) because the contracts were not 
assumed by IC 2. However, IC 2 increased its life insurance re-
serves for the mislabeled contracts because they were treated 
as reinsured by the valuation system. This increase in reserves 
understated IC 2’s taxable income. 

The misstatements of income by IC 1 and IC 2 would reverse 
over time. The administrative system would properly treat 
the death benefits, claims, losses, and surrender proceeds as 
accounting items on the financial statements and tax returns 
of IC 1. The valuation system would reduce the reserves on the 
financial statements and tax returns of IC 2 when the benefits 
were paid. Thus, the misstatement of income by each entity 
would naturally reverse over the durations of the underlying 
insurance contracts.

The IRS’s conclusion
The IRS concluded that the changes in life insurance reserves 
by IC 1 and IC2 for Tax Year U were changes in basis sub-
ject to section 807(f). Tax Year U was treated as the year of 
change. The opening reserves of IC 1 and IC 2 were adjusted 
as of the beginning of the following taxable year (Tax Year V) 
with one-tenth of adjustment to be recognized in each of the 
ten succeeding tax years.

LEGAL CONTEXT 

Section 446-Basic Rules for Changes in Accounting 
Methods
Treasury Regulation section 1.446-1(e)(2)(ii)(a) provides 
that a change in method of accounting includes a change in the 
overall plan of accounting for gross income or deductions, or 
a change in the treatment of any “material item.” A material 
item is “any item that involves the proper time for the inclu-
sion of the item in income or the taking of a deduction.” In 
determining whether timing is involved, the critical question 
is whether the accounting practice permanently affects the 
taxpayer’s lifetime income, in which case it is not a material 
item, or merely changes the taxable year in which taxable in-
come is reported, in which case it is a material item.3

Generally, consistent treatment of an item establishes a meth-
od of accounting. The treatment of a material item in the same 
way in determining the gross income or deductions in two or 
more consecutively filed tax returns constitutes consistent 
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the 10 years following the year of change. A change that is 
subject to section 807(f) is referred to as a “change in basis.” 
Significantly for U.S. tax purposes, such changes are auto-
matic and do not require the consent of the Commissioner of 
Internal Revenue. 

The provision that is currently section 807(f) was enacted as 
section 810(d) by the Life Insurance Company Income Tax 
Act of 1959.8 By enacting section 810(d), Congress provided 
a specific tax rule for adjustments resulting from a change 
in method of computing reserves; such changes otherwise 
would have been subject to section 481 for changes in meth-
od of accounting.9 This special rule was intended to allow 
insurance companies to avoid the income distortion created 
by taking the entire impact of a change in basis of computing 
reserves into account in computing taxable income for a single 
taxable year.10 

The 10-year ratable adjustment rule was reenacted as section 
807(f) by the Tax Reform Act of 1984.11 By using the same 
language that was used in pre-1984 Act section 810(d), 
Congress signaled its intent that section 807(f) be construed in 
accordance with prior law: “The present law allowing income 
or loss resulting from a change in the method of computing 
reserves to be taken into account ratably over a 10-year period 
is retained.”12

Under the rulings and case law interpreting section 807(f)’s 
predecessor section, a change in basis may occur whether the 
change in manner of computing the reserve is voluntary or in-
voluntary, as well as where there is a change from incorrect to 
correct reserve computations.13 As indicated above, a change 
in basis of computing any of the items in section 807(c) is not 
a change in method of accounting requiring the consent of the 
Secretary under section 446(e).14 Accordingly, where there is 
a change in basis under section 807(f), the taxpayer is required 
to apply the more specific insurance tax accounting rules in 
section 807(f) rather than the general tax accounting method 
rules in section 446. 

