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Preféce

COMMITTED TO EDUCATIONAL SUCCESS

outh-Western Federal Taxation (SWFT) is the

most trusted and best-selling series in college
taxation. We are focused exclusively on providing the
most useful, comprehensive, and up-to-date tax texts,
online study aids, tax preparation tools, and research
tools to help instructors and students succeed in their
tax courses and beyond.

SWFT is a comprehensive package of teaching and
learning materials, significantly enhanced with each
edition to meet instructor and student needs and to add
overall value to learning taxation.

Essentials of Taxation: Individuals and Business
Entities, 2016 Edition provides a dynamic learning
experience inside and outside of the classroom. Built
with resources and tools that have been identified as
the most important, our complete learning system pro-
vides options for students to achieve success.

Essentials of Taxation: Individuals and Business
Entities, 2016 Edition provides accessible, compre-
hensive, and authoritative coverage of the relevant tax
code and regulations as they pertain to the individual
or business taxpayer, as well as coverage of all major
developments in Federal Taxation.

In revising the 2016 Edition, we focused on:

* Accessibility. Clarity. Substance. The text
authors and editors made this their mantra as
they revised the 2016 edition. Coverage has been
streamlined to make it more accessible to stu-
dents, and difficult concepts have been clarified,
all without losing the substance that makes up
the South-Western Federal Taxation series.

* CengageNOW as a complete learning system.
Cengage Learning understands that digital
learning solutions are central to the classroom.
Through sustained research, we continually
refine our learning solutions in CengageNOW
to meet evolving student and instructor needs.
CengageNOW fulfills learning and course
management needs by offering a personal-
ized study plan, video lectures, auto-graded
homework, auto-graded tests, and a full eBook
with features and advantages that address
common challenges.




Learning Tools and Features to Help Students Make the Connection

I\I E \/\/ | We understand that students struggle with learning

difficult tax code concepts and applying them to real-world scenarios. The 2016 edition has been developed with an
invigorating use of color that brings the text to life, captures student attention, and presents the tax code in a simple,
yet logical format.

O Selected content has been
streamlined to guide students in
focusing on the most important
concepts for the CPA exam while
still providing in-depth coverage
of topics.
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O Examples are clearly labeled and
directly follow concepts to assist with
student application. An average of
over 40 examples in each chapter
use realistic situations to illustrate the
complexities of the tax law and allow
students to integrate chapter concepts
with illustrations and examples.

O Additional concept summaries have

been added to provide clarification LT o e SR
and simplify difficult tax concepts.
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N E \/\/ | Students need lots of practice

in computing tax return problems, adjusting rates, etc. We've developed these new exercises to give students practice
in calculating the solutions they need to make business decisions.

O Found in end-of-chapter section in the textbook

O CengageNOW provides additional algorithmic versions of these problems

Computational Exercises

16. (B0 Sally owns real property for which the annual property taxes are $8,000. She
sells the property to Shelley on February 28, 2015, for $550,000. Shelley pays
the real property taxes for the entire year on October 1.
a. How much of the property taxes can be deducted by Sally and how much by
Shelley?
b. What effect does the property tax apportionment have on Shelley’s adjusted
basis in the property?
¢, What effect does the apportionment have on Sally’s amount realized from the
sale?
d. How would the answers in (b) and (¢) differ if the taxes were paid by Sally?
17. KO Melba purchases land from Adrian. Melba gives Adrian $225,000 in cash
and agrees to pay Adrian an additional $§400,000 one year later plus
interest at 5%.
a.  What is Melba’s adjusted basis for the land at the acquisition date?
b. What is Melba's adjusted basis for the land one year later?
18. [LO.1 On July 1, 2015, Katrina purchased tax-exempt bonds (face value of $75,000)
for $82,000. The bonds mature in five years, and the annual interest rate is
6%. The market rate of interest is 2%.

NEW! While the

SWFT series has always provided the most in-depth coverage of tax concepts, Roger CPA Exam Review questions have
been added to further prepare students for success on the CPA Exam.

O Located in selected end-of-chapter

sections
O Tagged by concept in Roger CPA Review Questions
CengageNOW '
1. In the current year, Harper, a married taxpayer filing jointly, sustained an $82,000
O Slmllar questions to What loss on Code Sec. 1244 stock in WWW Corp., a qualitying small business corpora
tudent 1d tuall tion, and a $27,000 loss on Code Sec. 1244 stock in RRR Corp., another qualifying
students wou actua W small business corporation, What is the maximum amount of loss that Harper can
find on the CPA exam deduct for the current year?

a.  $1006,000 capital loss and $3,000 ordinary loss.
b, $9,000 ordinary loss and $100,000 capital loss,

c. $100,000 ordinary loss and $9,000 capital loss.

d.  $109,000 capital loss,

' ROGER . In Year 1 Keller, an individual, purchased depreciable real property for $80,000. In
Year 5 Keller sold the property for $100,000. At the time of sale the property had a ba-

‘ CP ﬂ Review sis of $30,000 due to $50,000 depreciation taken during the holding period. Of the




See how the SWFT series helps students under
the relevancy behind what they are learning.

THE BIG PICTURE: Tax Solutions for the Real
World. Taxation comes alive at the start of each
chapter as The Big Picture Examples give a glimpse
into the lives, families, careers, and tax situations of
typical individual or business filers. Students will follow
the family, individual, or other taxpayer throughout the
chapter showing students how the concept they are
learning plays out in the real world.

Finally, to solidify student comprehension, each
chapter concludes with a Refocus on the Big Picture
summary and tax planning scenario. These scenarios
apply the concepts and topics from the chapter in a
reasonable and professional way.

THE BIG PICTURE

CONVERTING A C CORPORATION TO AN S CORPORATT

Fowle, Inc., has been operating as a C corporation for a number of years, consistently earning taxable
income of less than $100,000 px

‘The company has accumulated its carnings for a variety of business
idends to date. Th

needs and has not paid

rporation has been able to take advantage of lower C

corporatio voided double

n problems so far
Fowle receives some tax-exempt income rates a small domestic production activities deduction
(DPAD), and holds about $200,000 of C corporat arnings and profits. The comp:

David, currently draws a salary of $92,000. Fowle has issued two classes of stock, voting common and non-

sole owner,

voting preferred.

The company now is facing increased competition as a result of cheaper imports from China. David

expects very large operating losses for the next few years. David would like to know if there is a way that

he can deduct the anticipated losses

Read the chapter and formulate your response.

BRIDGE DISCIPLINE BOXES AND
END-OF-CHAPTER QUESTIONS:

Bridge Discipline Boxes throughout the text

BRIDGE DISCIPLINE Bridge to Investments

present material and concepts from other disciplines
such as economics, financial accounting, and
finance. They help to bridge the gap between
taxation issues and issues raised in other business
courses. Bridge Discipline Questions, in the end-
of-chapter material, help test these concepts and
give students the chance to apply concepts they’'ve
learned in the Bridge Discipline boxes.

Most investors look to the stocks of utilities,
real estate investment trusts, and tobacco companies as the
source of steady dividend payments. This is a prudent deci-
sion on the investor’s part, as the typical S& 500 stock offers
a dividend yield of about 2 percent. But an investor could put
together an effective portfolio using only stocks and mutual
funds that regularly produce higher dividend yields.
Dividends can be important to the investor because:

+  They can be used in a tax-sheltered account, like a § 401(k)
plan, such that the tax inefficiency of the dividends is not
recognized immediately by the investor.

- Even today, about 40 percent of the total return from an

investment can be traced to holding stocks that make regu-
lar distributions.

- Generally, a dividend-paying company is a profitable com-

pany, and corporate profits often are hard to come by.

+ Eaming and reinvesting dividends s an easy way to put into

place an investment policy of dollar-cost averaging, a tech-
nique that forces the investor to buy more shares when
prices are low and fewer shares when prices are high.
Dollar-cost averaging often implements a contrarian invest-
ment strategy.

FINANCIAL DISCLOSURE INSIGHTS Effective Tax Strategies Using

In a global economy, publicly traded business entities can
operate in many taxing jurisdictions. For instance, General
Electric reports that it files current-year tax returns with
more than 250 countries, amounting to over 7,000 income
tax returns at the Federal and local levels worldwide. Note
that this tax activity does not take into account the sales,
value added, property, and other tax retums that are
required by the US. states and localities.

The financial reports of profitable US. companies

Overseas Operations

increased market share and financial stability. For instance,
the trucking firm Ryder Systems recently reported current
tax refunds of about $235,000 and deferred tax savings of
about $500,000 on non-US. profits of about $11.5 million.

In a recent period, Eli Lilly reduced its effective tax rate
by about one-third due to overseas operations. And General
Electric recently reduced its effective tax rate to a negative
amount because of various income deferrals related to
overseas earnings. These deferral techniques are discussed

FINANCIAL DISCLOSURE INSIGHTS:
Tax professionals need to understand how
taxes affect the income statement and balance
sheet. Financial Disclosure Insights,
appearing throughout the text, use current
data about existing taxpayers to highlight

indicate that overseas operations can produce tax benefits
of their own, not taking into account the effects of

later in the chapter.

book-tax reporting differences, effective tax
rates, and trends in reporting conventions.

TAX IN THE NEWS: Drawn from
today’s business and popular press,
Tax in the News features enliven class
discussions by presenting current issues
that illustrate the chapter material and
applying them to real life.

TAX IN THE NEWS So Where Did You Work Today?

The dream of many intellectual-property
employees is to work at home with the employer's com-
puter and communications equipment. Not only is the dress
code there targeted to the worker's comfort, but the em-
ployee can avoid the time and cost of commuting. The
employer saves by not having to provide office space.

But what are the tax effects when the employee or inde-
pendent contractor submits work to an employer located in a

different state? The general rule has been that state income
taxes fall in full in the state where the work is done. Is this still
the rule, or must the employee apportion the hours of the day
among the various states that receive the work product? If so,
on what basis should such apportionment be made? Further-
more, how will the worker reduce any potential taxation of the
same income by more than one state?

Vi




TAX PLANNING FRAMEWORK:

To demonstrate the relevance of tax planning for
business and individual taxpayers, Essentials of
Taxation: Individuals and Business Entities
presents a unique tax planning framework.
Introduced in Chapter 1, this framework extends
to a series of Tax Planning Strategies incorporated throughout the remainder of the text. The inclusion of the
tax planning framework, and the planning strategies in each chapter, makes it easier than ever to understand the
impact careful tax planning has in today’s world.

EXHIBIT 1.3 General Framework for Income Tax Planning

Tax Planning Examples

pl with
(see Example 19).

Tax Formula Tax Planning Strategy

Income and exclusions » Avoid income fringe benefits

> Postpone recognition of income to Postpone sale of assets (see Example 20).

achieve tax deferral.

TAX PLANNING STRATEGIES: The tax planning
framework extends to subsequent chapters as Tax
Planning Strategies boxes that are tied to the
topical coverage of the chapters. Planning Strategies
often contain examples to further illustrate the
concept for students. Because some tax planning
strategies do not fit neatly into the framework, the
text also provides tax planning strategies called
Thinking Outside the Framework.

TAX PLANNING STRATEGIES Property from a Decedent

FRAMEWORK FOCUS: INCOME

Strategy: Avoid Income Recognition.

FRAMEWORK FOCUS: DEDUCTIONS

Strategy: Maximize Deductible Amounts.

On the other hand, depreciated property should be sold
prior to death. Otherwise, the property’s basis in the heir's
hands will be its declined fair market value, and neither the
decedent nor the heir will be able to deduct the loss that
occurred while the property was owned by the decedent.

If a taxpayer retains appreciated property until death, the
property’s basis will be “stepped up” to its fair market value
at that time. Thus, no income tax will be paid on the prop-
erty’s appreciation by either the former owner (the dece-
dent) or the new owner (the heir).

GLOBAL TAX ISSUES Deferral and Repatriation

GLOBAL TAX ISSUES: The Global g

Tax Issues feature gives insight into
the ways in which taxation is affected
by international concerns and illustrates
the effects of various events on tax
liabilities across the globe.

U.S. taxpayers with foreign operations have a
choice as to how they structure such operations for U.S. tax
purposes. If the US. taxpayer operates through an
unincorporated foreign branch, the net profits from the
foreign branch are subject to current taxation in the U.S. tax
return of the U.S. taxpayer.

If instead the U.S. taxpayer operates abroad through a
separate wholly owned foreign corporation, the income
from the foreign operation is deferred from U.S. taxation
until the profits are repatriated back to the United States

(via a dividend or similar distribution) or when they are
treated as repatriated through the operation of the Subpart F
deemed dividend provisions (as discussed later). This option
can have a significant effect on a US. taxpayer's current-
period tax burden, particularly if the foreign operations are in
a lower-tax jurisdiction.

As discussed in Chapter 3, under ASC 740 (APB 23), this
deferral of taxes also can reduce the financial statement tax
expense if the offshore profits are indefinitely reinvested
outside the United States.

DIGGING DEEPER: Designed

in.com

In-depth coverage can be found on this book’s c

DIGGING DEEPER 1

website: www.c

to help students go further in
their knowledge of certain topics,

Digging Deeper links within the

text that provide more in-depth
coverage can be found on the book’s
website at www.cengagebrain.com.

Vil




Take your students from Motivation to Mastery with CengageNOW

CengageNOW is a powerful course management tool and online homework resource
that elevates student thinking by providing superior content designed with the entire
student workflow in mind.

A O MOTIVATION: engage students and better prepare them for class
MASTERY

APPLICATION O APPLICATION: help students learn problem-solving behavior and skills

in order to complete taxation problems on their own

O MASTERY: help students make the leap from memorizing concepts to

actual critical thinking

I\/I OT|\/QT| O m —_— Tell Me More Video

Many instructors find that students come to class unmotivated
and unprepared. To help with engagement and preparedness,

CengageNOW for SWFT offers the following features: Among the topics discussed are: '
= The importance and relevance of taxation. ‘

= A brief history of the Federal income tax.

+ The types of taxes imposed . |

Chapter Overview

O “Tell Me More” videos provide a summary of the chapter
at a glance. These videos help students become familiar with
key terms and concepts presented in each chapter, prior to

« Tax concepts that help explain the reasons for various
class lectures. tax provisions.
« o = The influence the Internal Revenue Service (IRS) and
O “Tax Drills” test students on key concepts and the courts have had in the evolution of current tax law.
applications. With three to five questions per learnin ‘
p.p . « . - . q X 8 [ofliheliax{systernSthelcatenal
objective, these “quick-hit” questions help students prepare for
class lectures or review prior to an exam. "o - CURURIE I

Application —

Students need to learn problem-solving

behavior and skills in order to complete
Drill 2-3.1 Commercial tax services . .
L0.3 Develop an awarensss of tax research tools taxation problems on their own. However,
Indicate whether the fellowing statements are "True or False™ regarding commercial tax services, as Students tI‘Y to Work through homework
a. Federal Research Library, Tax Analysts has databases dealing with explanations and select =109 problems, sometimes they become stuck
commantaries on primary source matarials. . .
b. Standard Federal Tax Reporter and CCH InteliConnect are published by Commerce Clearing Select v t.') and need guldance' TO help relnforce
Houss. concepts and keep students on the right
€. United Statas Tax Raporter is publizhed by Research Institute of Amarica. Select ¥ Qa trﬂck CengageNOW for SWFT Offers the
)
d. If research materials are annotated, they are organized by major topics. Select ¥ a fOHOWll’lg
O End-of-chapter homework from the
text is expanded and enhanced to follow
L/ o

the workflow a professional would use
Incorrect . . .
to solve various client scenarios. These

¥ Check My Work Feedback
Tax law consists of 3 body of lagislative (e.g., Code Sections and tax treaties), administrative (e.g., Regulations and Rulings), and CnhaﬂCemel’ltS better engage StleentS
e et and encourage them to think like a tax

- professional.

Vil



O Algorithmic versions of end-of-chapter homework are available for computational exercises and at least
15 problems per chapter.

O “Check My Work” Feedback. Homework questions include immediate feedback so students can learn as they
go. Levels of feedback include an option for “check my work” prior to submission of an assignment.

O Post-Submission Feedback. After submitting an assignment, students receive even more extensive feedback
explaining why their answers were incorrect. Instructors can decide how much feedback their students receive
and when, including the full solution.

O Built-in Test Bank for online assessment.

Personalized Study Plan

M O STE ; ry —~ Chapter 1 - An Introduction to Taxation and Understanding the Federal Tax Law
- Oibgectives

O “What-If” versions of problems allow
students to develop a deeper understanding
of the material as they are challenged to use
their prior knowledge of the tax situations
and critically think through new attributes
to determine how the outcome will change.

1

&
g
e

O Personalized Study Plan. Complete with
pre-tests, post-tests, an eBook, and practice
quizzes. Designed to help give students
additional support and prepare them for
the exam.

DEEEEEDED

CengageNOW Instant Access Code ISBN: 978-1-305-39542-8

Contact your Cengage Learning Consultant about different bundle options.




X PREFACE

EXTENSIVELY REVISED. DEFINITIVELY UP TO DATE.

Each vyear the South-Western Federal Taxation
series is updated with thousands of changes to each
text. Some of these changes result from the feedback
we receive from instructors and students in the form
of reviews, focus groups, web surveys, and personal
e-mail correspondence to our authors and team mem-
bers. Other changes come from our careful analysis
of the evolving tax environment. We make sure that
every tax law change relevant to the introductory
taxation course was considered, summarized, and
fully integrated into the revision of text and sup-
plementary materials.

The South-Western Federal Taxation authors
have made every effort to keep all of the chapters up to
date and accurate. All chapters of Essentials of Taxation:
Individuals and Business Entities contain the following
general changes for the 2016 Edition.

* Streamlined chapter content (where applicable)
to clarify material and make it easier for students
to understand.

* Revised numerous materials as the result of
changes caused by indexing of statutory amounts.

* Revised Problem Materials. Added Computational
Exercises and CPA Exam problems for additional
skill-building by the reader.

* Updated Tax in the News items with coverage of
recent events.

* Added guideposts to make Examples easier to use.

¢ Updated Chapter Outlines to provide an over-
view of the material and to make it easier to
locate specific topics.

e Revised Financial Disclosure Insights and Global
Tax Issues as to current developments.

Chapter 1

* Updated materials to reflect inflation indexa-
tion, including the unified transfer tax credit and
exemption amount, annual gift tax exclusion
amount, and FICA base amount.

e Updated statistics about Federal income
tax paid by income classes, Federal budget
receipts and collections, national excise taxes
on gasoline and cigarettes consumption, and
Tax Freedom Day.

* Revised the Concept Summary on the major
types of taxes imposed in the United States and
the political jurisdictions that impose these taxes.

Chapter 2

* Updated references and citations throughout the
chapter.

* Revised and clarified text and examples through-
out the chapter.

Chapter 3

e Revised the discussion of Schedule M-3.

* Revised and updated the discussion of Schedule
UTP.

* Modified or updated various Financial Disclosure
Insights, Global Tax Issues, and Tax in the News
items and added a Tax in the News item (“The
APB 23 Deferral”).

* Revised and clarified text and examples through-
out the chapter.

Chapter 4

* Included a Global Tax Issues item about the
trend of corporate inversions and individuals
renouncing their U.S. citizenship.

 Clarified accrual and hybrid methods of
accounting and made comparisons to financial
reporting rules.

¢ Clarified the discussion on the methods regard-
ing adoption and use of Rev.Proc. 2004-34.

* Added a Concept Summary for income
recognition rules.

* Included additional references regarding when
an individual must also consider the NIIT,
including for planning.

* Added a research problem involving virtual
currency.

Chapter 5

* Revised and clarified text and examples through-
out the chapter.

* Modified material to reflect annual indexation for
inflation.

* Streamlined material on MACRS special rules and
amortization.

e Updated materials to reflect tax extender legis-
lation involving additional first-year depreciation
and § 179 expense election.

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 6
* Added a Tax in the News item about Notice
2014-21 and lost bitcoins.
 Simplified the discussion of NOLs.

* Added a Concept Summary on at-risk and
passive loss limitation rules.

Chapter 7

* Added a discussion of the tax implications of
virtual currency (bitcoin) and related IRS Notice
2014-21.

* Clarified discussion of the holding period for
gifted property and property acquired from a
decedent.

e Updated the Tax in the News item related to cost
basis reporting.

* Simplified discussion and examples related to
like-kind exchanges.

* Revised and clarified text and examples
throughout the chapter.

Chapter 8

* Revised and clarified text and examples
throughout the chapter.

* Modified or updated various Global Tax Issues
and Tax in the News items.

* Revised and updated chapter Concept Summaries.

Chapter 9

e Made updates for inflation adjustments.

e Separated the discussion of tax determinations
and filing procedures.

* Added a discussion on the basics of NIIT and
the Additional Medicare Tax, as well as an
example and exercise.

Chapter 10

* Made updates for inflation adjustments.

* Added a discussion on the basics of the
Affordable Care Act’s Premium Tax Credit and
Individual Shared Responsibility Payment.

Chapter 11

¢ Updated materials to reflect inflation indexation.

* Revised and clarified text and examples through-
out the chapter.

* Updated various computational formulas and
amounts.

PREFACE Xl
Added a Concept Summary identifying and
describing key employee fringe benefits.
Added a Concept Summary about moving
expenses.
Simplified the summary dealing with the many
tax provisions involving education.
Added a Concept Summary comparing
Traditional and Roth IRAs.

Added a discussion of IRA rollovers and
conversions.

Chapter 12

Added a Concept Summary that illustrates the
major shareholder consequences of a taxable
property transaction as compared to one that is
tax deferred under § 351.

Added a Concept Summary that shows the tax
rules that apply when liabilities are transferred in
property transactions, including the special rules
that apply in a § 351 transaction.

Provided a new Tax in the News item that
describes ways in which local and state juris-
dictions compete to attract new businesses and
employers in exchange for tax breaks.

Revised and clarified text and examples through-
out the chapter.

Chapter 13

Updated statistics as to the amount of annual
corporate distributions and the entities that make
the distributions.

Added an example illustrating regular tax
and E & P timing and accounting method
adjustments.

Added an example clarifying the treatment
given to § 179 under the regular tax and
E & P rules.

Revised a Bridge to Finance item and the stock
redemption materials.

Chapter 14

Added comments about the breadth and the use
of pass-through entities in the U.S. economy.

Revised the discussion of LLPs and LLCs and
their advantages and disadvantages.

Enhanced the discussion of the Medicare sur-

tax and the net investment income tax (NIIT)

applicable to certain higher-income taxpayers

who have interests in partnerships and limited
liability entities.
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Chapter 15 Chapter 17
* Updated statistics as to S corporation and LLC * Revised and clarified text and examples
Federal income tax filings. throughout the chapter.
* Reorganized the discussion providing the e Added materials on small employer health insur-
overview and advantages of S corporation ance credit.
status. * Reordered AMT coverage and added discussion
* Clarified the discussion as to those entities that of circulation expenditures adjustment, intangible
qualify as small business corporations. drilling costs preference, and AMT NOLs.
* Enhanced coverage of The Big Picture scenario e Updated individual AMT information for inflation
within the text discussion. adjustments.
* Revised the discussion of entity-level taxes.
Chapter 18
Chaptel‘ 16 e Reorganized the initial discussion about how to
g

choose a tax-effective form of doing business,
especially as to avoiding the double taxation of
business income.

* Revised and clarified text and examples through-
out the chapter.

* Revised introductory statistics about the global
economy and updated various indexed amounts
and limitations.

* Emphasized how nontax factors, especially lim-
ited liability, affect the entity choice.

* Reorganized the discussion of how the choices
of entity differ as to the conduit and entity con-
cepts of taxation.

* Updated statistics as to the combined income tax
rates of various countries, including the United States.

* Expanded materials about how FATCA affects

overseas investors and financial institutions. * Expanded the material as to how best to distrib-

ute profits from an entity to its owners.
* Updated statistics about the use of the foreign P Y

tax credit and about the tax returns of non-U.S.
persons who generate U.S. taxable income.

* Expanded the discussion of how the at-risk and
passive activity rules can affect the entity choice.

* Expanded the discussion of differences of asset

* Updated statistics about the tax collections of the ) : X i
and entity sales when disposing of a business.

U.S. states.
« Modified the Tax in the News item “So Where * Showed the effect of the net investment income
Did You Work Today?” tax (NIIT) on the choice of business entities.

* Simplified the Concept Summaries that compared

* Added a new Bridge to Economic Development ) i <
the tax attributes of the different types of entities.

and Political Science feature.

TAX LAW OUTLOOK

From your SWFT Series Editors:

Concerns about income inequity and job creation will keep income tax issues at the forefront of Congressional
discussions throughout 2015 and 2016. Revenue raisers of all sorts will be considered as Federal budgets are
crafted, including those to support the retirement and health care systems. Federal tax treatments of income
from overseas sources also may be reviewed. While a comprehensive “tax reform” bill is not likely, there will
be serious consideration of various proposals throughout the year involving broad-based tax changes. Expect
provisions to be considered involving child tax credits and tax incentives for education, as well as other items
to help middle-class taxpayers. Most likely the tax provisions that expired in 2014 will be extended to 2015
on a retroactive basis.

Congress may consider Federal corporate tax law changes during 2015-2016, including a decrease in the
top tax rate and a move toward a territorial system in taxing income from overseas sources. Tax deferrals
for unrepatriated global profits also may receive Congressional attention. State and local governments also
have budget problems, and they are looking for new revenue sources, including an adoption of the unitary
concept and a broadening of the income and sales/use tax bases.
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SUPPLEMENTS SUPPORT STUDENTS AND INSTRUCTORS

Built around the areas students and instructors have identified as the most important, our integrated supplements
package offers more flexibility than ever before to suit the way instructors teach and students learn.

Online and Digital Resources
for Students

CENGAGENOW

CengageNOW is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student
learning experience and meet desired outcomes.

CengageNOW Instant Access Code ISBN:
978-1-305-39542-8

Contact your Cengage Learning Consultant about differ-
ent bundle options.

THOMSON REUTERS Checkpoint® Student
CHECKPOINT Edition from Thomson

stdentidiion — Reuters is the leading
online tax research database used by professionals.
There are three simple ways Checkpoint helps intro-
duce students to tax research:

¢ Intuitive web-based design makes it fast and
simple to find what you need.

* Checkpoint provides a comprehensive col-
lection of primary tax law, cases, and rulings
along with analytical insight you simply can’t
find anywhere else.

e Checkpoint has built-in productivity tools such
as calculators to make research more efficient—a
resource more tax pros use than any other.

Six months’ access to Checkpoint Student Edition (after
activation) is packaged automatically with every NEW
copy of the textbook.*

More than software: Put the experience
of H&R Block tax professionals on your
side.

* A step-by-step interview guides you through a
customized process.

e Accurate calculations and 100% satisfaction—
guaranteed.

* Worry-free Audit Support™ and tax advice from
an H&R Block tax professional.

A H&R Block® Premium & Business software CD is
offered with each NEW copy of the textbook—at no
additional cost to students*

Students can  use
CENGAGE CengageBrain.com
to select this textbook and access Cengage Learning
content, empowering them to choose the most suitable
format and giving them a better chance of success in
the course. Buy printed materials, eBooks, and digital
resources directly through Cengage Learning and save
at CengageBrain.com.

Online Student Resources

Students can go to www.cengagebrain.com for free
resources to help them study as well as the opportunity
to purchase additional study aids. These valuable free
study resources will help students earn a better grade:

* Flashcards use chapter terms and definitions to
aid students in learning tax terminology for each
chapter.

* Online glossary for each chapter provides terms
and definitions from the text in alphabetical
order for easy reference.

e Learning objectives can be downloaded for each
chapter to help keep students on track.

* Tax tables used in the textbook are download-
able for reference.

Printed Resources for Students
Looseleaf Edition (978-1-305-39533-6)

This version provides all the pages of the text in an
unbound, three-hole punched format for portability
and ease of use. A H&R Block® Premium & Business
software CD is included with every NEW textbook as
well as Checkpoint® Student Edition from Thomson
Reuters.*

* Checkpoint® Student Edition is not available with the Professional Editions of South-Western Federal Taxation texts. For all other
editions, all NEW printed copies of the textbook are automatically packaged with Checkpoint Student Edition and H&R Block® tax
software. If students purchase the eBook, they will not automatically receive access to Checkpoint Student Edition and H&R Block soft-
ware. They must purchase the tax media pack offering both of these products. The ISBN is 978-1-285-44270-9 and can be purchased at
www.cengagebrain.com.
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Comprehensive Supplements Support
Instructors’ Needs

CENGAGENOW

CengageNOW is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student learn-
ing experience and meet desired outcomes. In addition to
the features and benefits mentioned earlier for students,
CengageNOW includes these features for instructors:

* Learning Outcomes Reporting and the ability
to analyze student work from the gradebook.
Each exercise and problem is tagged by topic,
learning objective, level of difficulty, estimated
completion time, and business program stan-
dards to allow greater guidance in developing
assessments and evaluating student progress.

* Built-in Test Bank for online assessment.
The test bank files have been imported into
CengageNOW so that they may be used as addi-
tional homework or tests.

Solutions Manual (978-1-305-39540-4)

Written by the South-Western Federal Taxation editors and
authors, the Solutions Manual features solutions arranged
in accordance with the sequence of chapter material.
Solutions to all homework items are tagged with
their Estimated Time to Complete, Level of Difficulty,
and Learning Objective(s), as well as the AACSB’s
and AICPA’s core competencies—-giving instructors
more control than ever in selecting homework to
match the topics covered. The Solutions Manual also
contains the lettered answers (only) to the end-of-
chapter Roger CPA Review Questions. Available in
print and on Instructor Companion Website at
www.cengage.com/login.

PowerPoint® Lectures

The Instructor PowerPoint Lectures contain more than
30 slides per chapter, including outlines and instructor
guides, concept definitions, alternate figures, and key
points. Available on Instructor Companion Website
at www.cengage.com/login.

Test Bank

Written by the South-Western Federal Taxation
editors and authors, the Test Bank contains approximately

2,200 items and solutions arranged in accordance with
the sequence of chapter material.

Each test item is tagged with its Estimated Time to
Complete, Level of Difficulty, and Learning Objective(s),
as well as the AACSB’s and AICPA’s core competencies—
for easier instructor planning and test item selection.
The 2016 Test Bank is available in Cengage’s new test
generator software, Cognero.

Cengage Learning Testing Powered by Cognero is a
flexible, online system that allows you to:

* author, edit, and manage test bank content from
multiple Cengage Learning solutions

* create multiple test versions in an instant
 deliver tests from your LMS, your classroom, or
wherever you want

e create tests from school, home, the coffee
shop—anywhere with Internet access.
(No special installs or downloads needed.)

Test Bank files in Word format, along with versions to
import into your LMS, available on Instructor
Companion Website. Cognero Test Banks available
via Single Sign-on account at www.cengage.com/login.

All instructor course materials are posted
online at www.cengage.com/login. Once logged
into the site, instructors should select this textbook to
access the online Instructor Resources.

e Solutions Manual

* Detailed answer feedback for the end-of-chapter
Roger CPA Review questions in Word format.
(Lettered answers only are available in the
Solutions Manual.)

e Additional Test Bank items and solutions

* PowerPoint Lectures

Custom Solutions

Cengage Learning Custom Solutions develops person-
alized solutions to meet your taxation education needs.
Consider the following for your adoption of South-
Western Federal Taxation 2016 Edition:

* Remove chapters you do not cover or rearrange
their order to create a streamlined and efficient text.

* Add your own material to cover new topics or
information.

* Add relevance by including sections from Smith’s
Internal Revenue Code and Regulations, Raabe/
Whittenburg/Sanders/Sawyers’ Federal Tax
Research, or your state’s tax laws and regulations.

* Checkpoint® Student Edition is not available with the Professional Editions of South-Western Federal Taxation.
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INDIVIDUAL INCOME TAXES, 2016 EDITION
(HOFFMAN, YOUNG, RAABE, MALONEY, NELLEN, Editors)
provides accessible, comprehensive, and authoritative coverage
of the relevant tax code and regulations as they pertain to

the individual taxpayer, as well as coverage of all major
developments in Federal taxation.

(ISBN 978-1-305-39330-1)

2016

: SOUTH-WESTERN
. : \

CORPORATIONS, PARTNERSHIPS, ESTATES ar

& TRUSTS, 2016 EDITION %«,-; : A
(HOFFMAN, RAABE, MALONEY, YOUNG, Editors) covers tax L9} = 5 ?{‘Iﬂ{@ IS
concepts as they affect corporations, partnerships, estates, and trusts. e iadpd w i §

The authors provide accessible, comprehensive, and authoritative CORPORATIONS
coverage of relevant tax code and regulations, as well as all major s PARTNERSI I[P.S.‘
developments in Federal income taxation. This market-leading text o RSTATES & TRUSTS
is intended for students who have had a previous course in tax. The - e

text includes Chapter 14, “Taxes on the Financial Statements.”

(ISBN 978-1-305-39988-4)
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COMPREHENSIVE VOLUME, 2016 EDITION

(HOFFMAN, MALONEY, RAABE, YOUNG, Editors)
Combining the number one individual tax text with the number
one corporations text, Comprehensive Volume, 2016 Edition
is a true winner. An edited version of the first two South-
Western Federal Taxation textbooks, this book is ideal for
COMPREHENSIVE undergraduate or graduate levels. This text works for either a
VoLuME one-semester course in which an instructor wants to integrate
coverage of individual and corporate taxation or for a two-
semester sequence in which the use of only one book is desired.

SoUTH-WESTERN

(ISBN 978-1-305-39511-4)

2016

ESSENTIALS OF TAXATION: INDIVIDUALS &
BUSINESS ENTITIES, 2016 EDITION

(RAABE, MALONEY, YOUNG, SMITH, NELLEN, Editors)
emphasizes tax planning and the multidisciplinary aspects of
taxation. Formerly titled 7axation of Business Entities, this text
is designed with the AICPA Model Tax Curriculum in mind,
presenting the introductory Federal taxation course from a
business entity perspective. Its Tax Planning Framework
helps users fit tax planning strategies into an innovative
pedagogical framework. The text is an ideal fit for programs
that offer only one course in taxation where users need to be
exposed to individual taxation, as well as corporate and other
business entity taxation. This text assumes no prior course in
taxation has been taken. 016

SoUTH-WESTERN

(ISBN 978-1-305-39530-5)

INTERNAL REVENUE CODE OF 1986 AND TREASURY
REGULATIONS Annotated and Selected, 2016 Edition

(JAMES E. SMITH, MARK ALTIERI) An ideal alternative to

the traditional, bulky, and expensive multivolume set of code
and regulations, this single-volume reference provides a useful
selection of code and regulations sections and clear annotations
in the form of editorial summaries that explain, analyze, and
cross-reference topics to help students fully understand the
intricacies of the tax code. The text is a perfect supplement

for any South-Western Federal Taxation text as well as an
excellent primary text for a Federal taxation course that stresses a
code and regulations approach.

2016 Edition coming in July 2015 (ISBN 978-1-305-66065-6)
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FEDERAL TAX RESEARCH, 10E

(RAABE, WHITTENBURG, SANDERS, AND SAWYERS)
Federal Tax Research, Tenth Edition, offers hands-on tax
research analysis and fully covers computer-oriented tax
research tools. The tenth edition offers a new chapter on
Financial Accounting Research that, when combined with their
study of tax research, will equip students with the valuable
research skills they need to be marketable to future employers.
Also included in this edition is coverage on international tax
research, an expanded review of tax ethics, and many new real-
life cases to help foster a true understanding of federal tax law.

Federal Tax
Research

(ISBN 978-1-285-43939-6)

ABOUT THE EDITORS
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at  the University of
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THE WORLD OF
TAXATION

CHAPTER 1
Introduction to Taxation

CHAPTER 2

Working with the Tax Law

CHAPTER 3

Taxes on the Financial Statements

Part 1 provides an introduction to taxation in the United States. Various taxes imposed by Federal, state,
and local governments are discussed. A unique tax planning framework is presented that is applied
throughout the book in developing tax planning strategies for both business entities and individual
taxpayers. The evolution of the Federal tax system is presented along with the influence of the IRS and
the courts in that process. The tax research process, including the relevance of the legislative,
administrative, and judicial sources of the tax law, is also discussed. Part 1 concludes with a chapter

on accounting for income taxes, as a bridge to materials discussed in other accounting courses.

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



LO.1

LO.2

LO.3

LO.4

Introduction to Taxation

0

.'.é

Define and illustrate the components of a tax.
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A TypicaL TAX YEAR FOR A MODERN FAMILY

Travis and Betty Carter are married and live in a state that imposes both a sales tax and an income tax. They
have two children, April (age 17) and Martin (age 18). Travis is a mining engineer who specializes in land
reclamation. After several years with a mining corporation, Travis established a consulting practice that
involves a considerable amount of travel.

Betty is a registered nurse who, until recently, was a homemaker. In November of the current year, she
decided to reenter the job market and accepted a position with a medical clinic.

The Carters live only a few blocks from Ernest and Mary Walker, Betty Carter’s parents. The Walkers are
retired and live on interest, dividends, and Social Security benefits.

The following developments with current year and possible future tax ramifications occurred.

The ad valorem property taxes on the Carters’ residence increased, while those on the Walkers’ resi-
dence decreased.

When Travis registered an automobile that was purchased last year in another state, he had to pay a sales
tax to his home state.

As an anniversary present, the Carters gave the Walkers a recreational vehicle (RV).

When Travis made a consulting trip to Chicago, the client withheld Illinois state income tax from the pay-
ment made to Travis for his services.

Travis employed his children to draft blueprints and prepare scale models for use in his work. Both April
and Martin have had training in drafting and topography.

Early in the year, the Carters were audited by the state on an income tax return filed several years ago.
Later in the year, they were audited by the IRS on a Form 1040 they filed for the same year. In each case,
a tax deficiency and interest were assessed.

The Walkers were audited by the IRS. Unlike the Carters, they did not have to deal with a revenue agent,
but settled the matter by mail.

Explain these developments and resolve any tax issues raised.

Read the chapter and formulate your response.




1-2 PART 1

LO.1

Define and illustrate the
components of a tax.

The World of Taxation

axes have a pervasive impact on our lives. They affect every individual in the United
States from birth to death, and even beyond death (through taxation of an individu-
al’s estate). Taxes likewise affect every business from formation of the business entity
to its operations, distribution of profits to owners, and ultimate disposition or liquidation.
Despite the wide-ranging impact of taxes, most studies of the tax law overemphasize
the provisions applying to individual taxpayers and ignore much of the tax law relevant
to business. That approach fails to address the role of taxes in business decisions, and
it fails to provide the broad knowledge base necessary to succeed in today’s business
environment. This text adopts a more balanced approach; it introduces the tax laws
that apply to individuals, and those rules applicable to all business entities, and it sur-
veys the tax rules specific to each type of taxpayer. It also recognizes that both tax and
nontax considerations are important in personal and business affairs.

1-1 THE STRUCTURE OF TAXES

Most taxes have two components: a tax rate and a tax base (such as income, wages,
value, or sales price). Tax liability is computed by multiplying these two components.
Taxes vary by the structure of their rates and by the base subject to tax.

1-1a Tax Rates

Tax rates can be progressive, proportional, or regressive. A tax rate is progressive if it
increases as the tax base increases. The Federal income tax is structured so as to
be progressive. For example, the Federal income tax rates for corporations range from
15 to 39 percent. These rates increase with increases in taxable income.

Refer to the corporate tax rate schedule inside the front cover of this text. If Abel Corporation
records taxable income of $5,000, its income tax is $750 and its average tax rate is 15% ($750/
$5,000, or the ratio of tax liability to the tax base).

If, however, Abel’s taxable income is $200,000, its income tax is $61,250 [$22,250 + .39
(200,000 — $100,000)] and its average tax rate is 30.63% ($61,250/$200,000). The tax is progres-
sive because the average tax rate increases with increases in the tax base (income).

A tax is proportional if the rate of tax is constant, regardless of the size of the tax
base. State retail sales taxes are proportional. Proportional tax rates also underlie the
various “flat tax” proposals recently in the news."

Bob purchases an automobile for $6,000. If the sales tax on automobiles is 7% in Bob’s state, he
will pay a $420 tax. Alternatively, if Bob pays $20,000 for a car, his sales tax will be $1,400 (still 7%
of the sales price). Because the average tax rate does not change with the tax base (sales price),
the sales tax is proportional.

Finally, regressive tax rates decrease as the tax base increases. Federal lemployment
taxes , such as FICA and FUTA, are regressive. When the tax base and the taxpayer’s
ability to pay generally are positively correlated (i.e., when they move in the same direc-
tion), many tax pundits view regressive tax rates as unfair. This is because the tax
burden decreases as a percentage of the taxpayer’s ability to pay.

In 2015, the combined Social Security and Medicare tax rate levied on the wages of employees is
7.65% up to a maximum of $118,500 and 1.45% on all wages over $118,500. Sarah earns a salary
of $30,000. She pays FICA taxes of $2,295, an average tax rate of 7.65%. Alternatively, if Sarah earns
$150,000, she pays $9,522 [(.0765 x $118,500) + .0145 x ($150,000 — $118,500)], an average tax
rate of 6.35%.

Once the FICA base exceeds the maximum amount subject to the Social Security part of FICA,
the FICA tax becomes regressive because the average tax rate decreases as the tax base increases.

'Flat tax proposals call for a new tax with one low proportional rate (usually lower incomes, large personal exemptions would be provided (e.g.,
between 15% and 20%). Such a tax would have a very broad base, taxing $50,000 for a family of four).
almost all forms of income with few deductions. To avoid taxing those with
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TAX FACT Carrying the Tax Burden

Data from the IRS indicate that the progressive Additional observations include the following.
nature of the Federal income tax, accelerated by laws passed
under Presidents Bush | and Clinton, remains largely intact
for US. individuals, even after the broad tax cuts issued
under President George W. Bush in the early 2000s.

- Individuals earning less than $45,000 per year likely pay
zero Federal income tax, and their payroll and gasoline
taxes may be partly rebated through the earned income

Annual median adjusted gross income (defining the credit as well.
upper and lower one-half of citizens) is about $34,250. + When considering income, sales, payroll, property, and
Income of about $438,000 puts a taxpayer in the top other taxes that are levied by U.S. governmental bodies
1 percent of filers, and effective Federal taxes for the top of all sizes, taxpayers at nearly all income levels pay
10 percent of earners have increased faster than their about 30 percent of their income in taxes.
incomes. The following table shows the share of taxes paid - Due to additional taxes that are designated to pay for
by various income categories. the Obamacare system, the degree of progressivity of

the Federal income tax increases even further.

e Share of Total Share of Federal - The 400 individual Forms 1040 with the highest taxable
SalSoony [neomelee) [neomelaxsaualclies) income pay only about a 20 percent average Federal
Top 1% 19 35 income tax rate, due chiefly to tax incentives that apply
Top 5% 34 56 to investment income.
Bottom 50% 11 3

Under all three tax rate structures, the amount of taxes due increases as the tax base
increases. The structure of tax rates only affects the rate of increase (i.e., progressive
taxes increase at an increasing rate, proportional taxes increase at a constant rate, and
regressive taxes increase at a decreasing rate).

1-1b Tax Bases

Most taxes are levied on one of four kinds of tax bases.

e Transactions [including sales or purchases of goods and services, and transfers of
wealth (e.g., by gift or at death)].

* Property or wealth (including ownership of specific kinds of property).

* Privileges and rights (including the ability to do business as a corporation, the right
to work in a certain profession, and the ability to move goods between countries).

* Income on a gross or net-of-expenses basis.

Because the Federal income tax usually has the most significant influence on business
decisions, it is the principal focus of this text. Other taxes can play an important role,
however, so it is important to have at least some familiarity with them. The next section
introduces many of the taxes imposed on individuals and businesses in the United States.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com 1 DIGGING DEERER

1-1c Incidence of Taxation

The degree to which various segments of society share the total tax burden is difficult to
assess. Assumptions must be made concerning who absorbs the burden of paying the
tax. For example, because dividend payments to shareholders are not deductible by a
corporation and generally are taxable to shareholders, the same income is subject to a
form of double taxation.

Concern over the potential for double taxation of the same income is valid to the
extent that corporations are not able to shift the corporate tax to the consumer through
higher prices and lower wages. But many research studies have shown that corpora-
tions are able to shift the corporate income tax burden (i.e., so that it is borne by both
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employees and the ultimate purchasers of goods), thereby avoiding any double taxation
on the same income.

The progressiveness of the Federal income tax rate structure for individuals has
varied over the years. In 1986, for example, there were 15 rates, ranging from 0 to
50 percent. These later were reduced to two rates of 15 and 28 percent. Currently, there
are seven rates ranging from 10 to 39.6 percent.

1-2 TYPES OF TAXES

After taxes on income, the various transaction taxes usually play the most important role
in business (and personal) contexts. In many countries, transaction taxes are even more
important than income taxes. There are three types of transaction taxes: sales and cer-
tain excise taxes , employment taxes, and taxes on the transfer of wealth (as gifts and
at death).

1-2a Taxes on the Production and Sale of Goods

Sales tax and some excise taxes are imposed on the production, sale, or consumption of
commodities or the use of services. Excise taxes and general sales taxes differ by the
breadth of their bases. An excise tax base is limited to a specific kind of good or service,
while a general sales tax is broad-based (e.g., it might be levied on all retail sales). All
levels of government impose excise taxes, while state and local governments make
heavy use of the general sales tax.

Federal Excise Taxes

Together with customs duties, excise taxes served as the principal source of revenue for
the United States during its first 150 years of existence. Since World War II, the role of
excise taxes in the Federal government’s fund-raising efforts has steadily declined, fall-
ing from about 30 to 40 percent of revenues just prior to the war to about 3 percent
now. During this time, the Federal government came to rely upon income and employ-
ment taxes as its principal sources of funds.

Despite the decreasing contribution of excise taxes to the Federal coffers, they con-
tinue to have a significant impact on specific industries. Currently, trucks, trailers, tires,
liquor, tobacco, firearms, certain sporting equipment, and air travel all are subject to
Federal excise taxes. In the past, the sale and manufacture of a variety of other goods,
including furs, jewelry, boats, luxury automobiles, and theater tickets, have been taxed.
Excise taxes extend beyond sales transactions. They are also levied on privileges and
rights, as discussed below.

The bases used for Federal excise taxes are as diverse as the goods that are taxed.
Fuels are taxed by the gallon, vaccines by the dose, telephone service and air travel by
the price paid for the service, water travel by the passenger, coal by the ton extracted or
by the sales price, insurance by the premiums paid, and the gas guzzler tax by the mile-
age rating on the automobile produced. Some of these taxes are levied on producers,
some on resellers, and some on consumers. In almost every circumstance, the tax rate
structure is proportional.