The IRS provided significant guidance on section 807(f) in 
Revenue Ruling 94-74.15 Revenue Ruling 94-74 addresses 
the applicability of section 807(f) to four situations in which 
a life insurance company makes changes to its reserves. The 
first situation involves a change in the mortality table used 
to compute the reserves; the second involves a change in the 

interest rate used; the third involves a changed assumption 
from a curtate to continuous function; and the fourth involves 
a computer program error which causes certain policies to be 
omitted from the computation altogether. In each of the first 
three situations, the revenue ruling concludes that the change 
is a change in basis subject to section 807(f) and, thus, the 
10-year spread rule applies. Situation four postulates a fact 
pattern where a reserve is properly computed, but because of 
a computer error, is not included in the sum of total reserves 
for the year in question. The ruling concludes the change is an 
error and not subject to the 10-year spread rule. The revenue 
ruling was significant in that it concluded that even changes in 
the computation of reserves for items which are mandated by 
statute, such as interest rates or mortality tables, are changes 
in basis rather than corrections of errors.

The conclusion in situation four in Rev. Rul. 94-74 is consis-
tent with the narrow definition of an error under section 446 
where an “error” of this type is not a method of accounting 
when it is isolated and nonrecurring. In contrast, a systematic 
error in the computation of taxable income that affects only 
the timing of lifetime taxable income and self-corrects over 
time is a method of accounting. In the years following the is-
suance of Rev. Rul. 94-74, both the Examination and Appeals 
divisions of LB&I (then LMSB) published Coordinated 
Issue Papers16 clarifying that the conclusion in situation four 
only applied to nonrecurring mathematical or posting errors, 
apparently to ensure consistency with the general accounting 
method rules. 

Changes in Basis and Corrections of Errors 
Assume that a life insurance company (L1) issues whole life 
insurance contracts. Assume that for all contracts issued by 
L1, the reserve computed under section 807(d)(2) is greater 
than the net surrender value and less than the statutory reserve 
for the contract. In 2014, L1 determines that the reserve was 
“improperly” computed for statutory and federal income tax 
purposes and was corrected on the 2014 annual statement. For 
simplicity, assume that no new contracts were issued in 2014. 
On Dec. 31, 2014, the tax reserve computed under the “old” 
method is $10,000,000. The tax reserve computed on that date 
under the “new” method is $12,000,000. 

This change in the computation of the reserve is treated as 
a change in basis under section 807(f), the tax year ending 
Dec. 31, 2014 is the year of change, but the “old” method of 

CONTINUED ON PAGE 18
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computing reserves is used to compute the tax reserve for the 
contracts issued prior to 2014 at Dec. 31, 2014. The opening 
reserve at Jan. 1, 2015 on the tax return for the year ending Dec. 
31, 2015 is adjusted from $10,000,000 to $12,000,000 and the 
$2,000,000 adjustment is spread over ten tax years beginning 
on the return for the year ended Dec. 31, 2015. In this case, the 
taxpayer “missed” deducting the $2,000,000 in years prior to 
2015, but recovers that deduction over the following ten years. 
The issue is purely one of timing for tax return, and, perhaps 

more importantly, for financial re-
porting purposes.

Alternatively, assume the taxpayer 
finds in 2014 that it made an error in 
the computation of reserves for the 
year ending 2012 such that total re-
serves were reported for tax purposes 
as $6,000,000, but the correct total re-
serve should have been $7,000,000. 
Assume the error was a one-time 
misstatement that did not impact 
reserve computations for tax years 
2013 and 2014. If the $1,000,000 
change is treated as the correction 
of an error instead of a change in 
basis, the taxpayer would restate 
its opening reserve as of January 1, 
2012 on its tax return for the year 

ended December 31, 2012. The opening reserve would be 
increased from $6,000,000 to $7,000,000 and the reserve at 
each subsequent tax year end would be recomputed under the 
corrected method. The net effect of this characterization is the 
permanent loss of $1,000,000 of reserve deductions for tax 
purposes. There is no spread or recovery of the $1,000,000 
opening reserve adjustment on the 2012 tax return. 

ANALYSIS OF PLR

The PLR implicates several important issues: 
 •  How do sections 446 and 807(f) interact?
 •   Are changes in statutory reserves potentially subject to 

sections 446 or 807(f)? 
 •   Can merely repeating a “posting” or “computer” error 

over multiple years create a method of accounting? 

Interaction of Sections 807(f) and 446 
Section 807(f) is properly viewed as a subset of account-
ing method changes otherwise subject to section 446. This 
reading of the statutory scheme was articulated in American 
General Life & Accident Ins. Co. v. United States:

  There need be no conflict between section 481 and the 10-
year spread rule of section 810. Code section 481 is simply 
a much more general provision dealing with recapture of 
tax income in a broad variety of cases. It is a broad rule 
which generally authorizes recapture. Code section 810, 
on the other hand, is much more specific and deals with 
a very narrow and limited type of “change in method of 
accounting.” It in no way contradicts the general rule that 
there should be recapture of tax loss. It simply provides a 
more specific manner of recapturing tax loss under one set 
of particular circumstances in which there was an account-
ing change, namely circumstances in which there was a 
change in the method of computing reserves. As usual, 
the specific controls the general. It is not a contradiction 
of the general rule. Accordingly, while the government 
is correct in classifying the change at issue as a change in 
method of accounting, it is also more specifically a change 
in the method of computing reserves.17

The same interpretation was adopted in Revenue Ruling 
94-74:

  Under section 446, a change in method of accounting 
does not include correction of mathematical or posting 
errors. See, e.g., section 1.446-1(e)(2)(ii)(b). Because 
section 807(f) is a more specific application of the general 
tax rules governing a change in method of accounting, a 
circumstance that is not a change in method of accounting 
under the general rules cannot be governed by the more 
specific rules of section 807(f). Accordingly, consistent 
with section 446, the correction of reserves for a mathe-
matical or posting error would not be treated as a change in 
basis under section 807(f).

Thus, in assessing how a particular change to the calculation of 
the deduction allowed by section 807(d)(1) should be imple-
mented, a two-step analysis applies: 
 •   Is the change a “method of accounting” or “correction of 

an error” under section 446? 
 •   If it is a change in method of accounting, is it a change in 

basis subject to section 807(f) or is it subject to the more 
general accounting method change rules of section 446?

The PLR appears to take a broad view of what changes are 
governed by section 807(f) as opposed to the more general 
accounting method change rules. As indicated above, the 
amount of the reserve actually computed by the taxpayers 
under sections 807(d)(1) and (d)(2) was apparently correct. 
One might ask how there could be a “change in basis” where 
the reserve was properly computed. Alternatively, Treasury 
Regulation section 1.801-4(a) provides that the amount of the 

“The PLR appears to 
take a broad view of 
what changes are 
governed by section 
807(f) as opposed 
to the more general 
accounting method 
change rules.”



reserve for a contract must be reduced by the net value of risks 
reinsured. This would suggest that the reserve was not, in fact, 
properly computed and that the correction is a change in basis. 
The PLR seems to adopt the second point of view.

A change under section 807(f) does not require the IRS’s con-
sent, but it also does not bring with it the audit protection pro-
vided by filing a Form 3115 under the general rules of section 
446. Also, while it may generally be beneficial to taxpayers to 
spread income arising from a change in basis over ten years, 
some taxpayers (perhaps those with expiring net operating 
losses) would prefer to recognize the income immediately. 
Also, taxpayers that are realizing a deduction from a change 
in basis may prefer to recognize that deduction immediately 
instead of over a decade. Finally, 10 years is a long time—
tracking multiple section 807(f) adjustments can become an 
administrative burden that some taxpayers may wish to avoid.