With the exception of Federal excise taxes on alcohol, tobacco, and firearms, Federal
excise taxes are due at least quarterly, when the Federal excise tax return (Form 720) is filed.

State Excise Taxes

Many states levy excise taxes on the same items taxed by the Federal government. For
example, most states have excise taxes on gasoline, liquor, and tobacco. However, the
tax on specific goods can vary dramatically among states. Compare New York’s $4.35
tax on each pack of 20 cigarettes to Georgia’s $.37 tax. These differences at the state
level provide ample incentive for smuggling between states and for state-line enter-
prises specializing in taxed goods.?

2Some excise taxes are referred to as “sin” taxes (because goods such as liquor frequently fails to show this effect. Because demand for alcohol products and
and tobacco are subject to the tax). Although it is commonly believed that these gasoline tends to be relatively inelastic (insensitive to price), the increase in
taxes are imposed for the purpose of discouraging consumption, evidence price caused by excise taxes has little to do with rates of consumption.
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Other goods and services subject to state and local excise taxes include admission to
amusement facilities; hotel occupancy; rental of other facilities; and sales of playing
cards, oleomargarine products, and prepared foods. Most states impose a tax on trans-
fers of property that require recording of documents (such as real estate sales and sales
of stock and securities).

Local Excise Taxes

Over the last few years, two types of excise taxes imposed at the local level have
become increasingly popular. These are the hotel occupancy tax and the rental car
“surcharge.” Because they tax the visitor who cannot vote, they are a political windfall
and serve as a means of financing special projects that generate civic pride (e.g., con-
vention centers and state-of-the-art sports arenas).

General Sales Tax

The broad-based general sales tax is a major source of revenue for most state and local
governments. It is used in all but five states (Alaska, Delaware, Montana, New Hampshire,
and Oregon). While specific rules vary from state to state, the sales tax typically employs
a proportional tax rate and includes retail sales of tangible personal property (and occa-
sionally personal services) in the base. Some states exempt medicine and food from the
base, and sometimes tax rates vary with the good being sold (e.g., the sales tax rate for
automobiles may differ from the rate on other goods). The sales tax is collected by the
retailer and then paid to the state government.

Local general sales taxes, over and above those levied by the state, are common. It is
not unusual to find taxpayers living in the same state who pay different general rates of
sales taxes due to the location of their purchases.

For various reasons, some jurisdictions suspend the application of a general sales tax.
The prevalent justification for these sales tax holidays involves the purchase of back-to-
school items. Granted by approximately 20 states, the exemption typically is available in
early August and covers modest expenditures for clothing and school supplies. Some
states have used sales tax holidays to encourage the purchase of energy-conserving
appliances (e.g., Maryland, Missouri, and Texas) and hurricane preparedness items
(e.g., Louisiana and Virginia).

Use Taxes

One obvious approach to avoiding state and local sales taxes is to purchase goods in a
state that has little or no sales tax and then transport the goods back to one’s home
state. [Use taxes exist to prevent this tax reduction ploy. The use tax is a value-based

GLOBAL TAX ISSUES Why Is Gasoline Expensive? It Depends

L4

» ¥ on Where You Live

In recent years, increases in the cost of gasoline and fuel

oil have sometimes aroused such a furor in the United Country Price per Gallon (U.S. 5)
States that supplies have been released from the national United Kingdom 5.72
oil reserve. Whether such tactics reduce prices more Germany 5.11
than temporarily seems doubtful. But in the United States, China 3.46
unlike other countries, the price of gasoline largely is Saudi Arabia 0.48
attributable to the cost of crude oil. In January 2015, the Venezuela 0.06

average price per gallon of gasoline in the United States
was about $2.10.

In other countries, the real culprit is the amount of tax
imposed. Consider the following situations.

While other factors may contribute to the various gasoline pri-
ces, the primary factor is the amount of tax charged in those
countries. For example, in the United Kingdom, approximately
60 percent of the cost of gasoline is attributable to taxes.
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tax, usually imposed at the same rate as the sales tax, on the use, consumption, or stor-
age of tangible property. Every state that imposes a general sales tax levied on the
consumer also applies a use tax.

The Big Picture

Return to the facts of The Big Picture on p. 1-1. The payment Travis made when he registered the
car is probably a use tax. When the car was purchased in another state, likely no (or a lesser) sales
tax was levied. The current payment makes up for the amount of sales tax he would have paid
had the car been purchased in his home state.

EXAMPLE

The use tax is difficult to enforce for many purchases; therefore, the purchaser often
does not pay it. Most of the states are taking steps to curtail this loss of revenue, especially
by collecting use taxes that relate to sales conducted on the internet.

Value Added Tax

The wvalue added tax (VAT) is a variation of a sales tax; it is levied at each stage of pro-
duction on the value added by the producer. VAT is in widespread use in many coun-
tries around the world (most notably in the European Union and in Canada). The tax
typically serves as a major source of revenue for governments that use it.”

Farmer Brown sells wheat to a flour mill for $100. If the wheat cost $65 for Brown to produce and if the
VAT rate is 10%, then Brown will owe a VAT of $3.50 [.10(5100 — $65)1. If the mill sells the flour for
5 $200 to a baker, and if it cost the mill $120 to make the flour (including the cost of Brown’s wheat),
then it will pay a VAT of $8 [.10(5200 — $120)]. If the baker sells the 200 loaves of bread he makes
from the flour for $400, and if it cost the baker $280 to make the bread, then the baker pays a VAT of
$12[.10(5400 — $280)].
The consumers who buy the bread will not pay any VAT directly. It is likely, however, that some
or all of the total VAT paid of $23.50 ($3.50 + $8 + $12) will be paid by the consumers in the
form of higher prices for the bread.

1-2b Employment Taxes

Both Federal and state governments tax the salaries and wages paid to employees. On
the Federal side, employment taxes represent a major source of funds. For example,
the FICA tax accounts for more than one-third of revenues in the Federal budget,
second only to the income tax in its contribution.

The Federal government imposes two kinds of employment tax. The Federal Insur-
ance Contributions Act (FICA) imposes a tax on self-employed individuals, employees,
and employers. The proceeds of the tax are used to finance Social Security and Medi-
care benefits. The Federal Unemployment Tax Act (FUTA) imposes a tax on employers
only. The FUTA tax provides funds to state unemployment benefit programs. Most state
employment taxes are similar to the FUTA tax, with proceeds used to finance state
unemployment benefit payments.

FICA Taxes

The FICA tax has two components: old age, survivors, and disability insurance payments
(commonly referred to as Social Security) and Medicare health insurance payments. For
2015, the Social Security tax rate is 6.2 percent for the employee and 6.2 percent for
the employer, and the Medicare tax rate is 1.45 percent for both the employer and the
employee. The maximum base for the Social Security tax is $118,500 for 2015. There is no
ceiling on the base amount for the Medicare tax. The employer withholds the FICA tax
from an employee’s wages.

3Some proposals to reduce the Federal government’s reliance on the employ-
ment and income taxes have focused on VAT as an alternative tax system.
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Payments usually are made through weekly or monthly electronic payments or
deposits to a Federal depository. Employers must also file Form 941, Employer’s Quar-
terly Federal Tax Return, by the end of the first month following each quarter of the cal-
endar year (e.g., by July 31 for the quarter ending on June 30) and pay any remaining
amount of employment taxes due for the previous quarter. Failure to pay can result in
large and sometimes ruinous penalties.

FICA tax is not assessed on all wages paid. For example, wages paid to children
under the age of 18 who are employed in a parent’s trade or business are exempt from
the tax.

The Big Picture

Return to the facts of The Big Picture on p. 1-1. Presuming that April and Martin perform meaning-
ful services for Travis (which the facts seem to imply), they are legitimate employees. April is not
subject to Social Security tax because she is under the age of 18. However, Martin is 18, and Travis
needs to collect and pay FICA taxes for him.

Furthermore, recall that Betty Carter now is working and is subject to the Social Security and
Medicare taxes. Travis, as an independent contractor, is subject to self-employment tax, discussed
in the next section.

EXAMPLE

An additional .9 percent Medicare tax is imposed on earned income (including self-
employment income) above $200,000 (single filers) or $250,000 (married filing jointly).
Unlike the Social Security tax of 6.2 percent and the regular Medicare portion of 1.45 per-
cent, an employer does not match the employees’ .9 percent additional Medicare tax.

Similarly, an additional 3.8 percent Medicare tax is assessed on the investment
income of individuals whose modified adjusted gross income exceeds $200,000 or
$250,000, as above. For this purpose, investment income includes interest, dividends,
net capital gains, and income for similar portfolio items.

The Big Picture

Return to the facts of The Big Picture on p. 1-1. The combined income of Travis and Betty Carter
may be large enough to trigger one or both of the additional Medicare taxes. The marginal tax
rate® of “upper income” taxpayers is higher than that of other individuals because of these taxes.
Congress has designated these taxes to cover a portion of Federal health care costs. Betty would
have considered these taxes when making her decision to re-enter the workforce.

EXAMPLE

Self-Employment Tax

Self-employed individuals also pay into the FICA system in the form of a self-employment
(SE) tax (determined on Schedule SE, filed with Form 1040, U.S. Individual Income
Tax Return). Self-employed individuals are required to pay both the employer and the
employee portion of the FICA taxes. Therefore, the 2015 SE tax rate is 15.3 percent
on self-employment income up to $118,500 and 2.9 percent on all additional self-
employment income. Self-employed individuals deduct half of the SE tax—the amount
normally deductible by an employer as a business expense. Self-employment income is
discussed in more detail in Chapter 11.

Unemployment Taxes

For 2015, FUTA applies at a rate of 6.0 percent on the first $7,000 of covered wages paid
during the year to each employee. As with FICA, this represents a regressive rate struc-
ture. The Federal government allows a credit for unemployment tax paid (or allowed

A taxpayer's marginal tax rate (or marginal tax bracket) is the rate that
would be paid on an additional dollar of taxable income.
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under a merit rating system)’ to the state. The credit cannot exceed 5.4 percent of the
covered wages. Thus, the amount required to be paid to the IRS could be as low as
.6 percent (6.0% — 5.4%).

FUTA and state unemployment taxes differ from FICA in that the tax is imposed only
on the employer.

1-2c Taxes at Death

The transfer of property upon the death of the owner may be a taxable event. If the tax
is imposed on the transferor at death, it is called an |estate tax . If it taxes the recipient of
the property, it is termed an  inheritance tax . As is typical of other types of transaction
taxes, the value of the property transferred provides the base for determining the
amount of the tax at death.

The Federal government imposes an estate tax. A few state governments, however,
levy their own additional inheritance taxes, estate taxes, or both.

At the time of her death, Wilma lived in a state that imposes an inheritance tax but not an estate
tax. Mary, one of Wilma’s heirs, lives in the same state. Wilma's estate is subject to the Federal
estate tax, and Mary is subject to the state inheritance tax.

The Federal Estate Tax

Never designed to generate a large amount of revenue, the Federal estate tax was
intended to prevent large concentrations of wealth from being kept within a family for
many generations. Whether this objective has been accomplished is debatable, because
estate taxes can be substantially reduced (or deferred for decades) through careful tax
planning activities.

Determination of the estate tax base begins with the gross estate, which includes
property the decedent owned at the time of death. It also includes property interests,
such as life insurance proceeds paid to the estate or to a beneficiary other than the
estate if the deceased-insured had any ownership rights in the policy. Most property
included in the gross estate is valued at fair market value as of the date of death.

Deductions from the gross estate in arriving at the taxable estate include funeral and
administration expenses, certain taxes, debts of the decedent, and transfers to charitable
organizations. A marital deduction is available for amounts passing to a surviving
spouse (a widow or widower).

When Luis died, he owned $10 million in various securities, real estate, and personal effects. Under
his will, Luis paid $1 million to the local art museum and $2 million to his surviving wife Angelina.
Luis's executor computes a Federal estate tax on the $7 million taxable estate.

Once the taxable estate has been determined and certain taxable gifts have been
added to it, one must determine a tentative tax liability. The tentative liability is reduced
by a variety of credits to arrive at the amount due.

In most cases, the first $5 million of a U.S. decedent’s estate effectively is excluded
from the estate tax, with a maximum 40 percent tax rate on any excess. Spouses can
share a $10 million estate tax exclusion. The $5 million and $10 million amounts are
indexed for inflation.®

State Taxes at Death

States usually levy an inheritance tax, an estate tax, or both. The two forms of tax differ
according to whether the liability is imposed on the heirs or on the estate.

States follow a policy of reducing unemployment tax on employers with ®For 2015, the indexed exemption amount for each individual is $5.43

stable employment. Thus, an employer with no employee turnover might million, and spouses share a $10.86 million Federal estate tax exclusion.
face state unemployment tax rates as low as .1% or, in some cases, zero.
This merit rating system explicitly accounts for the savings generated by
steady employment.
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Characteristically, an inheritance tax divides the heirs into classes based on their rela-
tionship to the decedent. The more closely related the heir, the lower the rates imposed
and the greater the exemption allowed. Some states completely exempt amounts pass-
ing to a surviving spouse from taxation.

1-2d Gift Tax

Like estate and inheritance taxes, the Federal gift tax is an excise tax levied on the right
to transfer property. In this case, however, the tax is imposed on transfers made during
the owner’s life rather than at death. The tax applies only to transferred amounts that
are not supported by full and adequate consideration (i.e., gifts).

Carl sells property worth $20,000 to his daughter for $1,000. Although property worth $20,000 has
been transferred, only $19,000 represents a gift, because this is the portion not supported by full
and adequate consideration.

The Federal gift tax is intended to complement the estate tax. The gift tax base is the
sum of all taxable gifts made during one’s lifetime. Gifts are valued at the fair market
value of the property on the date of the gift. To compute the tax due in a year, the tax
rate schedule is applied to the sum of all lifetime taxable gifts. The resulting tax is then
reduced by gift taxes paid in prior years.

The Federal gift tax and the Federal estate tax are wunified.” The transfer of assets
by a decedent at death effectively is treated as a final gift under the tax law. Thus, the
$5 million exclusion (as indexed) and the 40 percent top tax rate for the estate tax also
is available to calculate the tax liability generated by lifetime gifts. If the exclusion is
exhausted during one’s lifetime against taxable gifts, it is not available to reduce the estate
tax liability. The same tax rate schedule applies to both lifetime gifts and the estate tax.

Before his death, Ben makes $5 million of taxable gifts. Ignore indexing of the exemption amounts.
Because the unified transfer tax exclusion was used up during his life to offset the tax due on
these gifts, no further amount is left to reduce Ben's estate tax liability.

Annual taxable gifts are determined by reducing the fair market value of gifts given by
an annual exclusion of $14,000 per donee. A married couple can elect gift splitting,
which enables them to transfer twice the annual exclusion ($28,000) per donee per year.

Taxable gifts are reduced by deductions for gifts to charity and to one’s spouse (the
marital deduction). Gifts for medical and educational purposes may be exempt from
the gift tax as well.

Marco made the following gifts: $500,000 to his wife Irena, $100,000 to their daughter Anita, and
$100,000 to the San Mateo Church.

The marital and charitable deductions offset the gifts to Irena and the church. The $14,000 per
donee annual exclusion reduces the taxable gift to Anita. Another $14,000 of the taxable gift could
be eliminated if Irena agrees to a gift-splitting election.

On December 31, 2015, Vera gives $14,000 to each of her four married children, their spouses, and
her eight grandchildren. On January 3, 2016, she repeats the procedure.

Due to the annual exclusion, Vera has not made a taxable gift, although she transferred
$224,000 [$14,000 x 16 (the number of donees)] in each of the years, for a total of $448,000.

If Vera had been married, she could have given twice as much ($896,000) by electing gift split-
ting with her husband.

78§ 2010 and 2505.
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EXAMPLE

Unlike death, the timing of which usually is involuntary, the making of a gift is a vol-
untary parting of ownership. Thus, the ownership of a business or a plot of land can be
transferred gradually without incurring drastic and immediate tax consequences.

1-2e Property Taxes

A property tax can be a tax on the ownership of property or a tax on wealth, depending
on the base used. Any measurable characteristic of the property being taxed can be
used as a base (e.g., weight, size, number, or value). Most property taxes in the United
States are taxes on wealth; they use value as a base. These value-based property taxes
are known as ad valorem taxes. Property taxes generally are administered by state and
local governments, where they serve as a significant source of revenue.

Taxes on Realty

Property taxes on [realty are used exclusively by states and their local political subdivi-
sions such as cities, counties, and school districts. They represent a major source of
revenue for local governments, but their importance at the state level is limited.

How realty is defined can have an important bearing on which assets are subject
to tax. This is especially true in jurisdictions that do not impose ad valorem taxes on
personalty (all assets that are not realty; discussed in the next section). Realty gener-
ally includes real estate and any capital improvements that are classified as fixtures. A
fixture is something so permanently attached to the real estate that its removal will
cause irreparable damage. A built-in bookcase might be a fixture, whereas a movable
bookcase is not. Certain items such as electrical wiring and plumbing change from
personalty to realty when installed in a building.

The following are some of the characteristics of ad valorem taxes on realty.

e Property owned by the Federal government is exempt from tax. Similar immunity
usually is extended to property owned by state and local governments and by cer-
tain charitable organizations.

* Some states provide for lower valuations on property dedicated to agricultural use
or other special uses (e.g., wildlife sanctuaries).

e Some states partially exempt the homestead, or personal residence, portion of
property from taxation.

* Lower taxes may apply to a residence owned by a taxpayer age 65 or older.

* Some jurisdictions extend immunity from tax for a specified period of time (a tax
holiday) to new or relocated businesses.

The Big Picture

Return to the facts of The Big Picture on p. 1-1. Why did the Walkers’ taxes decrease while those
of the Carters increased? A likely explanation is that one (or both) of the Walkers achieved senior
citizen status. In the case of the Carters, the assessed value of their property probably increased.
Perhaps they made significant home improvements (e.g., kitchen/bathroom renovation, addition
of a sundeck).

Taxes on Personalty

Personalty includes all assets that are not realty. It may be helpful to distinguish between
the classification of an asset (realty or personalty) and the use to which it is put. Realty
and personalty can be either business-use or personal-use property. Examples include a
residence (personal-use realty), an office building (business-use realty), surgical instru-
ments (business-use personalty), and the family car (personal-use personalty).

Personalty can also be classified as tangible property or intangible property. For
property tax purposes, intangible personalty includes stocks, bonds, and various other
securities (e.g., bank shares).
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TAX FACT A Profile of Tax Collections

Federal budget receipts as estimated for fiscal
2015 indicate a dependence by the government on payroll

and individual income taxes. Corporate income tax collections
likely are far below what the general public might expect.

Federal Tax Collections

3%

32%

13%

-—

Individual income tax
Corporation income tax
Payroll taxes (FICA and FUTA)
Excise taxes

| Tariffs, other

The following generalizations may be made concerning the property taxes on

personalty.

 Particularly with personalty devoted to personal use (e.g., jewelry, household fur-
nishings), taxpayer compliance ranges from poor to zero. Some jurisdictions do
not even attempt to enforce the tax on these items. For automobiles devoted to
personal use, many jurisdictions have converted from value as the tax base to a
tax based on the weight of the vehicle. Some jurisdictions also consider the
vehicle’s age (e.g., automobiles six years or older are not subject to the ad valorem

tax because they are presumed to have little value).

* For personalty devoted to business use (e.g., inventories, trucks, machinery,
equipment), taxpayer compliance and enforcement procedures are notably better.

* Some jurisdictions impose an ad valorem property tax on intangibles.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

2 DIGGING DEERER

TAX IN THE NEWS The Backdoor Tax Increase

Can a landowner's property taxes increase
even though the tax rate has not changed? Yes, if the
assessed value of the property is increased! Known as a
“backdoor tax increase,” this procedure allows the taxing
authority to generate additional revenue without having to
secure voter approval for an increase in the tax rate.

Even more aggravating for the property owner is an
increase in assessed value that is based on past market

values and does not reflect the true current value. This
kind of increase often occurs during periods of economic
downturn (i.e., when real estate prices decline). Under
these conditions, increases in assessed value are likely to
cause considerable taxpayer dissatisfaction and lead to
proposals for legislative relief, such as a freeze on upward
property assessments.
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PART 1 The World of Taxation

EXAMPLE

1-2f Taxes on Privileges and Rights

Taxes on privileges and rights are usually considered excise taxes. The most important
of these taxes are reviewed here.

Federal Customs Duties

Customs duties or tariffs can be characterized as a tax on the right to move goods across
national borders. These taxes, together with selective excise taxes, provided most of the
revenues needed by the Federal government during the nineteenth century. For exam-
ple, tariffs and excise taxes alone paid off the national debt in 1835 and enabled the
U.S. Treasury to pay a surplus of $28 million to the states. Today, however, customs
duties account for only 1 percent of revenues in the Federal budget.

In recent years, tariffs have acted more as an instrument for carrying out protectionist
policies than as a means of generating revenue. Thus, a particular U.S. industry might
be saved from economic disaster, so the argument goes, by placing customs duties on
the importation of foreign goods that can be sold at lower prices. Protectionists contend
that the tariff therefore neutralizes the competitive edge held by the producer of the
foreign goods.® But tariffs often lead to retaliatory action on the part of the nation or
nations affected.

Franchise Taxes and Occupational Taxes

A franchise tax is a tax on the privilege of doing business in a state or local jurisdiction.
Typically, the tax is imposed by states on corporations, but the tax base varies from state
to state. While some states use a measure of corporate net income as part of the base,
most states base the tax on the capitalization of the corporation (with or without certain
long-term debu).

Closely akin to the franchise tax are occupational taxes applicable to various trades
or businesses, such as a liquor store license, a taxicab permit, or a fee to practice a pro-
fession such as law, medicine, or accounting. Most of these are not significant revenue
producers and fall more into the category of licenses than taxes. The revenue derived is
used to defray the cost incurred by the jurisdiction to regulate the business or profession
for the public good.

The Big Picture

Return to the facts of The Big Picture on p. 1-1. Although the facts do not mention the matter, both
Travis and Betty will almost certainly pay occupational fees—Travis for engineering and Betty for
nursing.

Severance Taxes

Severance taxes are based on the extraction of natural resources (e.g., oil, gas, iron ore,
and coal). They are an important source of revenue for many states; Alaska does not
levy either a state-level income or sales/use tax, because the collections from its sever-
ance taxes are so large.

1-2g Income Taxes

Income taxes are levied by the Federal government, most states, and some local govern-
ments. In recent years, the trend in the United States has been to place greater reliance
on this method of taxation while other countries are relying more heavily on transac-
tions taxes such as the VAT.

%The North American Free Trade Agreement (NAFTA) substantially reduces the
tariffs on trade between Canada, Mexico, and the United States.
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CHAPTER 1

Income taxes generally are imposed on individuals, corporations, and certain fiducia-
ries (estates and trusts). Most jurisdictions attempt to ensure the collection of income
taxes by requiring certain pay-as-you-go procedures, including withholding require-
ments for employees and estimated tax prepayments for all taxpayers.

The Structure of the Federal Income Tax

Although some variations exist, the basic Federal income tax formula is similar for all
taxable entities. This formula is shown in Exhibit 1.1.

The income tax is based on the doctrine known as legislative grace: all income is
subject to tax and no deductions are allowed unless specifically provided for in the law.
Some types of income are excluded on the basis of various economic, social, equity,
and political considerations. Examples of such exclusions from the income tax base
include gifts, inheritances, life insurance proceeds received by reason of death, and
interest income from state and local bonds.