Would a Change in Method for Computing Statutory 
Reserves or Net Surrender Value Be Subject to 
Section 446 or Section 807(f)? 
The PLR could provoke questions regarding whether there 
can be a change in basis under section 807(f) that is not also 
a change in method under the general method of accounting 
rules in section 446. This gives rise to an interesting, unan-
swered question as to whether, for instance, changes in the cal-
culation of the statutory reserve or net surrender value which 
indirectly affect the amount of the reserve deduction allowed 
for a contract for federal tax purposes is a change in basis 
subject to section 807(f) or, if it does not represent a change in 
basis, whether it could be a change in method of accounting 
subject to section 446. 

In Notice 2010-29,18 the IRS addressed an issue arising 
from the implementation of Actuarial Guideline 43 (AG 43) 
effective Dec. 31, 2009. AG 43 introduced new actuarial 
guidance for the calculation of reserves on a variety of annuity 
contracts, most significantly those with minimum guaranteed 
benefits. AG 43 generally had the effect of reducing statu-
tory reserve requirements for these contracts. The IRS has 
taken the view that actuarial guidance does not apply for tax 
purposes to contracts issued prior to the effective date of the 
new guidance—even if the guidance is retroactively effective 
for statutory purposes.19 AG 43 generally resulted in lower 
statutory reserves than the tax reserves associated with the 
contracts computed under the actuarial guidance previously 
applicable to the contracts. Thus, upon adoption of AG 43 for 
statutory accounting purposes, many taxpayers had their re-
serve deduction reduced due to “statutory capping” in section 
807(d)(1)(B). 20

Section 3.04 of Notice 2010-29 provides that the effect of stat-
utory capping upon adoption of AG 43 is to be spread over 10 
years. The notice refers to “the method prescribed by section 
807(f)(1)(B),” although it is careful not to refer to the change 
as governed by section 807(f). In addition, the notice specifi-
cally states (in section 3.07) that no inference should be drawn 
from this treatment with respect to any other federal tax issue.
The PLR does not address whether the appropriate treatment 
of statutory capping caused by a change in the methodology 
used to calculate the statutory reserve is a change in method 
of accounting, an error, a change in basis, or a change not 
governed by any of those provisions. There are two ways to 
approach this issue.
 
One approach would be to determine if a change in the 
treatment of a statutory reserve item constitutes a change in 
method of accounting. In this analysis, we must first deter-
mine if a change in statutory reserving that effects the reserve 
deduction qualifies as a change in method of accounting. In 
other words, would a change in the treatment of a statutory 
reserve item not permanently affect taxable income (i.e., 
would it involve timing) and is it recurring? This being the 
case, a change in statutory reserving could be seen as a change 
in accounting method. The next step would be to determine if 
a change in accounting method for statutory reserves could 
be a change in basis, requiring that the change in statutory 
reserving be spread over ten years pursuant to section 807(f), 
or whether the change in method would be subject to Treasury 
Regulation section 1.446-1(e). Taking a broad view of Notice 
2010-29, notwithstanding its cautionary language, it seems 
that if a change in statutory reserving was seen as a change in 
accounting method, the IRS would consider that change to be 
a change in basis subject to section 807(f).

Viewed differently, changes to statutory reserve methods that 
impact statutory capping could be considered a change in fact, 
but not a change in the application of section 807(c). Under 
this view, a change to the statutory reserve method would not 
be a change in accounting method, so neither section 446 nor 
section 807(f) would apply. 

Most practitioners have taken the view that changes in the 
deductible reserve caused by changes in the net surrender 
value of a contract or statutory reserves are not subject to sec-
tion 446 or 807(f), at least when the change occurs by normal 
operation of the calculations over time, i.e., there is no change 
in the computational methodology for the net surrender value 
or the statutory reserve. This view is supported by language 
in the Report of the Joint Committee on Taxation on the Tax 
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Reform Act of 1984 which provides that changes in net sur-
render value are not subject to section 807(f).21 It is, however, 
unclear as to how broadly this language is to be read, if it is to 
be given any deference at all.22 Does it apply when a taxpayer 
corrects an improper calculation of the net surrender value, 
or only when the net surrender value exceeds the section  
807(d)(2) reserve and, thus, determines the amount of the 
reserve deductible under section 807(d)(1)? 