All entities are allowed to deduct business expenses from gross income, but a number of
limitations and exceptions are applied. A variety of credits against the tax are also allowed,
again on the basis of economic, social, equity, or political goals of Congress.

Income tax rates for all entities are progressive. The corporate rates range from 15
percent on the lowest level of taxable income to 35 percent on the highest level. Indi-
vidual rates range from 10 percent to 39.6 percent. Estates and trusts are also subject to
income taxation, with rates ranging from 15 percent to 39.6 percent. Additional Medi-
care taxes (discussed previously) apply on top of these rates for certain upper-income
taxpayers.

Partnerships, qualifying small business corporations, and some limited liability com-
panies are not taxable entities, but must file information returns. Owners of these busi-
ness entities then are taxed on the net taxable income of the enterprise, proportionate
to their holdings.

For individuals, deductions are separated into two categories—deductions for
adjusted gross income (AGID) and deductions from AGI. Generally, deductions for AGI
are related to business activities, while deductions from AGI often are personal in
nature (e.g., medical expenses, mortgage interest and property taxes on a personal resi-
dence, charitable contributions, and personal casualty losses) or are related to invest-
ment activities. Deductions from AGI take the form of itemized deductions and
personal and dependency exemptions. Individuals may take a standard deduction (a
specified amount based on filing status) rather than itemize actual deductions. An over-
view of the individual income tax formula is provided in Exhibit 1.2.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

EXHIBIT 1.1 Basic Formula for Federal Income Tax

Income (broadly defined) SXXX, XXX
Less: Exclusions (income that is not subject to tax) (XX, XXX)
Gross income (income that is subject to tax) SXXX, XXX
Less: Deductions (XX, XXX)
Taxable income SXXX,XXX

Federal income tax on taxable income (see Tax Rate Schedules inside

front cover of text) $ XX,XXX
Less: Tax credits (including Federal income tax withheld and other

prepayments of Federal income taxes) (%,%xx)

Tax owed (or refund) S Xxx

Introduction to Taxation 1-13

LO.3

Describe the basic tax
formula for individuals and
taxable business entities.

3 DIGGING DEERER
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EXHIBIT 1.2 Federal Income Tax Formula for Individuals

Income (broadly defined) SXX, XXX
Less: Exclusions (income that is not subject to tax) (%,Xxxx)
Gross income (income that is subject to tax) SXX,XXX
Less: Certain business and investment deductions (usually referred

to as deductions for adjusted gross income) (X,XXX)
Adjusted gross income SXX,XXX

Less: The greater of certain personal and employee deductions
(usually referred to as itemized deductions)

or

The standard deduction (including any additional standard

deduction) (%, Xxx)
Less: Personal and dependency exemptions (X,%xX)
Taxable income SXX, XXX
Federal income tax on taxable income (see Tax Rate Schedules inside

front cover of text) $ XXXX

Less: Tax credits (including Federal income tax withheld and other

prepayments of Federal income taxes) (xxx)
Tax owed (or refund) $  Xxx

State Income Taxes

Most states (except Alaska, Florida, Nevada, South Dakota, Texas, Washington, and
Wyoming) impose a traditional income tax on individuals. Tennessee and New Hampshire
tax only certain dividend and interest income. Most states also impose either a corporate
income tax or a franchise tax based in part on corporate income. The following additional
points can be made about state income taxes.

e State income tax usually relies on Federal income tax laws to some degree—the
states use Federal taxable income as a base, with a few adjustments (e.g., a few
allow a deduction for Federal income taxes paid and sometimes an exclusion on
interest income earned on Federal securities).

* For individuals, a few states impose a flat rate on Federal AGL

* Several states piggyback directly on the Federal income tax system by using the
Federal income tax liability as a tax base.

TAX FACT What Is the U.S. Tax Burden?

One popular measure of the burden of taxes If one is in need of consolation, Tax Freedom Day in

in the U.S. economy is the Tax Foundation’s “Tax Freedom Canada was June 9, 2014.
Day.” This statistic is a determination of the day upon which
an individual has completed the entire year's obligation to et Tax Freedom Day
governmental units (i.e., if all earnings were paid as taxes to 1902 1/31
this point, annual taxes would be paid up and one would 1930 2/12
now begin to “work for his or her own account”). 1945 4/4

Being “free from taxes” may bring about a feeling of relief, 1960 4/15
but in reality, tax burdens vary greatly from state to state. 1970 4/26
And as the U.S. economy has evolved and develops a more 1990 5/1
complex tax structure, adding emphasis on income and 1999 5/11
sales/use taxes and reducing the relative reliance on tariffs 2000 5/3
and excise taxes, year-to-year comparisons become difficult. 2010 4/12
Nonetheless, as a rough measure of the presence of govern- 2014 421

ment in our lives, Tax Freedom Day carries some importance.
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BRIDGE DISCIPLINE Bridge to Political Science and Sociology

UMNA  The tax law and its effects on citizens and
businesses of the United States are included in many other
academic disciplines. Tax burdens are part of American fic-
tion, family studies, and minority issues, as well as econom-
ics, finance, and management courses.

In the Bridge feature found in most chapters of this
text, we relate the concerns of other disciplines to a more
specific review of tax law, as presented here. With the topi-
cal knowledge obtained in this text, the reader can better
understand the issues raised by other disciplines, some-
times to support beliefs held by others and sometimes to
refute them.

For instance, the structure of the U.S. tax system raises
many issues of equity and fairness. Politicians and journalists
discuss these issues freely, often without the requisite tax
knowledge to draw proper conclusions.

Should the property tax on real estate be used to finance
the local public education system? Why should elderly
taxpayers with grown children or parents who send their
children to private schools continue to pay for public
schools through these taxes?

Would the lack of a charitable contribution deduction
impair the ability of charities to raise operating and capi-
tal funds?

Does a regressive sales/use tax fall harder on individuals
of color?
Is the tax law “friendly” to marriage and families with
children?

How should the tax law be used to encourage invest-
ments in “green” energy products? In improving access
speeds for the Internet?

* Most states also require withholding of state income tax from salaries and wages
and estimated payments by corporations and self-employed individuals.

* Most states have their own set of rates, exemptions, and credits.
* Many states also allow a credit for taxes paid to other states.

 Virtually all state income tax returns provide checkoff boxes for donations to vari-
ous causes. Many are dedicated to medical research and wildlife programs, but spe-
cial projects are not uncommon. For example, Oklahoma uses a checkoff to retire
the debt incurred for its capitol dome addition, while a Wisconsin checkoff financed
part of the renovations of Lambeau Field (home of the Green Bay Packers). These
checkoff boxes have been criticized as adding complexity to the returns and mis-
leading taxpayers.

Local Income Taxes

Cities imposing an income tax include Baltimore, Cincinnati, Cleveland, Columbus,
Denver, Detroit, Kansas City (MO), New York, Philadelphia, San Francisco, and St. Louis,
among others. City income taxes usually apply to anyone who earns income in a city.
They are designed to collect contributions for government services from those who live in
the suburbs but work in the city as well as from local residents.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com 4 DIGGING DEERER

1-3 INCOME TAXATION OF BUSINESS ENTITIES L04

State and explain the
relationship between
business entities and
their owners.

1-3a Proprietorships

The simplest form of business entity is a proprietorship , which is not a separate taxable
entity. Instead, the proprietor reports the net profit of the business on his or her own
individual tax return.

Individuals who own proprietorships (e.g., “Jenny’s Fruit Stand”) often have specific
tax goals with regard to their financial interactions with the business. Because a proprie-
torship is, by definition, owned by an individual, the individual has great flexibility in
structuring the entity’s transactions in a way that will minimize his or her marginal
income tax rate (or, in some cases, the marginal income tax rates of the family unit).
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FINANCIAL DISCLOSURE INSIGHTS What Do You Mean by “Income”

Anyway?

Most business taxpayers keep at least “two sets of books,”
in that they report one amount of “income” for financial
accounting purposes and another amount of “taxable income”
as required by various taxing jurisdictions—the definition that
will be used throughout this book. In fact, “income” might be
defined in many different ways, depending on the recipient of
the income reports of the enterprise. For instance, a business
entity might prepare markedly different income reports for
lenders, employee unions, managers in operating divisions,
and international agencies.

Financial accounting income guidance is provided for
US. businesses by the [Financial Accounting Standards
Board (FASB), using the accumulated | Generally Accepted
Accounting Principles (GAAP) for the reporting period.
When an entity conducts business outside the United States,

the International Financial Reporting Standards (IFRS) of
the International Accounting Standards Board (IASB) also
may apply.

Throughout this book, we point out some of the effects
that Federal income tax provisions can have on the
taxpayer’s financial accounting results for the tax year. The
vast majority of an entity’s business transactions receive
identical treatment under GAAP, IFRS, and the Federal tax
law. But when the applicable provisions differ, “income” can
be reported as different amounts—accounting professionals
often refer to these as “book-tax differences.”

A tax professional must be able to identify and explain
the various constructs of “income” so that the business
entity’s operating results will be accurately reflected in its
stock price, loan covenants, and cash-flow demands.

A proprietorship itself is not a taxpaying entity. The owner of the proprietorship
reports the income and deductions of the business on a Schedule C (Profit or Loss from
Business) and the net profit (or loss) of the proprietorship on his or her Form 1040 (U.S.
Individual Income Tax Return). Specific issues related to the taxation of sole proprietor-
ships are presented in detail in Chapter 11.

1-3b C Corporations

Some corporations pay tax on corporate taxable income, while others pay no tax at
the corporate level. Corporations that are separate taxable entities are referred to as
C corporations , because they are governed by Subchapter C of the Internal Revenue
Code. C corporations are addressed in Chapters 12 and 13.

A C corporation is required to file a tax return (Form 1120) and is subject to the Fed-
eral income tax. The shareholders then pay income tax on the dividends they receive
when the corporation distributes its profits. Thus, the profits of the corporation can be
seen as subject to double taxation, first at the corporate level and then at the share-
holder level.

Joseph is the president and sole shareholder of Falcon Corporation. Falcon’s taxable income is
$50,000, and its tax liability is $7,500. If Joseph has the corporation pay all of its after-tax income to
him as a dividend, he will receive $42,500 and pay Federal income tax on that amount as an indi-
vidual taxpayer. Most of Falcon’s $50,000 income has been subjected to Federal income tax twice.

1-3¢ Partnerships

A partnership is not a separate taxable entity. The partnership is required to file a tax
return (Form 1065) on which it summarizes the financial results of the business. Each
partner then reports his or her share of the net income or loss and other special items
that were reported on the partnership return.

Cameron and Connor form a partnership in which they are equal partners. The partnership reports
a $100,000 net profit on its tax return, but is not subject to the Federal income tax. Cameron and
Connor each report $50,000 net income from the partnership on their separate individual income
tax returns.
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CHAPTER 1

1-3d S Corporations

Corporations that meet certain requirements and pay no tax at the corporate level are
referred to as 'S eorporations , because they are governed by Subchapter S of the Code.
S corporations are discussed in detail in Chapter 15.

An S corporation is treated like a C corporation for all nontax purposes. Shareholders
have limited liability, shares are freely transferable, the entity uses centralized manage-
ment (vested in the board of directors), and there can be an unlimited continuity of life
(i.e., the corporation continues to exist after the withdrawal or death of a shareholder).

With regard to tax factors, however, an S corporation is more like a partnership. The
S corporation is not subject to the Federal income tax. Like a partnership, it does file a
tax return (Form 1120S), but the shareholders report their share of net income or loss
and other special items on their own tax returns.

Kay and Dawn form a corporation and elect to treat it as an S corporation. Kay owns 60% of the
stock of the corporation, and Dawn owns 40%. The S corporation reports a $100,000 net profit on its
tax return, but is not subject to the income tax. Kay reports $60,000 net income from the S corpora-
tion on her individual income tax return, and Dawn reports $40,000 on her tax return.

1-3e Limited Liability Companies and Limited
Liability Partnerships
Limited liability companies (LLCs) and limited liability partnerships (LLPs) offer limited
liability and some (but not alD) of the other nontax features of corporations. Both forms
usually are treated as partnerships for tax purposes.

The S corporation, limited liability company, and partnership forms of organization,
which are referred to as flow-through entities, avoid the double taxation problem associ-
ated with the C corporation.

1-3f Dealings between Individuals and Entities

Many of the provisions in the tax law deal with the relationships between owners and
the business entities they own. The following are some of the major interactions
between owners and business entities.

e Owners put assets into a business when they establish a business entity (e.g., a
proprietorship, partnership, or corporation).

* Owners take assets out of the business during its existence in the form of salary,
dividends, withdrawals, redemptions of stock, etc.

e Through their entities, owner-employees set up retirement plans for themselves,
including IRAs, Keogh plans, and qualified pension plans.

* Owners dispose of all or part of a business entity.

Every major transaction that occurs between an owner and a business entity has
important tax ramifications. The following are a few of the many tax issues that arise.

* How to avoid taxation at both the owner level and the entity level (i.e., the multiple
taxation problem).
* How to get assets into the business with the least adverse tax consequences.

* How to get accumulated profits and assets out of the business with the least
adverse tax consequences.

* How to dispose of the business entity with the least adverse tax consequences.

When addressing these (and other) tax issues, a common set of tax planning tools
can be applied. These tax planning fundamentals are introduced in the next section.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

Introduction to Taxation 117
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FINANCIAL DISCLOSURE INSIGHTS Book-Tax Differences

“Income” is defined differently for Federal
income tax and financial accounting purposes. Financial
accounting income (FAl) is designed to indicate the profit-
ability of the business entity for the reporting period, in a
fair and understandable way, to shareholders, creditors, and
other parties who are interested in the results. Taxable
income is a device used by Congress to raise revenue; stim-
ulate or stabilize the economy; and accomplish other eco-
nomic, social, and political goals in an equitable manner. In
general, FAI recognizes revenue and expenses, while taxable
income includes gross income and deductions.

The taxable income of a business taxpayer is not
identical to FAI to the extent that temporary and permanent
book-tax differences exist. Broadly, book-tax differences

many tax professionals as the “cash tax”) is not equal to
the income tax expense on the book income statement. The
income statement reflects the full income tax burden for
the FAI of the reporting period, under the GAAP matching
principle, but it is broken into the components current
income tax expense and deferred income tax expense.

When a tax benéefit is delayed for book purposes, such as
for accelerated cost recovery deductions, a deferred tax
liability is created on the entity’s balance sheet. Taxable
income will be greater than FAl in a subsequent year.

When a tax benefit is delayed for tax purposes, such as
when a bad debt allowance is used for accounts receivable
but is not permissible on the tax return, a deferred tax
asset is created on the balance sheet. Taxable income will

result when: be less than FAl in a subsequent year.

Permanent book-tax differences, such as the exclusion
for interest income from a state bond, do not affect the
balance sheet. But because FAI and taxable income differ in
this amount, the effective tax rate of the taxpayer is
higher or lower than might be expected. The financial
statement footnotes reconcile the statutory and effective
tax rates of the entity, in dollar and/or percentage amounts.

The balance sheet accounts for deferred taxes can be
sizable. For instance, in most years, Citigroup’s deferred tax
assets make up about one-third of its tangible equity capital.

- Tax benefits are accelerated or deferred relative to their
recognition for book purposes, for example, when cost
recovery deductions are claimed earlier than deprecia-
tion expenses are allowed.

- Tax benefits are not recognized at all for book purposes;
for example, there is no book expense item corresponding
to the domestic production activities deduction.

As a result of temporary book-tax differences, income tax
payable (the amount due on the tax return, referred to by

LO5 1-4 TAX PLANNING FUNDAMENTALS

Identify tax planning
opportunities and apply
a general framework for
tax planning.

1-4a Overview of Tax Planning and Ethics

Taxpayers generally attempt to minimize their tax liabilities, and it is perfectly acceptable
to do so using legal means. It is a long-standing principle that taxpayers have no obliga-
tion to pay more than their fair share of taxes. The now-classic words of Judge Learned
Hand in Commissioner v. Newman reflect the true values a taxpayer should have.

Over and over again courts have said that there is nothing sinister in so
arranging one’s affairs as to keep taxes as low as possible. Everybody does
so, rich or poor; and all do right, for nobody owes any public duty to pay
more than the law demands; taxes are enforced exactions, not voluntary
contributions. To demand more in the name of morals is mere cant.”

Tax Planning: Avoidance Versus Evasion

Minimizing taxes legally is referred to as tax aveidance . On the other hand, some tax-
payers attempt to evade income taxes through illegal actions. There is a major distinc-
tion between tax avoidance and [tax evasion . Although eliminating or reducing taxes is
also a goal of tax evasion, the term evasion implies the use of subterfuge and fraud as a
means to this end. Tax avoidance is legal, while tax evasion subjects the taxpayer to
numerous civil and criminal penalties, including prison sentences.

947-1 USTC 99175, 35 AFTR 857, 159 F.2d 848 (CA-2, 1947).
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CHAPTER 1

Clients expect tax practitioners to provide advice to help them minimize their tax
costs. This part of the tax practitioner’s practice is referred to as tax planning. To struc-
ture a sound tax minimization plan, a practitioner must have a thorough knowledge of
the tax law. Tax planning skill is based on knowledge of tax saving provisions in the tax
law, as well as provisions that contain costly pitfalls for the unwary.

Thorough study of the remainder of this text will provide a solid base of the knowl-
edge required to recognize opportunities and avoid pitfalls. Tax planning requires the
practitioner to have in mind both a framework for planning and an understanding of the
tax planning implications of a client’s situation.

The Ethics of Tax Planning

Tax planning (avoidance) is a fully ethical activity by the taxpayer and the tax profes-
sional, but tax evasion (fraud) is not. The tax adviser’s actions are limited by the codes
of conduct of various professional organizations, such as the American Institute of CPAs
or the pertinent state bar association.

Other formal restrictions and directives concerning the conduct of the tax profes-
sional can be found in two broad forms.

* Penalties and interest may apply to the taxpayer when a tax liability is under-
stated. Examples include penalties for filing a tax return after its due date, under-
stating gross income amounts, and underpaying withholding or estimated taxes
that are due.

e Sanctions are used for tax preparers who disregard the tax law. The Treasury
issues a regulation known as Circular 230 to provide guidance to tax return pre-
parers. Tax penalties also apply when the tax preparer fails to sign a tax return
that he or she has worked on or takes an improper filing position on a tax return.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

1-4b A General Framework for Income Tax Planning

The primary goal of tax planning is to design a transaction so as to minimize its tax
costs, while meeting the other nontax objectives of the client. Generally, this means that
the client attempts to maximize the present value of its after-tax income and assets.
Selecting a specific form of transaction solely for the sake of tax minimization often
leads to a poor business decision. Effective tax planning requires careful consideration
of the nontax issues involved in addition to the tax consequences.

Careful analysis of the tax formula (refer to Exhibit 1.1) reveals a series of tax minimi-
zation strategies. Through creative tax planning that also takes into consideration a cli-
ent’s nontax concerns, each component of the tax formula can be managed in a way
that will help to minimize the client’s tax liability. The General Framework for Income
Tax Planning in Exhibit 1.3 lists each element in the income tax formula, develops tax
planning strategies designed to minimize taxes, and provides brief summaries of specific
examples of tax planning. The framework is followed by a discussion of the tax plan-
ning strategies, along with detailed examples of how the strategies can be applied. In
Chapters 4 through 18 of this book, these strategies and their tax formula components
provide the framework for Tax Planning Strategies features.

1-4c Tax Minimization Strategies Related to Income

> Avoid Income Recognition. Section 61(a) defines gross income as “all income from
whatever source derived.” However, the Code contains provisions that allow various
types of income to be excluded from the tax base. Numerous exclusions are available for
individuals, but very few are available for corporations. However, a corporation can pro-
vide excludible income for its owners at no tax cost to the corporation.
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EXHIBIT 1.3 General Framework for Income Tax Planning

Tax Formula Tax Planning Strategy Tax Planning Examples
Income and exclusions > Avoid income recognition. Compensate employees with nontaxable fringe benefits
(see Example 19).
> Postpone recognition of income to Postpone sale of assets (see Example 20).
achieve tax deferral.
— Deductions » Maximize deductible amounts. Invest in stock of another corporation (see Example 21).
> Accelerate recognition of deductions Elect to deduct charitable contribution in year of pledge
to achieve tax deferral. rather than in year of payment (see Example 22).
= Taxable income
x Tax rate > Shift net income from high-bracket Postpone recognition of income to a low-bracket year
years to low-bracket years. (see Example 23).

Postpone recognition of deductions to a high-bracket
year (see Example 24).

> Shift net income from high-bracket Pay children to work in the family business
taxpayers to low-bracket taxpayers. (see Example 25).

> Shift net income from high-tax Establish subsidiary operations in countries with low tax
jurisdictions to low-tax jurisdictions. rates (see Examples 26 and 27).

> Control the character of income and Hold assets long enough to qualify for long-term capital
deductions. gain rates before selling them (see Example 28).

Invest in small business stock to obtain ordinary loss
treatment under § 1244 (see Example 29).

> Avoid double taxation. Operate as a flow-through entity rather than a
C corporation (see Example 30).

Maximize deductible expenses paid by a C corporation
to a shareholder/employee (see Example 31).

= Federal income tax

— Tax credits > Maximize tax credits. Hire employees who qualify the business for the work
opportunity tax credit (see Examples 32 and 33).

= Tax owed (or refund)

The average employee of Penguin Corporation is a 25% bracket taxpayer. In negotiations with the

employees’ union, Penguin proposes that it will increase the amount it spends on nontaxable
19 fringe benefits by an average of $3,000 per employee in lieu of granting a $3,000 average salary

increase. The average employee will be better off by $750 if the union accepts Penguin’s offer.

Salary Increase Fringe Benefit Increase
Value of compensation received $3,000 $3,000
Tax on employee’s compensation (750) (-0-)
After-tax increase in compensation $2,250 $3,000

Although the average employee receives a $750 benefit, there is no tax cost to Penguin because
both fringe benefits and salaries are deductible by the corporation.

> Tax Planning > Postpone Recognition of Income to Achieve Tax Deferral. The tax law requires

Strategy that both income and expenses be reported in the proper tax year. If not for this
requirement, taxpayers could freely shift income and expenses from year to year to take
advantage of tax rate differentials or could defer tax liabilities indefinitely. Although vari-
ous rules limit the shifting of income and deductions across time periods, some opportu-
nities still exist.
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In 2010, Turquoise Corporation acquired land for investment purposes at a cost of $500,000. In
November 2016, Turquoise is negotiating to sell the land to Aqua Corporation for $800,000. Aqua
insists that the transaction be completed in 2016, but Turquoise wants to delay the sale until 2017
to defer the tax on the gain. In an effort to compromise, Turquoise agrees to sell the land in
November 2016 and asks Aqua to pay for the land in two installments, $400,000 in December
2016 and $400,000 in January 2017. This enables Turquoise to use the installment method for
recognizing the gain, under which Turquoise will report $150,000 of the gain in 2016 and the
remaining $150,000 in 2017.

By electing the installment method, Turquoise defers the payment of tax on $150,000 of the
gain for one year. If the marginal tax rate for Turquoise is 35%, this tax deferral strategy provides
$52,500 ($150,000 x 35%) to be invested or used in the business for another year.