CAN A REPEATED ERROR BE A METHOD OF
ACCOUNTING?
As discussed above, under Treasury Regulation section 
1.446-1, if the treatment of an item is a “method of accounting,” 
it is treated as a method of accounting even if it is also an error. 
The tax accounting treatment of an item is a method of account-
ing if it meets two requirements: first, it must be “material,” 
i.e., an item affecting the timing of the recognition of income or 
deduction, and, second, it must be consistently applied. 

Arguably, the mislabeling of the contracts that occurred in the 
valuation system is merely a posting error, i.e., an error in “the 
act of transferring an original entry to a ledger.”23 However, 
IC 1 and IC 2 reported the life insurance reserves for the mis-
labeled contracts as reserves of IC 2 for several years, which 
represents the consistent treatment of an item as provided for 
in the regulation.

In addition, the effect of reporting the life insurance reserves 
as reserves of IC 2 is only a timing matter and does not affect 
the total amount of taxable income to be recognized by either 
entity over the life of the reinsurance agreement. Therefore, 
the item is “material” as defined in the regulation. Because the 
mislabeling is both material and consistently applied, it is an 
accounting method as defined in Treasury Regulation section 
1.446-1. Further, the change is not caused by a nonrecurring 
mathematical or “posting” error of a permanent nature. Said 
another way, the type of error that caused the misreporting 
of life insurance reserves by IC 1 and IC 2 is not the type of 
“error” described in the regulation (see the discussion above 
on the definition of an error).
 
The narrow definition of an “error” would seem to be a 
practical approach to a difficult problem. Like many tax 
computations, the determination of life insurance reserves 
is a complicated process involving complex actuarial and 
accounting systems and requires a significant amount of 
actuarial expertise. In many cases it would be difficult, if not 

impossible, to determine whether the root cause of an “error” 
is simply a “posting” or “mathematical” error embedded in a 
computer system or a mistake of judgment made by a person.

For instance, it is clear that a change from an erroneous 
mortality table to a correct mortality table in a reserve com-
putation is a change in basis as defined in section 807(f),24 
despite the fact that the use of an incorrect mortality table can 
be caused by any number of factors, including but not limited 
to the intentional or unintentional choice by an actuary, the 
incorrect coding of the mortality table within the actuarial val-
uation system, a data transfer error within the program, or any 
number of other possibilities given the complexity of modern 
accounting and valuation systems. Since it is beneficial to the 
tax authorities for taxpayers to avail themselves of correction 
mechanisms, there should be little incentive to make inquiries 
as to how the error occurred. The tax effects of the correction 
of the mortality table are always appropriately treated as a 
change subject to section 807(f) regardless of the underlying 
root cause which may, in any case, be difficult to identify.

In the PLR, the life insurance reserves of IC 1 and IC 2 were 
misstated. This could be cast either as a computer error, i.e., 
miscoding of contracts in the system, a human error since 
someone made the decision to treat the contracts as reinsured 
when they were not, or a misapplication of the tax law because 
the computations of life insurance reserves were not properly 
increased or decreased for the net value of risks reinsured as 
required by section 807 and Treasury Regulation section 1.801-
4(a). The narrow section 446 definition of an error is a practical 
and rational way to avoid attempts to distinguish between the 
root causes of computational issues in tax accounting. 

CONCLUSION
Perhaps the most important point to be gleaned from this PLR 
is that, by treating the mislabeling of the life insurance reserves 
as not being a mere posting error, the IRS is maintaining its 
position that most changes to the calculations of a life insurance 
reserve are not errors. Revenue Ruling 94-74 included only one 
situation with an error, and that error was limited to a mistake 
made in a single year. The companies in the PLR  made what 
arguably is a posting error, but because they consistently re-
peated the error, the IRS felt justified in classifying the error as a 
method of accounting to which section 807(f) applied.  
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