1-4d Tax Minimization Strategies Related to Deductions

» Maximize Deductible Amounts. A corporation that owns stock in another corpo-
ration is eligible for a dividends received deduction (DRD). The DRD is equal to a speci-
fied percentage of the dividends received. The percentage is based on the amount of
stock that the investor corporation owns in the investee corporation.

e 70 percent deduction for ownership of less than 20 percent.
* 80 percent deduction for ownership of 20 percent or more but less than 80 percent.

* 100 percent deduction for ownership of 80 percent or more.

Falcon Corporation invests in bonds of Sparrow Corporation and receives interest of $20,000. Red
Hawk Corporation acquires 15% of the stock of Pheasant Corporation and receives a $20,000 divi-
dend. Falcon’s taxable income is increased by $20,000 of interest received. Red Hawk's income is
increased by $20,000 in dividend income, but it is allowed a $14,000 dividends received deduc-
tion, thus increasing taxable income by only $6,000.

Example 21 demonstrates the tax advantage of dividend income versus interest
income. However, it is also important to consider nontax factors. Is the investment in
bonds safer than the investment in stock? Does the potential growth in the value of
stock outweigh the possible risk of investing in stock versus bonds?

> Accelerate Recognition of Deductions to Achieve Tax Deferral. Both corporate
and noncorporate taxpayers may deduct charitable contributions if the recipient is a
qualified charitable organization. Generally, a deduction is allowed only for the year in
which the payment is made. However, an important exception is available for accrual
basis corporations. They may claim the deduction in the year preceding payment if two
requirements are met. First, the contribution must be authorized by the board of direc-
tors by the end of that year. Second, the contribution must be paid on or before the
fifteenth day of the third month of the next year.

Blue, Inc,, a calendar year, accrual basis corporation, wants to make a $10,000 donation to the Atlanta
Symphony Association (a qualified charitable organization), but does not have adequate funds to make
the contribution in 2016. On December 28, 2016, Blue's board of directors authorizes a $10,000 contri-
bution to the Association. The donation is made on March 14, 2017. Because Blue is an accrual basis
corporation, it may claim the $10,000 donation as a deduction for tax year 2016, even though payment
is not made until 2017.

Blue was able to take advantage of a tax provision and reduce 2016 taxable income by
$10,000. If Blue is in the 35% marginal bracket, the corporation defers payment of $3,500 in
Federal income tax. The $3,500 can be invested or used in the business for another tax year.
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TAX FACT The Rewards of Tax Planning

Federal tax law does not fall equally on all « The most important tax incentives for corporate tax-
taxpayers. Congress has allowed numerous tax incentives by payers include the following. Corporations claim about
which the taxpayer can manage long-term tax liabilities, 10 percent of all tax expenditures.
when applying sound and ethical tax planning techniques.

Here are some observations about the context in which the Estimated
tax professional works with the taxpayer. Revenue
Tax Provision Loss ($B)

«  The Federal income tax law provides over $1.4 trillion

. . . . . Deferral of overseas income not repatriated 83
in credits, exemptions, exclusions, and deductions. The

Pt . o (AT Accelerated depreciation deductions 25

average individual reduces his or her tax liability by ) ) ] ]
about $4,000 when these tax reductions are claimed. Beducrionifortdomestcmanufdcturingiproties 2
. . . Credit, deduction for research activities 11

- The most popular important Federal tax incentives for . . ) .

Credit for providing low-income housing 7

individuals include the following.

Estimated
Revenue
Tax Provision Loss ($B)
Exclusions, deductions for health care costs 223
Exclusions for Social Security and retirement
plan income 132
Earned income, child credits 131
Low tax rates on capital gains 96
Deduction for home mortgage interest 68
Deduction for gifts to charity 44

e et T T 1-4e Tax Minimization Strategies Related to Tax Rates

Tax Rates > Shift Net Income from High-Bracket Years to Low-Bracket Years. One objec-
tive of shifting income is to defer the payment of income tax (refer to Example 20).
A second time-shifting strategy is to shift net income from high-tax to low-tax years.
This can be accomplished by shifting income from high-bracket years to low-bracket
years or by shifting deductions from low-bracket years to high-bracket years.

» Tax Planning
Strategy

Egret Corporation, a calendar year taxpayer, is in the 34% bracket in 2016, but expects to be in the
25% bracket in 2017. The corporation, which is negotiating a $10,000 service contract with a client,
decides to wait until 2017 to sign the contract and perform the services. The client is indifferent as
to when the contract is completed. Thus, Egret saves $900 in income tax by deferring the service
contract income to 2017, when it will be taxed at the 25% rate instead of the current 34% rate.

In this case, the income-shifting strategy is used to accomplish two tax planning objectives.
First, shifting the income defers the payment of income tax from 2016 to 2017. Second, the shift-
ing strategy results in the income being taxed at a rate of 25% rather than 34%.

Macaw Corporation has been sued for $125,000 damages by a customer, and the parties decided to
settle out of court for $100,000. Macaw expects to be in the 25% bracket in 2016 and the 35% bracket
in 2017. Macaw will save $10,000 in income tax if it finalizes the agreement in January 2017 rather than
December 2016 [$100,000 x (35% — 25%)].

> Tax Planning > Sbhift Net Income from High-Bracket Taxpayers to Low-Bracket Taxpayers.
Strategy Individual income tax rates range from 10 to 35 percent (39.6 percent for certain high-

income taxpayers). Although several provisions in the tax law prevent shifting income from

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 1

high-bracket taxpayers to low-bracket taxpayers, many opportunities to do so remain.
Business entities can be effective vehicles for shifting income to low-bracket taxpayers.

Bill Gregory is the president and sole shareholder of Grayhawk, Inc,, an S corporation. He projects
that Grayhawk will earn $400,000 this year. Bill is taxed on this income at a 35% marginal rate. Bill
and his wife have four teenage children, all of whom are dependents. The Gregorys record no
other taxable income; they file a joint return.

Bill employs the children as part-time workers throughout the year and pays them $11,000
each. This reduces Bill's income from Grayhawk by $44,000 and reduces his Federal income tax by
$15,400 ($44,000 x 35%).

The salaries paid to the children will be subject to their lower Federal income tax rates. The salaries
also might be exempt from the FICA and other payroll taxes; so the family unit’s total tax liability has
been reduced by shifting taxable income to the children.

> Shift Net Income from High-Tax Jurisdictions to Low-Tax Jurisdictions.
A choice of the state or country where income is earned (or where a deduction is
incurred) can have a large effect on an entity’s overall tax liability. Hence, shifting
income from high-tax jurisdictions to low-tax jurisdictions or shifting deductions from
low-tax jurisdictions to high-tax jurisdictions is an important tax planning strategy.

Gold International owns a sales subsidiary in Texas and a manufacturing subsidiary in Ireland
(which imposes a 15% tax rate on certain types of business income). The Irish subsidiary makes
drill presses and sells them for $4 million to the Texas subsidiary, which then modifies them and
offers them for sale to businesses in the United States for $8.4 million. The cost of manufacturing
and modifying each drill press is $3 million.

Of the $5.4 million of profit earned, $1 million is attributable to the Irish corporation (which is
subject to a 15% tax rate), and $4.4 million is attributable to the U.S. corporation (which is subject to
a 34% tax rate). Gold’s total tax liability is $1,646,000 [($1,000,000 x 15%) -+ ($4,400,000 x 34%)].

Assume the same facts as in the previous example, except that $5 million of the profit is attributa-
ble to the Irish corporation and $400,000 is attributable to the U.S. corporation. In this case,
Gold'’s total tax liability is $886,000 [($5,000,000 x 15%) + ($400,000 x 34%)]. Thus, by altering the
amount of work done in each of the two subsidiaries and the amount of income generated by
each, Gold’s tax liability is decreased by $760,000 (51,646,000 — $886,000).

» Control the Character of Income and Deductions. For various policy reasons,
Congress has chosen to treat certain categories of income and losses more favorably
than others. For instance, the provisions that apply to most individuals and tax long-
term capital gains at a maximum rate of 20 percent, compared to a top 39.6 percent rate
on ordinary income, were enacted to encourage individuals to make long-term invest-
ments of capital in the economy.

Lisa is the proprietor of Designer Enterprises. Because a proprietorship is a flow-through entity,
Lisa reports all of Designer’s transactions on her individual income tax return. On October 9,
2016, Lisa invested $25,000 of Designer’s excess cash in Lavender Corporation stock. On October
1, 2017, the stock was worth $35,000.

Lisa’s marginal tax rate is 33% for ordinary income and 15% for long-term capital gain. She has
decided to sell the stock and use the cash to increase Designer’s inventory. She must hold the stock
until October 10, 2017, for the gain to qualify as long term (held more than a year). If Lisa sells the
stock before October 10, 2017, the gain is taxed as short term and she pays 33% tax on the gain. If
she sells the stock after October 9, 2017, the gain is long term and she will pay 15% tax on the gain.

To encourage investment in small businesses, Congress enacted the § 1244 provi-
sions, which provide favorable Federal income tax treatment of losses incurred on the
sale of qualifying small business stock. Generally, losses on the sale of stock are treated
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PART 1 The World of Taxation

TAX FACT The U.S. Federal Income Tax

The Federal income tax is pervasive

throughout our lives, but how much do we know about
where it came from and how it works?

The current version of the Internal Revenue Code has
surpassed its 100th birthday; it was first effective on
March 1, 1913.

A temporary Federal income tax was used to finance the
Civil War and the Spanish-American War. The current
Federal tax code was adopted after Britain, Germany,
France, and other countries in Europe had adopted simi-

The first Form 1040 was due on March 1, 1914. The unex-
tended due date became March 15 for 1919, and April
15 for 1955.

Taxes largely are paid today using a withholding system,
a creation made necessary to pay for World War Il. But at
first, no money was sent with the return. A field auditor
checked every return and sent a bill to the taxpayer by
June 1, payable by June 30.

A majority of taxpayers at every income level engage
paid tax professionals for assistance in preparing Federal

lar taxing systems. income tax returns.

» The first Form 1040 was four pages long. « Over 80 percent of all Forms 1040 are filed electronically.
About 75 percent of Forms 1040 show a refund receivable
by the taxpayer; the average refund is about $2,750.

« The tax return became Form 1040 because that was the
next number sequentially in issued Federal forms.

as capital losses. Individuals with capital losses in excess of capital gains are permitted
to deduct only $3,000 of such losses against ordinary income in a tax year.

To make small business stock more attractive as an investment, § 1244 allows up to
$50,000 ($100,000 if married filing jointly) of losses on such stock to be treated as ordi-
nary losses, thus exempting the § 1244 losses from being offset against capital gains and
then from the $3,000 limit that would otherwise apply to any excess capital losses.

Roberto invested $80,000 in Mauve Corporation stock. He sold the stock this year for $40,000. He
has no other capital asset transactions and does not expect to have any in future years. If the
Mauve stock qualifies as § 1244 stock, Roberto may deduct the entire $40,000 as an ordinary loss.
If the stock does not qualify as § 1244 stock, Roberto may deduct only $3,000 as a capital loss in
the current tax year. He carries the remaining loss of $37,000 forward. In future years, the loss will
continue to be subject to the annual $3,000 limitation unless there are offsetting capital gains.

» Avoid Double Taxation. The owners of a corporation can choose between two
entity forms. A C corporation, also referred to as a regular corporation, is a taxable entity
that pays tax on corporate profits. Shareholders also pay tax on dividends received from
a C corporation, resulting in what is commonly referred to as double taxation (refer to
Example 16). Note, however, as discussed in Chapter 4, that the dividends may be eligi-
ble for a beneficial tax rate.

Shareholders can avoid double taxation by electing that a corporate entity become
an S corporation. Unlike a C corporation, an S corporation is not a taxable entity.
Instead, the profits and losses of the S corporation flow through to the shareholders and
are reported on their tax returns (see Chapter 15).

» Tax Planning
Strategy

Chickadee, Inc.,, a C corporation with net income of $100,000, pays Carl, its sole shareholder, a
$77,750 dividend. Chickadee must pay corporate income tax of $22,250 on the net income of
30 $100,000, and Carl must pay tax on the $77,750 dividend. Sparrow, Inc,, an S corporation, also earns
$100,000. Sparrow is not a taxable entity, so it pays no income tax on the $100,000 net income.
Sam, who is the sole shareholder of Sparrow, includes $100,000 in computing his taxable income.

Other entity choices can be used to avoid double taxation, including partnerships
and limited liability companies. Partnerships and limited liability companies, like S cor-
porations, are flow-through entities rather than taxable entities (see Chapter 14).

Choosing to operate as a flow-through entity is not the only way to avoid double tax-
ation. Double taxation can be avoided or minimized by having the corporation make
payments, such as salaries, rent, and interest to the shareholders.
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Walt is the president and sole shareholder of Meadowlark, Inc., a C corporation. Meadowlark’s tax-
able income before any payment to Walt is $600,000. Walt, a skilled manager, is primarily responsi-
ble for the profitability of the corporation. If Meadowlark pays Walt a dividend of $400,000, the
corporation must pay Federal income tax on $600,000 and Walt must include the $400,000 divi-
dend in gross income. However, if Meadowlark pays Walt a salary of $400,000, the salary is deduct-
ible and the corporation has only $200,000 of taxable income. Walt must include the $400,000
salary in gross income.

In either case, Walt includes $400,000 in gross income (the dividends may be eligible for a benefi-
cial tax rate). Meadowlark, on the other hand, reports $400,000 less taxable income if the payment
to Walt is a salary payment rather than a dividend payment.

In considering this plan, Meadowlark should examine the effects of employment taxes on Walt
and the corporation as well.

1-4f Tax Minimization Strategies Related to Credits

» Maximize Tax Credits. Congress uses the tax credit provisions of the Internal Reve-
nue Code liberally in implementing tax policy. It is important to understand the differ-
ence between a credit and a deduction, both of which reduce a taxpayer’s tax liability.
A deduction reduces taxable income, which results in a reduction of the tax paid. The
tax benefit of the deduction depends on the amount of the qualifying expenditure and
the taxpayer’s tax rate. A tax credit reduces the tax liability dollar for dollar and is not
affected by the taxpayer’s tax rate.

Oriole Corporation, which is in the 25% marginal bracket, has a $6,000 deduction for expenditures
made to repair a machine. The deduction reduces taxable income by $6,000 and results in a tax
liability reduction of $1,500 ($6,000 deduction x 25% marginal rate).

Oriole also incurred expenditures of $6,000 to rehabilitate a building, which qualifies the cor-
poration for a tax credit of $600 ($6,000 rehabilitation expenditures x 10% rate for the credit).
The rehabilitation expenditures credit results in a $600 reduction of Oriole’s tax liability. In
addition, Oriole’s depreciable basis for the building increases by $5,400 ($6,000 expenditures —
$600 credit).

One example of the use of credits to influence taxpayer behavior is the work
opportunity tax credit, which was enacted to encourage employers to hire employees
from several targeted and economically disadvantaged groups, including high-risk
youths, summer youth employees, and military veterans. The employee is certified to
be a member of a qualifying targeted group. The work opportunity tax credit is 40 per-
cent of the first $6,000 of wages paid during the first 12 months of employment. For
long-term family assistance recipients, the credit is even greater.

Robin Corporation hired a high-risk youth for four months at a cost of $6,000. Robin qualifies for
the work opportunity tax credit and is allowed a credit of $2,400 ($6,000 wages x 40% credit rate)
and a wage deduction of $3,600 (56,000 wages — $2,400 credit). Robin is a 34% bracket taxpayer.
The $3,600 deduction reduces Robin’s income tax by $1,224 ($3,600 x 34%). The total tax saving
thus is $3,624 (51,224 from the deduction 4 $2,400 from the credit).

If the employee does not qualify Robin for the work opportunity tax credit, Robin is allowed
a deduction of $6,000, which results in a tax saving of $2,040 ($6,000 x 34%). Thus, hiring an
employee who qualifies Robin for the work opportunity tax credit saves an additional $1,584 in tax
(83,624 — $2,040).

1-4g Thinking Outside the Framework

Although the General Framework for Income Tax Planning in Exhibit 1.3 is broad and
covers most tax planning strategies, some strategies fall outside the framework. In addi-
tion, other planning ideas can supplement the strategies in the framework. Some of
these ideas are discussed below.
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Determining the Tax Burden

To engage in effective tax planning, one must be able to identify the relevant tax rate
that will be applied to a transaction. There are at least three kinds of tax rates to con-
sider in making a financial decision. A taxpayer’s marginal tax rate is paid on an addi-
tional dollar of taxable income. Referring to the corporate income tax rate schedule on
the inside front cover of this text, a C corporation’s marginal tax rate on its first dollar of
income is 15 percent. Similarly, the marginal tax rate faced by a corporation with
$100,001 of income is 39 percent.

The average tax rate is the ratio of taxes paid to the tax base. Thus, a corporation
with $100,000 of taxable income is subject to an average tax rate of 22.25 percent
($22,250 in tax divided by $100,000 in taxable income).

A third kind of tax rate computation, the effective tax rate, can be seen as either (1) the
ratio of taxes paid to financial net income before tax or (2) the sum of currently pay-
able and deferred tax expense divided by the book net income before tax. Of these
approaches to determining a taxpayer’s tax rate, the marginal tax rate is most appropriate
for tax planning purposes.

Azure Corporation reports taxable income of $80,000. Azure also received $10,000 of tax-free inter-
est income from municipal bonds. Using the corporate tax rate schedule on the inside front cover
of this text, one can determine that the company’s tax liability is $15,450.

If Azure were to earn an additional dollar in taxable income, it would pay an extra $.34 in tax.
Thus, the company’s marginal tax rate is 34%. Azure's average tax rate is the ratio of taxes paid
to book income, or 19.3% ($15,450/5$80,000). Finally, the company has an effective rate of tax of
17.2% ($15,450/$90,000), the ratio of taxes paid to book net income before tax (here, the sum of
taxable income and tax-free income).

The actual tax paid may not always be apparent. For example, the amount of taxes paid
should include both current taxes and the present value of future taxes generated by a
transaction. Present value and future value tables are included in Appendix F of this text.

Magenta Corporation is a publishing company that specializes in electronic media. It is a new cor-
poration that was formed on January 1, 2015. During that year, it generated a net operating loss
(NOL) of $300,000. The NOL can be carried forward to offset future years’ taxable income and
thereby reduce Magenta'’s future tax liabilities. Magenta expects to earn $100,000 of income each
year over the next four years. The NOL should completely offset the company’s taxable income for
the first three of these years.

At the beginning of 2016, Magenta must decide whether to invest in a project that will earn an
additional $40,000 of taxable income during 2016 or in a project that will generate $36,000 of tax-
free income. The company’s president reasons that because the company has an NOL carryfor-
ward, the applicable tax rate is 0%, so the taxable project should be chosen.

The president’s reasoning is incorrect, because an additional $40,000 of income now will result in
$40,000 of taxable income in 2018 (because there will be $40,000 less NOL available in that year).

2016 2017 2018 2019

Alternative 1 (tax-free investment)

Pre-NOL taxable income $ 100,000 $ 100,000 $ 100,000 $100,000
NOL carryforward (from 2015) (300,000) (200,000) (100,000) —0-
Taxable income $ -0- $ -0- $ -0- $100,000
Alternative 2 (taxable investment)

Pre-NOL taxable income $ 140,000 $ 100,000 $ 100,000 $100,000
NOL carryforward (from 2015) (300,000) (160,000) (60,000) —-0-
Taxable income $ -0- S -0- $ 40,000 $100,000

The tax cost of the $40,000 project equals the discounted value of the tax due for 2018. Assuming
a 10% after-tax internal rate of return and a 15% corporate tax rate, the present value of taxes
deferred for three years is $4,508 and the discounted tax rate is 11.27%. Thus, the after-tax proceeds
on the taxable project are $35,492, or $508 less than the $36,000 earnings on the tax-free project.
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BRIDGE DISCIPLINE Bridge to Political Science, Economics, Health Care

v VANE  \When the tax law is used to accomplish Federal Benefits Received
goals other than revenue collection, fiscal “winners” and Income $ Received per % of Total $B in Benefits
“losers” can be created. The distribution is not equal across Quintile Family Unit  Benefits Received Received
income levels for Federal tax expenditures and other Fed-
. . " oy Lowest 18,007 33 666
eral benefits. For this purpose, “Federal benefits” include
. . 2 17,755 27 551
retirement, health care, and poverty reduction programs
. A RuF 3 13,003 17 349
that trigger payments to individuals.
“Federal tax breaks” usually do not involve an appropria- . a7 2 e
Highest 10,087 10 203

tion and payment by Congress. Instead, they represent tax
reductions from individuals’ exemptions, the standard
deduction, itemized deductions (e.g., for payments of home

Federal Tax Breaks Received

mortgage interest), and lower tax rates on investment Income $ Received per % of Total $B in Benefits
income. Quintile Family Unit  Benefits Received Received
Lowest 1,110 4 40
2 2,149 7 74
3 2,757 8 91
4 5,021 14 152
Highest 24,693 67 723

1-5 UNDERSTANDING THE FEDERAL TAX LAW Los

. . o . Explain the economic,
The Federal tax law is a mosaic of statutory laws, administrative pronouncements, and social, equity, and political

court decisions. Anyone who has attempted to work with these provisions would admit  considerations that underlie
to their complexity. For the person who has to trudge through a mass of rules to find the tax law.

the solution to a tax problem, it may be of some consolation to know that the law’s

complexity generally can be explained. Whether sound or not, there are reasons for the

formulation of every rule. Recognizing these reasons, therefore, is an important step

toward understanding the Federal tax law.

1-5a Revenue Needs

The foundation of the income tax system is the raising of revenue to cover the cost of
government operations. Ideally, annual outlays should not exceed anticipated revenues,
thereby leading to a balanced budget with no resulting deficit. Many states have
achieved this objective by passing laws or constitutional amendments precluding deficit
spending.

The U.S. Constitution allows deficit spending, and politicians often find it hard to
resist the temptation to spend more than the tax system collects currently. Congress uses
several approaches to reduce a tax bill’s net revenue loss. When tax reductions are
involved, the full impact of the legislation can be phased in over a period of years.
Or as an alternative, the tax reduction can be limited to a period of years. When the
period expires, Congress can then renew or not renew the provision in light of budget
considerations.

1-5b Economic Considerations

Using the tax system in an effort to accomplish economic objectives has become
increasingly popular in recent years. Generally, proponents of this approach use tax
legislation to promote measures designed to help control the economy or encourage
certain economic activities and businesses.
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GLOBAL TAX ISSUES

Outsourcing of Tax Return Preparation

The use of foreign nationals to carry out cer-
tain job assignments for U.S. businesses is an increasingly
popular practice. Outsourcing such activities as telemarket-
ing to India, for example, usually produces the same satis-
factory result but at a much lower cost.

Now outsourcing also is being applied to the prepara-
tion of tax returns. Not only can this practice be expected
to continue, but it probably will increase in volume. Out-

is maintained. Second, the practitioner must verify the
accuracy of the work that has been outsourced. Third,
the practitioner must gain the consent of clients when any
offshore third-party contractor is used to provide pro-
fessional services.

Tax professionals justify tax preparation outsourcing as
a means of conserving time and effort that can be applied
toward more meaningful tax planning on behalf of their

sourcing tax return preparation does not violate Federal clients.
law, and the practice is compatible with accounting ethical
guidelines as long as three safeguards are followed: First,

the practitioner must make sure that client confidentiality

Sources: Reg. § 301.7216-2(c)(2); AICPA Ethics Ruling No. 1 (under Rule 301), see
www.aicpa.org/Research/standards/CodeofConduct/Pages/et_391.aspx.

Encouragement of Certain Activities

Without passing judgment on the wisdom of any such choices, it is clear that the tax law
encourages certain types of economic activity or segments of the economy. For exam-
ple, the favorable treatment allowed research and development expenditures (immedi-
ate deduction vs. capitalization and amortization) can be explained by the desire to
foster technological progress. Further, given the time value of money, the tax savings
from a current deduction usually is preferable to capitalizing the cost with a write-off
over the estimated useful life of the asset created.

Similarly, Congress has used depreciation deductions as a means of encouraging
investment in business capital. Theoretically, shorter asset lives and accelerated meth-
ods should encourage additional investment in depreciable property acquired for busi-
ness use. Conversely, longer asset lives and the required use of the straight-line
method of depreciation dampen the tax incentive for capital outlays.

Part of the tax law addresses the global energy crisis—in terms of both our reliance
on foreign oil and the need to ease the problem of global warming. Ecological consider-
ations justify a tax provision that permits a more rapid expensing of the costs of instal-
ling pollution control facilities. Measures such as these that aid in maintaining a clean
air environment and conserving energy resources also can be justified under social
considerations.

Is it wise to stimulate U.S. exports of goods and services? Considering the pressing
and continuing problem of a deficit in the U.S. balance of payments, the answer should
be clear. In an international setting, Congress has deemed it advisable to establish incen-
tives for U.S. citizens who accept employment overseas.

Is saving desirable for the economy? Saving leads to capital formation and thereby
makes funds available to finance home construction and industrial expansion. The tax
law encourages saving by according preferential treatment to private retirement plans.
Not only are deductions allowed for contributions to certain retirement plans and Indi-
vidual Retirement Accounts (IRAs), but income on the contributions might not be taxed
until withdrawn.

Encouragement of Certain Industries

A sound agricultural base is necessary for a well-balanced national economy. Undoubt-
edly, this explains why farmers are accorded special treatment under the Federal
income tax system. Among the benefits available to farmers are the election to expense
rather than capitalize certain soil and water conservation expenditures and fertilizers
and the election to defer the recognition of gain on the receipt of crop insurance
proceeds.
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To stimulate the manufacturing industry, Congress enacted the domestic production
activities deduction. The provision creates a tax benefit in the form of a deduction for
profits derived from manufacturing activities conducted within the United States. By
restricting the deduction to manufacturing income attributable to wages reportable to
the IRS, new U.S. jobs will result and the outsourcing of labor is discouraged. Thus, the
tax system is used to encourage both domestic manufacturing and job growth.

Encouragement of Small Business

It seems that in the United States, a consensus exists that what is good for small business
is good for the economy as a whole. This assumption has led to a definite bias in the
tax law favoring small business. Several income tax provisions can be explained by the
desire to benefit small business, including the low marginal tax rates applied to the first
dollars of the entity’s income.

1-5¢ Social Considerations

Some provisions of the Federal tax law, particularly those dealing with the income tax
of individuals, can be explained by a desire to encourage certain social results.

e Certain benefits provided to employees through accident and health insurance
plans financed by employers are nontaxable to employees. Encouraging such
plans is considered socially desirable because they provide medical benefits in the
event of an employee’s illness or injury.

* A contribution made by an employer to a qualified pension or profit sharing plan
for an employee may receive special treatment. The contribution and any income
it generates are not taxed to the employee until the funds are distributed. Such an
arrangement also benefits the employer by allowing a tax deduction when the
contribution is made to the qualified plan. Various types of retirement plans are
encouraged to supplement the subsistence income level the employee otherwise
would obtain under the Social Security system.

* A deduction is allowed for contributions to qualified charitable organizations. The
deduction attempts to shift some of the financial and administrative burden of
socially desirable programs from the public (government) to the private (citizens)
sector.

e Various tax credits, deductions, and exclusions are designed to encourage tax-
payers to obtain or extend their level of education.

* A tax credit is allowed for amounts spent to furnish care for certain minor or dis-
abled dependents to enable the taxpayer to seek or maintain gainful employment.

* A tax deduction is denied for certain expenditures deemed to be contrary to pub-
lic policy. This disallowance extends to items such as fines, penalties, illegal kick-
backs, bribes to government officials, and gambling losses in excess of gains.
Social considerations dictate that the tax law should not encourage these activities
by permitting a deduction.

1-5d Equity Considerations

The concept of equity is relative. Reasonable persons can, and often do, disagree about
what is fair or unfair. In the tax area, moreover, equity is most often tied to a particular
taxpayer’s personal situation. To illustrate, compare the tax positions of those who rent
their personal residences with those who own their homes. Renters may not take a Fed-
eral income tax deduction for the rent they pay. For homeowners, however, a large por-
tion of the house payments they make may qualify for the Federal mortgage interest
and property tax deductions. Although renters may have difficulty understanding this
difference in tax treatment, the encouragement of home ownership can be justified on
both economic and social grounds.
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In many other parts of the law, however, equity concerns are evident. The concept
of equity appears in tax provisions that alleviate the effect of multiple taxation and post-
pone the recognition of gain when the taxpayer lacks the ability or wherewithal to pay
the tax. Provisions that mitigate the effect of the application of the annual accounting
period concept also reflect equity considerations.

Alleviating the Effect of Multiple Taxation

The income earned by a taxpayer may be subject to taxes imposed by different taxing
authorities. If, for example, the taxpayer is a resident of New York City, income might
be subject to Federal, state of New York, and city of New York income taxes. To com-
pensate for this apparent inequity, the Federal tax law allows a taxpayer to claim a
deduction for state and local income taxes.

The deduction does not, however, neutralize the effect of multiple taxation because
the benefit derived depends on the taxpayer’s Federal income tax rate. Only a 100%
rate tax credit, rather than a deduction, would completely eliminate the effects of multi-
ple taxation on the same income. Equity considerations also can explain the Federal tax
treatment of certain income from non-U.S. sources.

The Wherewithal to Pay Concept

The wherewithal to pay concept recognizes the inequity of taxing a transaction when
the taxpayer lacks the means to pay the tax. The wherewithal to pay concept underlies
a provision in the tax law dealing with the treatment of gain resulting from an involun-
tary conversion. An involuntary conversion occurs when property is destroyed by casu-
alty or taken by a public authority through condemnation. If gain results from the
conversion, it need not be recognized if the taxpayer replaces the property within a
specified time period. The replacement property must be similar or related in service or
use to that involuntarily converted.

Ron, a rancher, has some pasture land that is condemned by the state for use as a game preserve.
The condemned pasture land cost Ron $120,000, but the state pays him $150,000 (its fair market
value). Shortly thereafter, Ron buys more pasture land for $150,000.

Ron has a realized gain of $30,000 [$150,000 (condemnation award) — $120,000 (cost of land)].
It would be inequitable to require Ron to pay a tax on this gain for two reasons. First, without
disposing of the property acquired (the new land), Ron would be hard-pressed to pay the tax.
Second, his economic position has not changed.

What if Ron reinvests only $140,000 of the award in new pasture land? Now Ron recognizes a
$10,000 taxable gain in the current year. Instead of ending up with only replacement property,
Ron now holds land and $10,000 in cash.

Mitigating the Effect of the Annual Accounting Period Concept

Federal income tax returns are due for every tax year of the taxpayer. The application of
this annual accounting period concept can lead to dissimilar tax treatment for taxpayers
who are, from a long-range standpoint, in the same economic position.

José and Alicia, both unmarried sole proprietors, experienced the following results during the indi-
cated tax years.

Profit (or Loss)

Year José Alicia

2015 $50,000 $150,000
2016 60,000 60,000
2017 60,000 (40,000)

continued
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Although José and Alicia have the same total profit of $170,000 over the period from 2015 through
2017, the annual accounting period concept places Alicia at a disadvantage for tax purposes, both in
terms of the time value of money and due to the higher tax rates that will apply to Alicia under the
progressive rate structure.

However, the net operating loss deduction generated in 2017 offers Alicia some relief by allow-
ing her to carry back some or all of her 2017 loss to the earlier profitable years (in this case, 2015).
Thus, with an NOL carryback, Alicia can obtain an immediate refund for some of the taxes she paid
on the $150,000 profit reported for 2015.

1-5e Political Considerations

A large segment of the Federal tax law is made up of statutory provisions. Because these
statutes are enacted by Congress, is it any surprise that political considerations influence
tax law?

Special Interest Legislation

Certain provisions of the tax law largely can be explained by the political influence
some groups have had on Congress. For example, is there any other realistic reason
that prepaid subscription and dues income is not taxed until earned, while prepaid
rents are taxed to the landlord in the year received?

Special interest legislation is not necessarily to be condemned if it can be justified on
economic, social, or some other utilitarian grounds. In most cases, however, it is objec-
tionable in that it adds further complexity to an already cluttered tax law. It is, however,
an inevitable product of our political system.

State and Local Government Influences

State law has had an influence in shaping our present Federal tax law. One example of
this effect is the evolution of Federal tax law in response to states with community prop-
erty systems. The states with community property systems are Louisiana, Texas, New
Mexico, Arizona, California, Washington, Idaho, Nevada, and Wisconsin. Spouses in
Alaska can elect community property treatment. The rest of the states are common law
jurisdictions.

The difference between common law and community property systems centers
around the property rights possessed by married persons. In a common law system,
each spouse owns whatever he or she earns. Under a community property system,
one-half of the earnings of each spouse is considered owned by the other spouse.

Al and Fran are husband and wife, and their only income is the $80,000 annual salary Al receives.
If they live in New Jersey (a common law state), the $80,000 salary belongs to Al. If, however, they
live in Arizona (a community property state), the $80,000 is divided equally, in terms of ownership,
between Al and Fran.

At one time, the tax position of the residents of community property states was so
advantageous that many common law states adopted community property systems.
Needless to say, the political pressure placed on Congress to correct the disparity in tax
treatment was considerable. To a large extent, this was accomplished in 1948 when the
law extended many of the community property tax advantages to residents of common
law jurisdictions.

The major advantage extended was the provision allowing married taxpayers to file
joint returns and compute the tax liability as if one-half of the income had been earned
by each spouse. This result is automatic in a community property state because half of
the income earned by one spouse belongs to the other spouse. The income-splitting
benefits of a joint return are incorporated as part of the tax rates applicable to married
taxpayers. A similar motivation can be seen for the gift-splitting provisions of the Federal
gift tax and the marital deduction of the Federal estate and gift taxes.
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TAX FACT The Costs of Complexity

A tax system that is designed to accomplish For this study, the following items were counted as costs
so many, sometimes contradictory, goals is bound to be a of tax compliance.
complex animal. According to the Tax Foundation, the current
system may actually be so complex as to be self-defeating.
By one estimate, the cost of compliance with Federal tax

« The value of taxpayers’ time spent record keeping, filing,
planning, and otherwise complying with the tax laws.

laws exceeds $425 billion per year. Roughly, this means that + Tax collection costs (chiefly wages and benefits) of IRS
compliance costs act as an additional tax of about 30 cents employees.

for every tax dollar collected. This amount exceeds the - Expenditures made to professional tax preparers, consul-
annual costs of compensation for all of the workers at tants, and other preparers.

Walmart, UPS, IBM, McDonald'’s, and Citigroup combined.

L07 1-5f Influence of the Internal Revenue Service

Describe the role played by The influence of the IRS on tax law is apparent in many areas beyond its role in issuing
the IRS and the courts in the the administrative pronouncements that make up a considerable portion of our tax law.
evolution of the Federal tax The IRS has been instrumental in securing the passage of much legislation designed to
system.

curtail the most flagrant tax avoidance practices (to “close tax loopholes”). In addition,
the IRS has sought and obtained legislation to make its own job easier (to attain admin-
istrative feasibility).

Closing Perceived Tax Loopholes

Certain tax provisions are intended to prevent a loophole from being used to avoid the
tax consequences intended by Congress. Working within the letter of existing law, tax-
payers and their advisers devise techniques that accomplish indirectly what cannot be
accomplished directly. As a consequence, legislation is enacted to close the loopholes
that taxpayers have located and exploited. Some tax law can be explained in this fash-
ion and is discussed in the chapters to follow.

Administrative Feasibility

Some tax law is justified on the grounds that it simplifies the task of the IRS in collecting
the revenue and administering the law. With regard to collecting the revenue, the IRS
long ago realized the importance of placing taxpayers on a pay-as-you-go basis. Elabo-
rate withholding procedures apply to wages, and accrual basis taxpayers often must
pay taxes on prepaid income in the year received and not when earned. The approach
may be contrary to generally accepted accounting principles, but it is consistent with
the wherewithal to pay concept.

Of considerable aid to the IRS in collecting revenue are the numerous provisions that
impose interest and penalties on taxpayers for noncompliance with the tax law. Provi-
sions such as the penalties for failure to pay a tax or to file a return that is due, the negli-
gence penalty for intentional disregard of Federal tax rules and regulations, and various
penalties for civil and criminal fraud serve as deterrents to taxpayer noncompliance.

One of the keys to an effective administration of our tax system is the audit process
conducted by the IRS. To carry out this function, the IRS is aided by provisions that
reduce the chance of taxpayer error or manipulation and therefore reduce the audit
effort that is necessary. An increase in the amount of the standard deduction, for exam-
ple, reduces the number of individual taxpayers who will choose the alternative of item-
izing their personal deductions. With fewer deductions to check, the audit function is
simplified.

DIGGING DEEPER 7 In-depth coverage can be found on this book’s companion website: www.cengagebrain.com
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1-5g Influence of the Courts

In addition to interpreting statutory provisions and the administrative pronouncements
issued by the IRS, the Federal courts have influenced tax law in two other respects. First,
the courts have formulated certain judicial concepts that serve as guides in the applica-
tion of various tax provisions. Second, certain key decisions have led to changes in the
Internal Revenue Code.

Judicial Concepts Relating to Tax

Particularly in dealings between related parties, the courts test transactions by looking
to whether the taxpayers acted in an arm’s length manner. The question to be asked
is: Would unrelated parties have handled the transaction in the same way?

Rex, the sole shareholder of Silver Corporation, leases property to the corporation for a yearly rent
of $6,000. To test whether the corporation should be allowed a rent deduction for this amount,
the IRS and the courts will apply the arm’s length concept. Would Silver have paid $6,000 a year in
rent if it had leased the same property from an unrelated party (rather than from Rex)?

Suppose it is determined that an unrelated third party would have charged an annual rent for
the property of only $5,000. Under these circumstances, Silver can deduct only $5,000. The other
$1,000 it paid for the use of the property represents a nondeductible dividend. Rex is treated as
having received rent income of $5,000 and dividend income of $1,000.

Judicial Influence on Statutory Provisions

Some court decisions have been of such consequence that Congress has incorporated
them into statutory tax law. For example, many years ago, the courts found that stock
dividends distributed to the shareholders of a corporation were not taxable as income.
This result largely was accepted by Congress, and a provision in the tax statutes now
addresses the issue.

On occasion, however, Congress has reacted negatively to judicial interpretations of
the tax law.

Nora leases unimproved real estate to Wade for 20 years. At a cost of $400,000, Wade erects a
building on the land. The building is worth $150,000 when the lease terminates and Nora takes
possession of the property. Does Nora have any gross income either when the improvements are 40
made or when the lease terminates?
In a landmark decision, a court held that Nora must recognize income of $150,000 upon the
termination of the lease.

Congress believed that the result reached in Example 40 was inequitable in that it
was not consistent with the wherewithal to pay concept. Consequently, the tax law was
amended to provide that a landlord does not recognize any income either when the
improvements are made (unless made in lieu of rent) or when the lease terminates.

1-6 SUMMARY

Tax laws are pervasive in today’s global economy. Individuals and businesses must
contend with complex rules in planning their personal and professional activities.
Taxes can fall on income, wealth, asset transfers, consumer expenditures, and other
events.

Tax planning is a means by which to manage the amount and timing of tax liabilities
to accomplish one’s long-term objectives. The conduct of tax practitioners is regulated
by professional associations, lawmakers, and the taxing agencies.
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Taxing systems are designed to provide revenues for governments to accomplish the
common goals of citizens. In addition to its necessary revenue-raising objective, the
Federal tax law has developed in response to several other factors.

* Economic considerations. Tax provisions can help to regulate the economy and
encourage certain activities and types of businesses.

* Social considerations. Some tax provisions are designed to encourage (or discour-
age) socially desirable (or undesirable) practices.

* Equity considerations. Tax provisions can alleviate the effect of multiple taxation,
recognize the wherewithal to pay concept, and mitigate the effect of the annual
accounting period concept.

* Political considerations. Tax provisions can represent special interest legislation
and reflect the effect of state and local law.

* Influence of the IRS. Many tax provisions are intended to aid the IRS in the collec-
tion of revenue and the administration of the tax law.

* Influence of the courts. Court decisions have established a body of judicial con-

cepts relating to tax law and have, on occasion, led Congress to enact statutory
provisions to either clarify or negate their effect.

REFOCUS ON THE BIG PICTURE

A TypicaL TAx YEAR FOR A MODERN FAMILY

The explanation given for the difference in the ad valorem property taxes—the
Carters’ increase and the Walkers’ decrease—seems reasonable. It is not likely that
the Carters’ increase was due to a general upward assessment in valuation, as the
Walkers’ taxes on their residence (located nearby) dropped. More business use of
the Carters’ residence (presuming that Travis conducts his consulting practice from
his home) might be responsible for the increase, but capital improvements appear to
be a more likely cause.

The imposition of the use tax when Travis registered the new automobile illus-
trates one of the means by which a state can preclude the avoidance of its sales tax
(see Example 4).

When gifts between family members are material in amount (e.g., an RV) and
exceed the annual exclusion, a gift tax return needs to be filed. Even though no gift
tax may be due because of the availability of the unified transfer tax exclusion
($5.43 million for 2015, as indexed), the filing of a return starts the running of the
statute of limitations.

The imposition of the “jock tax” on nonathletes is unusual but not improper. The
Carters must recognize that some of their income is subject to income taxes in two
states and take advantage of whatever relief is available to mitigate the result.

Significant Federal income tax savings might be available if Travis were to hire the
children to work in the consulting practice.

What If?

Because of the double audit (i.e., both state and Federal) and the deficiency
assessed, the Carters need to make sure that future returns do not contain similar
errors. As the text suggests, taxpayers with prior deficiencies are among those whose
returns may be selected for audit.
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Problems

1. [LO.1, 2, 5 James Corporation believes that it will have a better distribution location Issue ID
for its product if it relocates the corporation to another state. What consid-
erations (both tax and nontax) should James weigh before making a decision on
whether to make the move?

2. [LO.1 Distinguish between taxes that are proportional and those that are progressive.

3. [LO.2 Several years ago, Ethan purchased the former parsonage of St. James Church  Issue ID
to use as a personal residence. To date, Fthan has not received any ad
valorem property tax bills from either the city or the county tax authorities.

a.  What is a reasonable explanation for this oversight?
b.  What should Ethan do?

4. [LO.1, 6 In terms of Adam Smith’s canon of economy, how does the Federal income  Critical Thinking
tax fare?

5. [LO.2 Jim, a resident of Washington (which imposes a general sales tax), goes to
Oregon (which does not impose a general sales tax) to purchase his automo-
bile. Will Jim successfully avoid the Washington sales tax? Explain.

6. [LO.2 The Irontown Independent School District wants to sell a parcel of unim- Issue ID
proved land that it does not need. Its three best offers are as follows: from the
State Department of Public Safety (DPS), $4.3 million; from Trinity Lutheran Church,

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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Issue ID 7.

Issue ID 8.

Decision Making 9.

Communications

Decision Making

Issue ID

10.

11.

12.

$4.2 million; and from Baker Motors, $3.9 million. DPS would use the property for a
new state highway patrol barracks, Trinity would start a church school, and Baker
would open a car dealership. As the financial adviser for the school district, which
offer would you prefer? Why?

LO.2 Eileen, a resident of Wyoming, goes to Montana to purchase her new auto-
mobile. She does this because Wyoming imposes a sales tax while Montana
does not. Has Eileen successfully avoided the Wyoming sales tax? Explain.

LO.2 Sophia lives several blocks from her parents in the same residential subdivi-

sion. Sophia is surprised to learn that her ad valorem property taxes for the
year were raised, while those of her parents were lowered. What is a possible expla-
nation for the difference?

LO.4, 5 Marco and Cynthia have decided to go into business together. They will

operate a burrito delivery business. They expect to have a loss in the first
and second years of the business and subsequently expect to make a substantial
profit.

Marco and Cynthia are concerned about potential liability if a customer ever gets
sick after eating one of their products. They have called your office and asked for
advice about whether they should run their business as a partnership or as a corpo-
ration. Write a letter to Cynthia Clay, at 1206 Seventh Avenue, Fort Worth, TX 76101,
describing the alternative forms of business they can select. In your letter, explain
what form or forms of business you recommend and why.

LO.4, 5 Ashley runs a small business in Boulder, Colorado, that makes snow skis.

She expects the business to grow substantially over the next three years.
Because she is concerned about product liability and is planning to take the com-
pany public in 2016, she is currently considering incorporating the business. Finan-
cial data are as follows.

2015 2016 2017
Sales revenue $150,000 $320,000 $600,000
Tax-free interest income 5,000 8,000 15,000
Deductible cash expenses 30,000 58,000 95,000
Tax depreciation 25,000 20,000 40,000

Ashley expects her combined Federal and state marginal income tax rate to be
35% over the next three years before any profits from the business are considered.
Her after-tax cost of capital is 12%.

a.  Compute the present value of the future cash flows for 2015 to 2017 assuming
that Ashley incorporates the business and pays all after-tax income as dividends
(for Ashley’s dividends that qualify for the 15% rate).

b. Compute the present value of the future cash flows for 2015 to 2017 assuming
that Ashley continues to operate the business as a sole proprietorship.

c.  Should Ashley incorporate the business this year? Why or why not?

LO.3, 5 Mauve Supplies, Inc., reports total income of $120,000. The corporation’s
taxable income is $105,000. What are Mauve’s marginal, average, and
effective tax rates?

LO.2 Franklin County is in dire financial straits and is considering a number of
sources for additional revenue. Evaluate the following possibilities in terms of
anticipated taxpayer compliance.

a. A property tax on business inventories.
b. A tax on intangibles (i.e., stocks and bonds) held as investments.
c. A property tax on boats used for recreational purposes.
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13. [LO.6 Discuss the probable justification for each of the following provisions of the
tax law.

a. A tax credit allowed for electricity produced from renewable sources.

b. A tax credit allowed for the purchase of a motor vehicle that operates on alter-
native energy sources (e.g., nonfossil fuels).

c. A deduction for state and local income taxes.

d. The deduction for personal casualty losses that is subject to computational limita-
tions.

Favorable treatment accorded to research and development expenditures.

f. A deduction allowed for income resulting from U.S. production (manufacturing)
activities.

g.  The deduction allowed for contributions to qualified charitable organizations.

h. An election that allows certain corporations to avoid the corporate income tax
and pass losses through to their shareholders.

14. [LO.6 Discuss the probable justification for each of the following aspects of the tax
law.
a. A tax credit is allowed for amounts spent to furnish care for minor children
while the parent works.

b. Deductions for interest on home mortgage and property taxes on one’s per-
sonal residence.

The income splitting benefits of filing a joint return.
Gambling losses in excess of gambling gains.
Net operating losses of a current year can be carried back to profitable years.

-

A taxpayer who sells property on an installment basis can recognize gain on the
sale over the period the payments are received.

g.  The exclusion from Federal tax of certain interest income from state and local
bonds.

h. Prepaid income is taxed to the recipient in the year it is received and not in the
year it is earned.

15. [LO.2 Contrast a value added tax (VAT) with a national sales tax in terms of anti-  Critical Thinking
cipated taxpayer compliance.

16. [LO.2 Go to www.taxfoundation.org, and determine Tax Freedom Day for your Critical Thinking
state for 1950, 1960, 1970, 1980, 1990, 2000, and 2010. Report your results as  Communications
a line graph.

17. [LO.5 Although the Federal income tax law is complex, most individual taxpayers Critical Thinking
are able to complete their tax returns without outside assistance. Gather data  Communications
as to the accuracy of this statement. Summarize your comments in an e-mail to your
instructor.

18. [LO.5 President Franklin D. Roosevelt once said, “I am wholly unable to figure out  Ethics and Equity
the amount of tax,” and wrote to the Federal Commissioner of Revenue, “may
I ask that [the agency] let me know the amount of the balance due.”
When a friend of FDR was ordered to pay $420,000 in tax penalties, the President
called the Commissioner within earshot of reporters and told him to cut the penal-
ties to $3,000. One listener, journalist David Brinkley, recalled years later: “Nobody
seemed to think it was news or very interesting.” Evaluate the President’s comments
and actions.

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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BRIDGE DISCIPLINE Bridge Discipline

1. Discuss with respect to the Federal policy for reducing poverty:
a. The individual income tax.
b. The Social Security tax.
Communications 2. Prepare a two-page paper titled “How I Would Apply Federal Income Tax Law to

Encourage the Availability of Universal Broadband in This Community” to submit
to your economics professor.

Communications 3. Prepare an outline for a 10-minute speech to give to your government class. The
speech is titled “If You Don’t Pay Federal Taxes, You Can’t Vote.”

4. When taxes are “too high,” taxpayers start to cheat on their taxes and dangerous
consequences can result. Evaluate this statement. Give at least two examples to
illustrate your conclusions.

5. Some tax rules can be justified on multiple grounds (e.g., economic or social). In
this connection, comment on the possible justification for the rules governing the
following.

a. Pension plans.
b. Education.

c. Home ownership.
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4 2 Working with the Tax Law

=
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Describe the statutory, administrative, and judicial Communicate the results of the tax research process
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THE BIG PICTURE

RESEARCHING TAX QUESTIONS

Early in December, Fred and Megan Samuels review their financial and tax situation with their son, Sam,
and daughter-in-law, Dana. Currently, Sam and Dana live with Fred and Megan. Fred and Megan are in the
28% tax bracket. Both Sam and Dana are age 21.

Sam, a student at a nearby university, owns some publicly traded stock that he inherited from his grand-
mother. A current sale would result in approximately $8,000 of gross income ($19,000 amount realized —
$11,000 adjusted basis).

At this point, Fred and Megan provide about 55% of Sam and Dana’s support. Although neither is now
employed, Sam earned $960 and Dana earned $900 earlier in the year. The problem: Should the stock be
sold before the end of the year, and would the sale prohibit Fred and Megan from claiming Sam and Dana
as dependents? Would the stock sale result in a tax liability for Sam and Dana?

Read the chapter and formulate your responses.
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LO.1

Describe the statutory,
administrative, and judicial
sources of the tax law and the
purpose of each source.

ederal tax law is a mixture of statutory provisions, administrative pronounce-

ments, and court decisions. Anyone who has attempted to work with this body of

knowledge is familiar with its complexity. Tax research provides the vehicle by
which one makes sense out of this complexity.

2-1 TAX LAW SOURCES

Understanding taxation requires a mastery of the sources of the rules of tax law. These
sources include not only legislative provisions in the form of the Internal Revenue Code
but also congressional Committee Reports, Treasury Department Regulations, other
Treasury Department pronouncements, and court decisions. Thus, the primary sources
of tax information include pronouncements from all three branches of government: leg-
islative, executive, and judicial.

In addition to being able to locate and interpret the sources of the tax law, a tax pro-
fessional must understand the relative weight of authority within these sources. The tax
law is of little significance, however, until it is applied to a set of facts and circumstan-
ces. This chapter, therefore, both introduces the statutory, administrative, and judicial
sources of the tax law and explains how the law is applied to business and individual
transactions. It also explains how to apply research techniques effectively.

Tax research is necessary because the application of the law to a specific situation
sometimes is not clear. As complicated as the Internal Revenue Code is, it cannot clearly
address every conceivable situation. Accordingly, the tax professional must search other
sources (such as administrative rulings and judicial decisions) to determine the most
likely tax treatment of a transaction.

Working with such knowledge, a tax professional then can advise the client about
the tax consequences of several possible courses of action. Tax research, in other
words, is of critical importance not only in properly characterizing completed events
but also in planning proposed transactions.

2-1a Statutory Sources of the Tax Law

Statutory sources of law include the Constitution (Article I, Sections 7, 8, and 10), tax
treaties (agreements between countries to mitigate the double taxation of taxpayers sub-
ject to the tax laws of those countries), and the Internal Revenue Code. The Constitution
grants Congress the power to impose and collect taxes, and it authorizes the creation of
treaties with other countries. The Internal Revenue Code is the statutory basis for arriv-
ing at solutions to all tax questions.

Origin of the Internal Revenue Code

Before 1939, the statutory provisions relating to taxation were contained in the individ-
ual revenue acts enacted by Congress every year or two. The inconvenience and confu-
sion that resulted from dealing with many separate acts led Congress to codify all of the
Federal tax laws in 1939. Known as the Internal Revenue Code of 1939, this codification
arranged all Federal tax provisions in a logical sequence and placed them in a separate
part of the Federal statutes. A further rearrangement took place in 1954 and resulted in
the Internal Revenue Code of 1954, which continued in effect until it was replaced by
the Internal Revenue Code of 1986."

Statutory amendments to the tax law are integrated into the existing Code. Thus, sub-
sequent tax legislation, such as the Patient Protection and Affordable Care Act of 2010
and the American Taxpayer Relief Act of 2012, became part of the Internal Revenue
Code of 1986.

'Aside from changes due to a large tax act, the organization of the Internal of the 1954 Code. In contrast, the numbering scheme of sections in the
Revenue Code of 1986 is not substantively different from the organization 1939 Code differs from that used in the 1954 Code.

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 2 Working with the Tax Law 2-3

TAX FACT Scope of the U.S. Tax System

Although it started out in 1913 as a tax on form and attachments. The estimated cost of complying
only the uppermost-income individuals, the tax system with tax rules is $425 billion per year.

today is pervasive in our lives. . The Internal Revenue Code is about 4 million words (9,000

. In the typical tax year, the IRS receives about 20 million pages) long, and the Regulations require another 8 million
Forms 1040EZ and about 40 million Eorms 1040A. words (165,000 pages). Combined, these documents are 12
times the length of Shakespeare’s combined works and 15

«  The typical Form 1040 requires 7.25 hours to gather records
/P! i ) g times the length of the King James Bible.

and assemble the return, and 6.25 hours to prepare the

The Legislative Process

Federal tax legislation generally originates in the House of Representatives, where it first
is considered by the House Ways and Means Committee. It is also possible for tax bills
to originate in the Senate if they are attached as riders to other legislative proposals. If
acceptable to the committee, the proposed bill is referred to the entire House of Repre-
sentatives for approval or disapproval. Approved bills are sent to the Senate, where they
initially are considered by the Senate Finance Committee.

The next step is referral from the Senate Finance Committee to the entire Senate.
Assuming no disagreement between the House and Senate, passage by the Senate
means referral to the President for approval or veto. If the bill is approved or if the
President’s veto is overridden, the bill becomes law and part of the Internal Reve-
nue Code.

When the Senate version of the bill differs from that passed by the House, the
Conference Committee, which includes members of both the House Ways and
Means Committee and the Senate Finance Committee, is called upon to resolve the
differences.

House and Senate versions of major tax bills frequently differ. One reason bills often
are changed in the Senate is that, under the usual rules of Congress, each senator has
considerable latitude to make amendments when the Senate as a whole is voting on a
bill referred to it by the Senate Finance Committee. In contrast, the entire House of Rep-
resentatives either accepts or rejects what is proposed by the House Ways and Means
Committee, and changes from the floor are rare.

The deliberations of the Conference Committee usually produce a compromise
between the two versions, which is then voted on by both the House and the Sen-
ate. If both bodies accept the revised bill, it is referred to the President for approval
or veto. The typical legislative process dealing with tax bills is summarized in
Exhibit 2.1.

The role of the Conference Committee indicates the importance of compromise in
the legislative process. As an example of the practical effect of the compromise process,
consider what happened with amendments to the refundability provisions of the child
tax credit (see Exhibit 2.2 on p. 2-5).

Referrals from the House Ways and Means Committee, the Senate Finance Commit-
tee, and the Conference Committee usually are accompanied by Committee Reports.
These Committee Reports often explain the provisions of the proposed legislation and
are a valuable source for ascertaining the intent of Congress. What Congress had in
mind when it considered and enacted tax legislation is the key to interpreting legisla-
tion. Because Regulations interpreting new legislation normally are not issued immedi-
ately after a statute is enacted, taxpayers and the courts look to Committee Reports to
determine congressional intent.
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EXHIBIT 2.1 Legislative Process for Tax Bills

House
Ways and Means
Committee

\

Consideration by
the House of
Representatives

\

Senate Finance

Committee
Consideration by > Joint Conference Committee
the Senate (if the House and Senate differ)
Consideration by the
House and Senate
Approval or Veto |
by the President <<

\

Incorporation into the Code
(if approved by the President or if
the President’s veto is overridden)

Arrangement of the Code

The Internal Revenue Code is found in Title 26 of the U.S. Code. Here is a partial table
of contents.

Subtitle A. Income Taxes
Chapter 1. Normal Taxes and Surtaxes
Subchapter A. Determination of Tax Liability
Part I. Tax on Individuals
Sections 1-5
Part II. Tax on Corporations
Sections 11-12

In referring to a provision of the Code, the tax professional usually cites the Section
number. In referring to § 2(a) (dealing with the status of a surviving spouse), for exam-
ple, it is unnecessary to include Subtitle A, Chapter 1, Subchapter A, and Part I. Merely
mentioning § 2(a) suffices because the Section numbers run consecutively and do not
begin again with each new Subtitle, Chapter, Subchapter, or Part. Not all Code Section
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EXHIBIT 2.2 Example of Compromise in the Conference Committee

House Version Senate Version
For years beginning in 2009, the For years beginning in 2009, the
child tax credit is refundable child tax credit is refundable
at a rate of 15% of earned at a rate of 15% of earned
income in excess of $0 income in excess of $8,100
(rather than $12,550). (rather than $12,550).

Joint Conference Committee Result
For years beginning in 2009,
the child tax credit is refundable
| at a rate of 15% of earned
income in excess of $3,000
(rather than $12,550).

numbers are used, however. Part I ends with § 5, and Part II starts with § 11 (at present,
there are no §§ 6, 7, 8, 9, and 10).2

Tax practitioners commonly refer to certain areas of income tax law by Subchapter
designation. Some of the more common Subchapter designations include Subchapter
C (“Corporate Distributions and Adjustments”), Subchapter K (“Partners and
Partnerships”), and Subchapter S (“Tax Treatment of S Corporations and Their Share-
holders™). Particularly in the last situation, it is more convenient to describe the effect
of the applicable Code provisions (§§ 1361-1379) as “Subchapter S” than as the “Tax
Treatment of S Corporations and Their Shareholders.”

Citing the Code
Code Sections often are broken down into subparts.® Section 2(a)(1)(A) serves as an
example.
§ 2 @ (O A
- r-tT-"17-"1-"~—""~""~""~""~"“~"~"="=~"="=—"="="="="==-== > Abbreviation for “Section”
i i Eie el B Section number
St it el et > Subsection number*
i Rl i - Paragraph designation
————————————————————— > Subparagraph designation

“When the Code was drafted, Section numbers were intentionally omitted so 3Some Code Sections do not have subparts. See, for example, §§ 211
that later changes could be incorporated into the Code without disrupting and 241.
its organixgtion. th-sn Congress does not‘leav'e enough space, subseguent “Some Code Sections omit the subsection designation and use, instead, the
Code Sections are given A, B, C, etc,, designations. A good example is the paragraph designation as the first subpart. See, for example, § 212(1) and
treatment of §§ 280A through 280H. 1222(1).
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TAX IN THE NEWS Origin of the April 15 Tax Day

= April 15 has not always been the tax return To give taxpayers even more time to deal with the com-
due date in the United States. Congress originally established plexity of the tax laws, the Internal Revenue Code of 1954
March 1 as the due date of personal income tax returns. This changed the deadline to April 15.

date selection was apparently based upon the effective date
of the Sixteenth Amendment, February 3, 1913. After a few
years, taxpayers requested more time to complete the
returns, so March 15 was adopted as the filing deadline. Source: Joseph J. Thorndike, “Why Is Tax Day April 152" Tax Notes, April 16, 2012.

Broken down by content, a citation for Code § 2(a)(1)(A) appears as follows.

§2

\J

Definitions and special rules (relating to
the income tax imposed on individuals).

(@) »  Definition of a surviving spouse.

(M »  For purposes of § 1 (the determination of
the applicable rate schedule), a surviving
spouse must meet certain conditions.

(A) B One of the conditions necessary to qualify

as a surviving spouse is that the tax-
payer's spouse must have died during
either of his or her two taxable years
immediately preceding the present tax-
able year.

Throughout the text, references to the Code Sections are in the form shown previ-
ously. The symbols “§” and “§§” are used in place of “Section” and “Sections,” respec-
tively. The following table illustrates the format used in the text.

Complete Reference Text Reference

Section 2(a)(1)(A) of the Internal Revenue Code of 1986 § 2(a)(1)(A)

Sections 1 and 2 of the Internal Revenue Code of 1986 §§ 1 and 2

Section 2 of the Internal Revenue Code of 1954 § 2 of the Internal Revenue
Code of 1954

Section 12(d) of the Internal Revenue Code of 1939° § 12(d) of the Internal

Revenue Code of 1939

Effect of Treaties

The United States signs certain tax treaties (sometimes called tax conventions) with for-
eign countries to render mutual assistance in tax enforcement and to avoid double taxa-
tion. These treaties affect transactions involving U.S. persons and entities operating or
investing in a foreign country, as well as persons and entities of a foreign country oper-
ating or investing in the United States. Although these bilateral agreements are not codi-
fied in any one source, they are published at www.irs.gov, as well as in various
commercial tax services.

Neither a tax law nor a tax treaty automatically takes precedence. When there is a
direct conflict, the most recent item prevails. With certain exceptions, a taxpayer must
disclose on the tax return any filing position for which a treaty overrides a tax law.°
There is a $1,000 per failure to disclose penalty for individuals and a $10,000 per failure
to disclose penalty for C corporations.

>Section 12(d) of the Internal Revenue Code of 1939 is the predecessor to § 2 7§ 6712(a).
of the Internal Revenue Codes of 1954 and 1986.

0§ 7852(d).
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2-1b Administrative Sources of the Tax Law

The administrative sources of the Federal tax law can be grouped as follows: Treasury
Department Regulations, Revenue Rulings and Revenue Procedures, and various other
administrative pronouncements (see Exhibit 2.3). All are issued by either the U.S. Treas-
ury Department or its subsidiary agency, the IRS.

Treasury Department Regulations

Regulations are issued by the U.S. Treasury Department under authority granted by
Congress.” Usually interpretive by nature, they provide taxpayers with considerable
guidance on the meaning and application of the Code and often include examples. Reg-
ulations carry considerable authority as the official interpretation of tax statutes. They
are an important resource to consider in complying with the tax law.

Treasury Regulations are arranged in the same sequence as the Code. A number is
added at the beginning, however, to indicate the type of tax or other matter to which
they relate. For example, the prefix 1 designates the Regulations under the income tax
law. Thus, the Regulations under Code § 2 would be cited as Reg. § 1.2, with subparts
added for further identification. The numbering pattern of these subparts often has no
correlation with the Code subsections. The prefix 20 designates estate tax Regulations,
25 addresses gift tax Regulations, 31 relates to employment taxes, and 301 refers to pro-
cedure and administration. This list is not all-inclusive. Reg. § 1.351-1(a)(2) is an exam-
ple of such a citation.

Reg. § 1. 351 -1 @)

I— ——=f ===t ===4===+4===o=-—=p Abbreviation for "Regulation”
——=f===f1=-==41===+4-===p Abbreviation for "Section"
-—_—t—-—-—1 === - — = =p» Prefix designating an income tax Regulation

———p =t =—=—- » Regulation applies to § 351

S » The first Regulation addressing § 351

----- » Subparts for further identification

New Regulations and changes in existing Regulations usually are issued in proposed
form before they are finalized. The interval between the proposal of a Regulation and
its finalization permits taxpayers and other interested parties to comment on the propri-
ety of the proposal. These comments usually are provided in writing, but oral comments
can be offered at hearings held by the IRS on the Regulations in question pursuant to a
public notice. This practice of notice-and-comment is a major distinction between Regu-
lations and other forms of Treasury guidance such as Revenue Rulings, Revenue Proce-
dures, and the like.

Proposed Regulations under Code § 2, for example, are cited as Prop.Reg. § 1.2.
The Tax Court indicates that Proposed Regulations carry little weight in the litigation
process.”

The Treasury Department issues Temporary Regulations relating to matters where
immediate guidance is important. These Regulations are issued without the comment
period required for Proposed Regulations. Temporary Regulations have the same
authoritative value as final Regulations and may be cited as precedents. However,
Temporary Regulations also are issued as Proposed Regulations and automatically
expire within three years after the date of their issuance."’

Proposed, Temporary, and Final Regulations are published in the Federal Register,
the Internal Revenue Bulletin, and major tax services.

8§ 7805. 19§ 7805(e).
°F. W. Woolworth Co., 54 T.C. 1233 (1970); Harris M. Miller, 70 T.C. 448
(1978); and James O. Tomerlin Trust, 87 T.C. 876 (1986).
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EXHIBIT 2.3 Administrative Sources

Source Location Authority***

Regulations Federal Register* Force and effect of law. May be cited as
Internal Revenue Bulletin precedent.

Temporary Regulations Federal Register® May be cited as a precedent.
Internal Revenue Bulletin

Proposed Regulations Federal Register* Preview of final Regulations. Not yet a
Internal Revenue Bulletin precedent.

Revenue Rulings Internal Revenue Bulletin** IRS interpretation only. Weak precedent.

Revenue Procedures

Treasury Decisions

Actions on Decisions

Determination Letters Tax Analysts’ Tax Notes IRS interpretation only. Weak precedent.

Technical Advice Memoranda

Letter Rulings

RIA's Internal Memoranda of the IRS
Commerce Clearing House's IRS Position Reporter

Research Institute of America and Commerce Applicable only to taxpayer addressed.
Clearing House tax services** May not be cited as precedent.

*Final, Temporary, and Proposed Regulations are published in soft-cover form and online by several other publishers.
**Revenue Rulings, Revenue Procedures, and letter rulings also are published online by several other publishers.
***Each of these sources may be substantial authority for purposes of the accuracy-related penalty in § 6662.

11§ 7805(a).

Regulations may also be classified as legisiative, interpretive, or procedural. This
classification scheme is discussed later in the chapter.

Revenue Rulings and Revenue Procedures

Revenue Rulings are official pronouncements of the National Office of the IRS.'" Like
Regulations, they are designed to provide interpretation of the tax law. However, they
do not carry the same legal force and effect as Regulations and usually deal with more
restricted problems. In addition, Regulations are approved by the Secretary of the Treas-
ury, whereas Revenue Rulings generally are not.

Both Revenue Rulings and Revenue Procedures serve an important function in provid-
ing guidance to IRS personnel and taxpayers in handling routine tax matters. Revenue
Rulings and Revenue Procedures generally apply retroactively and may be revoked or
modified by subsequent rulings or procedures, Regulations, legislation, or court decisions.

Revenue Rulings typically provide one or more examples of how the IRS would
apply a law to specific fact situations. Revenue Rulings may arise from technical advice
memoranda of the IRS, court decisions, suggestions from tax practitioner groups, and
various tax publications. A Revenue Ruling also may arise from a specific taxpayer’s
request for a letter ruling. If the IRS believes that a taxpayer’s request for a letter ruling
deserves official publication due to its widespread effect, the letter ruling is converted
into a Revenue Ruling and issued for the information and guidance of taxpayers, tax
practitioners, and IRS personnel. Names, identifying descriptions, and money amounts
are changed to conceal the identity of the requesting taxpayer.

Revenue Procedures are issued in the same manner as Revenue Rulings, but deal
with the internal management practices and procedures of the IRS. Familiarity with
these procedures increases taxpayer compliance and helps make the administration of
the tax laws more efficient. The failure of a taxpayer to follow a Revenue Procedure can
result in unnecessary delay or, in a discretionary situation, can cause the IRS to decline
to act on behalf of the taxpayer.
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Some recent Revenue Procedures dealt with the following matters.

* Procedures for issuing determination letters on the qualified status of employee
pension plans.

* Procedures for requesting a filing date extension when electing S corporation status.

¢ Inflation-adjusted amounts for various Code provisions.

Revenue Rulings and Revenue Procedures are published weekly by the U.S. Govern-
ment in the Internal Revenue Bulletin (I.R.B.).

The proper form for citing Revenue Rulings is as follows. Revenue Procedures are
cited in the same manner, except that “Rev.Proc.” is substituted for “Rev.Rul.”

Rev.Rul. 2014-3, 2014-2 LR.B. 259.

Explanation: Revenue Ruling Number 3, beginning at page 259 of the 2nd weekly
issue of the Internal Revenue Bulletin for 2014.

Revenue Rulings and other tax resources may be found in the 7ax Almanac, a free
online resource at www.taxalmanac.org.'

Letter Rulings

Letter rulings are issued for a fee upon a taxpayer’s request. They describe how the IRS
will treat a proposed transaction for tax purposes. Letter rulings can be useful for tax-
payers who want to be certain of how a transaction will be taxed before proceeding
with it. Letter rulings allow taxpayers to avoid unexpected tax costs.

The procedure for requesting a ruling can be quite cumbersome, although it some-
times is the most effective way to carry out tax planning. The IRS limits the issuance of
letter rulings to restricted, pre-announced areas of taxation; it generally will not rule on
situations that are fact-intensive. Thus, a ruling may not be obtained on many of the
problems that are particularly troublesome to taxpayers.'?

The IRS makes letter rulings available for public inspection after identifying details
are deleted."® Published digests of private letter rulings are found in RIA’s Private Letter
Rulings, Bloomberg BNA’s Daily Tax Reports, and Tax Analysts’ Tax Notes. IRS Letter
Rulings Reports (published by Commerce Clearing House) contains both digests and full
texts of all letter rulings. In addition, computerized databases of letter rulings are avail-
able through several commercial publishers.

Letter rulings are issued multidigit file numbers that indicate the year and week of
issuance as well as the number of the ruling during that week. Consider, for example,
Ltr.Rul. 201432030, which involves a request of a waiver for the rollover period
of an IRA.

2014 32 030

Year 2014 32nd week of 2014 30th ruling issued during the 32nd week

Other Administrative Pronouncements

Treasury Decisions (TDs) are issued by the Treasury Department to promulgate new
Regulations, amend or otherwise change existing Regulations, or announce the position
of the Government on selected court decisions. Like Revenue Rulings and Revenue Pro-
cedures, TDs are published in the Internal Revenue Bulletin.

2-9

2Commercial sources for Revenue Rulings and Revenue Procedures are *The first Internal Revenue Bulletin issued each year contains a list of areas in
available, usually requiring a subscription fee. Older Revenue Rulings and which the IRS will not issue advance rulings. This list may be modified

Revenue Procedures are often cited as being published in the Cumulative throughout the year. See, for example, Rev.Proc. 2015-1, 2015-1 LR.B. 1.

Bulletin (C.B.) rather than the Internal Revenue Bulletin (1.R.B.). 14§ 6110.
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The IRS publishes other administrative communications in the Internal Revenue
Bulletin, such as Announcements, Notices, Proposed Regulations, Termination of
Exempt Organization Status, Practitioner Disciplinary Actions, and Prohibited Transac-
tion Exemptions.

Like letter rulings, determination letters are issued at the request of taxpayers and
provide guidance on the application of the tax law. They differ from letter rulings in that
the issuing source is an IRS executive, rather than the National Office of the IRS. Further,
determination letters usually involve completed (as opposed to proposed) transactions.
Determination letters are not published regularly, and they are released officially only to
the party making the request.

The shareholders of Red Corporation and Green Corporation want assurance that the consolida-
tion of their corporations into Blue Corporation will be a nontaxable reorganization. The proper
approach is to ask the National Office of the IRS to issue a letter ruling concerning the income tax
effect of the proposed transaction.

Chris operates a barbershop in which he employs eight barbers. To comply with the rules gov-
erning income tax and payroll tax withholdings, Chris wants to know whether the barbers
working for him are employees or independent contractors. The proper procedure is to request
a determination letter on their status from the IRS.

The National Office of the IRS releases Technical Advice Memoranda (TAMs) weckly.
TAMs resemble letter rulings in that they give the IRS’s determination of an issue.
Letter rulings, however, are responses to requests by taxpayers, whereas TAMs are
issued by the National Office of the IRS in response to questions raised by IRS field
personnel during audits. TAMs deal with completed rather than proposed transac-
tions and often are requested for questions relating to exempt organizations and
employee plans.'

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

2-1¢ Judicial Sources of the Tax Law

After a taxpayer has exhausted some or all of the remedies available within the IRS
(no satisfactory settlement has been reached at the agent level or at the Appeals
Division level), a dispute can be taken to the Federal courts. The dispute first is con-
sidered by a court of original jurisdiction (known as a trial court), with any appeal
(either by the taxpayer or the IRS) taken to the appropriate appellate court. In most
situations, the taxpayer has a choice of four trial courts: a District Court , the [Court
of Federal Claims , the Tax Court|, or the 'Small Cases Division| of the Tax Court. The
court system for Federal tax litigation is illustrated in Exhibit 2.4.

The broken line between the Tax Court and the Small Cases Division indicates that
there is no appeal from the Small Cases Division, by either party to the case. Deci-
sions from the Small Cases Division have no precedential value. Some of these cases
are found on the U.S. Tax Court website. They may not be relied upon by other tax-
payers, or even by the taxpayer itself in subsequent years. The jurisdiction of the

Determination letters and technical advice memoranda may constitute sub-
stantial authority for purposes of the § 6662 accuracy-related penalty.

Notice 90-20, 1990-1 C.B. 328.
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EXHIBIT 2.4 Federal Judicial System

Supreme Court

[ 1 | Appellate
Courts

Court of Appeals
(Regional Circuit)

Court of Appeals
(Federal Circuit)

Tax District Court of
Court Court Federal
| Claims Trial Courts
1 | (Courtsof
! Original
Small Cases Jurisdiction)
Division*

* No appeal from this court.

Small Cases Division is limited to cases involving tax, interest, and penalty amounts
of $50,000 or less.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

Knowledge of several terms is important in understanding court decisions. The plain-
tiff is the party requesting action in a court, and the defendant is the party against whom
the suit is brought. Sometimes a court uses the terms petitioner and respondent. In gen-
eral, petitioner is a synonym for plaintiff, and respondent is a synonym for defendant.
At the trial court level, a taxpayer usually is the plaintiff (or petitioner), and the govern-
ment is the defendant (or respondent). If the taxpayer wins and the Government
appeals as the new petitioner (or appellant), the taxpayer now is the respondent.

Trial Courts

The differences among the various trial courts (courts of original jurisdiction) can be
summarized as follows.

* Number of courts. There is only one Court of Federal Claims and only one Tax
Court, but there are many District Courts. The taxpayer does not select the District
Court that will hear the dispute, but must sue in the one that has jurisdiction where
the taxpayer resides.

* Number of judges. A case tried in a District Court is heard before only 1 judge.
The Court of Federal Claims has 16 judges, and the Tax Court has 19 regular
judges. The entire Tax Court, however, reviews a case (the case is heard en banc),
thereby taking on a more compelling authority, when important or novel tax
issues are involved. Most cases, though, are heard and decided by only 1 of the
19 regular judges.

e Location. The Court of Federal Claims meets most often in Washington, D.C.,
while a District Court meets at a prescribed seat for the particular district. Each
state has at least one District Court, and many of the populous states have

2 DIGGING DEERER
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more than one. Choosing the District Court usually minimizes the inconven-
ience and expense of traveling for the taxpayer and his or her counsel. The Tax
Court is based in Washington, D.C., but its judges regularly travel to different
parts of the country and hear cases at predetermined locations and dates. This
procedure eases the distance problem for the taxpayer, but it can mean a delay
before the case comes to trial.

Jurisdiction of the Court of Federal Claims. The Court of Federal Claims has juris-
diction over any claim against the United States that is based upon the Constitu-
tion, any Act of Congress, or any Regulation of an executive department. Thus,
the Court of Federal Claims hears nontax litigation as well as tax cases.

Jurisdiction of the Tax Court and District Courts. The Tax Court hears only tax
cases and is the most frequently used forum for tax cases. The District Courts hear
a wide variety of nontax cases, including drug crimes and other Federal violations,
as well as tax cases. For this reason, some people suggest that the Tax Court has
more expertise in tax matters.

Jury trial. The only court in which a taxpayer can obtain a jury trial is a District
Court. Juries can decide only questions of fact and not questions of law. If a jury
trial is not elected, the judge decides all issues. A District Court decision applies
only in the district in which the court has jurisdiction.

Payment of deficiency. Before the Court of Federal Claims or a District Court can
have jurisdiction, the taxpayer must pay the tax deficiency assessed by the IRS
and then sue for a refund. If the taxpayer wins (assuming no successful appeal by
the Government), the tax paid plus appropriate interest is recovered. Jurisdiction
in the Tax Court, however, usually is obtained without first paying the assessed
tax deficiency.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

Appeals. Appeals from a District Court or a Tax Court decision go to the Court of
Appeals for the circuit in which the taxpayer resides. Appeals from the Court of
Federal Claims go to the Court of Appeals for the Federal Circuit. Few Tax Court
cases are appealed, and when appeals are made, most are filed by the taxpayer
rather than the IRS.

Bankruptcy. When a taxpayer files a bankruptcy petition, the IRS, like other cred-
itors, is prevented from taking action against the taxpayer. Sometimes a bank-
ruptcy court settles a tax claim.

For a summary of several attributes of the Federal trial courts, see Concept
Summary 2.1.

Concept Summary 2.1

Federal Judicial System: Trial Courts

Issue Tax Court District Court Court of Federal Claims

Number of judges per court 19 1 per case 16

Payment of deficiency before trial  No Yes Yes

Jury trial available No Yes No

Types of dispute Tax cases only Mostly criminal and civil issues  Claims against the United States
Jurisdiction Nationwide Location of taxpayer Nationwide

IRS acquiescence policy Yes Yes Yes

Appeal is to U.S. Court of Appeals  U.S. Court of Appeals Court of Appeals for the Federal Circuit
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Appellate Courts

The losing party can appeal a trial court decision to a  Circuit Court of Appeals. The 11
geographic circuits, the circuit for the District of Columbia, and the Federal Circuit'® are

shown in Exhibit 2.5.

Process and Outcomes 1f the government loses at the trial court level (District Court,
Tax Court, or Court of Federal Claims), it need not (and frequently does not) appeal.
The fact that an appeal is not made, however, does not indicate that the IRS agrees with
the result and will not litigate similar issues in the future. The IRS may decide not to
appeal for a number of reasons. First, its current litigation load may be heavy. As a con-
sequence, the IRS may decide that available personnel should be assigned to other
more important cases. Second, the IRS may not appeal for strategic reasons. For exam-
ple, the taxpayer may be in a sympathetic position, or the facts may be particularly
strong in his or her favor. In that event, the IRS may wait for a weaker case to test the
legal issues involved. Third, if the appeal is from a District Court or the Tax Court, the
Court of Appeals of jurisdiction could have some bearing on whether the IRS decides to
pursue an appeal. Based on past experience and precedent, the IRS may conclude that
the chance for success on a particular issue might be more promising in another Court
of Appeals. If so, the IRS will wait for a similar case to arise in a different jurisdiction.

The role of appellate courts is limited to a review of the record of the case that was
compiled by the trial courts. Thus, the appellate process usually involves a determina-
tion of whether the trial court applied the proper law in arriving at its decision, rather
than a consideration of the trial court’s factual findings.

EXHIBIT 2.5 The Federal District Courts and Circuit Courts of Appeals
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The Court of Appeals for the Federal Circuit hears decisions appealed from
the Court of Federal Claims.
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YIack E. Golsen, 54 T.C. 742 (1970).

An appeal can have any of a number of possible outcomes. The appellate court
may let stand (affirm) or overturn (reverse) the lower court’s finding, or it may send
the case back for further consideration (remand). When many issues are involved, a
mixed result is not unusual. Thus, the lower court may be affirmed (aff’d.) on Issue A
and reversed (rev’d.) on Issue B, while Issue C is remanded (rem’d.) for additional fact
finding.

When more than one judge is involved in the decision-making process, disagree-
ments are not uncommon. In addition to the majority view, one or more judges may
concur (agree with the result reached but not with some or all of the reasoning) or
dissent (disagree with the result). In any one case, the majority view controls. But
concurring and dissenting views can influence other courts or, at some subsequent
date when the composition of the court has changed, even when involving the
same court.

Other Rules and Strategies The Federal Circuit at the appellate level provides a tax-
payer with an alternative forum to the Court of Appeals of his or her home circuit. When
a particular circuit has issued an adverse decision for a case that is similar in facts, the
taxpayer may prefer the Court of Federal Claims, because any appeal will be to the
Court of Appeals for the Federal Circuit.

District Courts, the Tax Court, and the Court of Federal Claims must abide by the
precedents set by the Court of Appeals of their jurisdiction. A particular Court of
Appeals need not follow the decisions of another Court of Appeals. All courts, how-
ever, must follow decisions of the Supreme Court .

This pattern of appellate precedents raises an issue for the Tax Court. Because the
Tax Court is a national court, it decides cases from all parts of the country. Appeals from
its decisions, however, go to all of the Courts of Appeals except the Court of Appeals
for the Federal Circuit. Accordingly, identical Tax Court cases might be appealed to dif-
ferent circuits with different results. As a result of Golsen,'” the Tax Court will not follow
its own precedents in a subsequent case if the Court of Appeals with jurisdiction over
the taxpayer in question has previously reversed the Tax Court on the specific issue
at hand.

Emily lives in Texas and sues in the Tax Court on Issue A. The Fifth Circuit Court of Appeals is the
appellate court with jurisdiction. The Fifth Circuit already has decided, in a case involving similar
facts but a different taxpayer, that Issue A should be resolved against the Government. Although
the Tax Court maintains that the Fifth Circuit is wrong, under its Golsen policy, it will render judg-
ment for Emily.

Shortly thereafter, in a comparable case, Rashad, a resident of New York, sues in the Tax Court on
Issue A. The Second Circuit Court of Appeals, the appellate court with jurisdiction in New York, never
has expressed itself on Issue A. Presuming that the Tax Court has not reconsidered its position on
Issue A, it will decide against Rashad. Thus, it is possible for two taxpayers suing in the same court to
end up with opposite results merely because they live in different parts of the country.

Appeal to the Supreme Court is not automatic. One applies to be heard via a 'Writ of
Certiorari . If the Court agrees to hear the case, it will grant the Writ (Cert. granted).
Most often, it declines to hear the case (Cert. denied). In fact, the Supreme Court rarely
hears tax cases. The Court usually grants certiorari to resolve a conflict among the
Courts of Appeals (e.g., two or more appellate courts have opposing positions on a par-
ticular issue) or where the tax issue is extremely important. The granting of a Writ of
Certiorari indicates that at least four of the nine members of the Supreme Court believe
that the issue is of sufficient importance to be heard by the full Court.
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Judicial Citations

Court decisions are an important source of tax law. The ability to locate a case and to
cite it is a must in working with the tax law. Judicial citations usually follow a standard
pattern: case name, volume number, reporter series, page or paragraph number, court
(where necessary), and year of decision.

Judicial Citations—The Tax Court The Tax Court issues two types of decisions:
Regular and Memorandum. The Chief Judge decides whether the opinion is issued
as a Regular or Memorandum decision. The distinction between the two involves
both substance and form. In terms of substance, Memorandum decisions deal with
situations necessitating only the application of already established principles of law.
Regular decisions involve novel issues of the tax law that have not previously been
resolved by the court. In actual practice, however, this distinction is not always so
clear. Be that as it may, both Regular and Memorandum decisions represent the posi-
tion of the Tax Court and, as such, can be relied on by others.

Regular and Memorandum decisions issued by the Tax Court also differ in form.
Memorandum decisions are not published officially, while Regular decisions are pub-
lished by the U.S. Government in a series called Tax Court of the United States Reports
(T.C.). Each volume of these Reports covers a six-month period (January 1 through
June 30 and July 1 through December 31) and is given a succeeding volume number.
But there is usually a time lag between the date a decision is rendered and the date it
appears in official form. A temporary citation often is used to help the researcher locate
a recent Regular decision. Consider, for example, the temporary and permanent cita-
tions for B.V. Belk, Jr., a decision filed on January 28, 2013.

Temporary {B.V. Belk, Jr., 140 T.C. ___, No. 1 (2013).

Citation Explanation: Page number left blank because not yet known.
Permanent B.V. Belk, Jr., 140 T.C. 1 (2013).
Citation Explanation: Page number now available.

The temporary citation tells us that the case ultimately will appear in Volume 140 of
the Tax Court of the United States Reports. Until this volume becomes available to the
general public, however, the page number is left blank. Instead, the temporary citation
identifies the case as being the 1st Regular decision issued by the Tax Court since Vol-
ume 139 ended. With this information, the decision easily can be located at the Tax
Court website or in the Tax Court services published by Commerce Clearing House
(CCH) and Research Institute of America (RIA). Once Volume 140 is released, the per-
manent citation is substituted, and the number of the case is dropped. Regular decisions
and Memorandum decisions are published and searchable at www.ustaxcourt.gov.

Before 1943, the Tax Court was called the Board of Tax Appeals, and its decisions
were published as the United States Board of Tax Appeals Reports (B.T.A.). These 47
volumes cover the period from 1924 to 1942. For example, the citation Karl Pauli, 11
B.T.A. 784 (1928) refers to the 11th volume of the Board of Tax Appeals Reports, page
784, issued in 1928.

If the IRS loses a decision, it may indicate whether or not it agrees or disagrees
with the results reached by the court by publishing an Jacquiescence (“A” or “Acq.”)
or nonacquiescence (“NA” or “Nonacq.”), respectively. The acquiescence program is
used where guidance is helpful, regardless of the court that issued the opinion.

The acquiescence or nonacquiescence is published in the /nternal Revenue Bulletin
as an Action on Decision. After the announcement is made by the IRS, the acquiescence
status of the case is added to the citation for the decision. Examples of such announce-
ments include A.O.D. 2012-007, 2013-25 I.R.B. (an acquiescence), and A.O.D. 2014-001,
2014-38 I.R.B. (a nonacquiescence). The IRS can revoke an acquiescence retroactively.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com
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As noted earlier, Memorandum decisions are found at www.ustaxcourt.gov. Mem-
orandum decisions also are published by CCH and RIA. Consider, for example, the
three different ways that the Nick R. Hughes case can be cited.

Nick R. Hughes, T.C.Memo. 2009-94.
The 94th Memorandum decision issued by the Tax Court in 2009.

Nick R. Hughes, 97 TCM 1488 (2009).
Page 1488 of Volume 97 of the CCH Tax Court Memorandum Decisions.

Nick R. Hughes, RIA T.C.Memo. §2009,094.
Paragraph 2009,094 of the RIA 7.C. Memorandum Decisions.

The second citation requires a parenthetical reference to the year in which the case was
published. The other two citations do not need this reference, as the publication date is
included elsewhere in the citation.

The citation to a decision changes when the IRS issues an acquiescence or a nonac-
quiescence. For example, the proper citation appears as follows for a case after the
A.O.D. is issued.

James R. Dixon, 141 T.C. No. 3 (2013), nonacq., A.O.D. 2014-001.

U.S. Tax Court Summary Opinions relate to decisions of the Tax Court’s Small Cases
Division. These opinions are published commercially, and on the U.S. Tax Court web-
site, with the warning that they may not be treated as precedent for any other case. For
example, John Erwin Smith, filed on February 19, 2014, is cited as follows.

Jobn Erwin Smith, T.C. Summary Opinion 2014-13.

Judicial Citations—The District Courts, Court of Federal Claims, and Courts
of Appeals District Court, Court of Federal Claims, and Court of Appeals decisions
dealing with Federal tax matters are reported in both the U.S. Tax Cases (USTC) and the
American Federal Tax Reports (AFTR) series.

District Court decisions, dealing with both tax and nontax issues, are also published
in the Federal Supplement Series (F.Supp.). Volume 999, published in 1998, was the last
volume of the Federal Supplement Series. The Federal Supplement Second Series
(F.Supp.2d) now is used. A District Court case can be cited in three different forms.

Turner v. U.S., 2004-1 USTC 960,478 (D.Ct. N.Tex.).

Explanation: Reported in the first volume of the U.S. Tax Cases (USTC) for calendar year 2004
(2004-1) and located at paragraph 60,478 (§60,478).

Turner v. U.S., 93 AFTR 2d 2004—686 (D.Ct. N.Tex.).

Explanation: Reported in the 93rd volume of the second series of the American Federal Tax
Reports (AFTR 2d) beginning on page 686.

Turnerv. U.S., 306 F.Supp.2d 668 (D.Ct. N.Tex., 2004).

Explanation: Reported in the 306th volume of the Federal Supplement Second Series (F.Supp.2d)
beginning on page 668. The date reference is needed, as it is not found elsewhere in the citation.

In all of the preceding citations, the names of both of the parties to the case are listed.
This is a common practice in virtually all legal citations, with the name of the plaintiff or
petitioner listed first. But in a Tax Court citation, because all such cases are brought by
the taxpayer, no reference to the government is needed (.e., “v. Commissioner’
is omitted).

Decisions of the Courts of Appeals are published in the USTCs, the AFTRs, and the
Federal Second Series (F.2d). Volume 999, published in 1993, was the last volume of the
Federal Second Series. The Federal Third Series (F.3d) now is used. Decisions of
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BRIDGE DISCIPLINE Bridge to Public Policy

Sources of the Federal tax law reflect the
general construct of the Federal government.
The legislative branch issues the statutory tax law sources.
The executive branch controls the administrative sources of
the tax law, for the most part using the Department of the
Treasury. The judicial branch issues various court decisions
interpreting the tax law.

But the “checks and balances” called for by the U.S.
Constitution are not so apparent in the implementation of
the Federal tax law. Congressional committees often bury
tax proposals that deserve greater disclosure and examina-
tion as sources of both revenue and public action. The
“revenue neutrality” requirements that apply to many of
the actions of Congress are avoided easily by applying
“emergency” status to revenue and appropriation pro-
posals. As a result, revenue-related language often is
attached to numerous and diverse bills that are difficult for

b AT

Access to the judicial sources of the Federal tax law is
prohibitively expensive for most taxpayers. And although
the tendency to settle most litigation outside the court sys-
tem may be cost-effective for all parties, it inhibits the abil-
ities of tax researchers to identify trends in the evolution of
the law. Further, the Supreme Court grants certiorari for tax
cases so few times each year that the judicial system effec-
tively includes only one trial court and then one appellate
opportunity for the taxpayer.

Finally, the political process dictates that wide swings in
enforcement initiatives and budgets will occur from year to
year. Taxpayers must be able to predict how the law will be
administered as they craft and execute their tax plans, but
that becomes especially difficult when personnel turnover is
common in the IRS and other tax-related agencies.

Federal tax law is a product of the rest of the governing
process as it was designed long ago, but its current opera-

2-17

tax professionals to track. tions often make it a creature unto itself.

the Court of Federal Claims are published in the USTCs, the AFTRs, and the Claims
Court Reporter (abbreviated as CL.Ct.).

Estate of Gribauskas v. Comm. A (CA-2, 2003).

2003-2 USTC 160,446
92 AFTR 2d 2003-5914
342 F.3d 85

AA A

Apollo Computer, Inc. v. U.S.  / (Fed.Cl, 1994).

95-1 USTC 150,015
74 AFTR 2d 94-7172
32 Fed.Cl. 334

AAA

Gribauskas is a decision rendered by the Second Circuit Court of Appeals in 2003
(CA-2, 2003), while Apollo Computer, Inc. was issued by the Court of Federal Claims in
1994 (Fed.Cl., 1994), but not published in the USTC until 1995.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com 5 DIGGING DEEFER

Judicial Citations—The Supreme Court Like all other Federal tax decisions (except
those rendered by the Tax Court), Supreme Court decisions dealing with Federal tax
matters are published by CCH in the USTCs and by RIA in the AFTRs. The U.S. Govern-
ment Printing Office publishes all Supreme Court decisions in the United States Supreme
Court Reports (U.S.). Such decisions also are found in the Supreme Court Reporter
(S.Ct) and the United States Reports, Lawyer’s Edition (L.Ed.).

U.S. v. The Donruss Co. Yy

69-1 USTC 99167
23 AFTR 2d 69-418
89 S.Ct. 501

393 US. 297

21 L.Ed.2d 495

(USSC, 1969).

AAAAA

The parenthetical reference (USSC, 1969) identifies the decision as having been ren-
dered by the U.S. Supreme Court in 1969. In this text, the citations of Supreme Court
decisions are limited to the USTC, AFTR, and S.Ct. versions.
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102 2-2 WORKING WITH THE TAX LAW—TAX RESEARCH

Locate and work with the Tax research is undertaken to determine the best available solution to a situation that
R i the has tax consequences. In the case of a completed transaction, the objective of the
tax research process. . .
research is to determine the tax result of what has already taken place. For example,
is the expenditure incurred by the taxpayer deductible or not deductible for tax
purposes? When dealing with proposed transactions, tax research is concerned
with the determination of possible alternative tax consequences to facilitate effective
tax planning.
Tax research involves the following procedures.

¢ Identifying and refining the problem.
* Locating the appropriate tax law sources.
* Assessing the tax law sources.

* Arriving at the solution or at alternative solutions while giving due consideration
to nontax factors.

* Effectively communicating the solution to the taxpayer or the taxpayer’s rep-
resentative.

* Following up on the solution (where appropriate) in light of new developments.

This process is depicted schematically in Exhibit 2.6. The broken lines indicate steps
of particular interest when tax research is directed toward proposed, rather than com-
pleted, transactions.

EXHIBIT 2.6 Tax Research Process

Preliminary
Legislative Problem B
Sources |dentification :
|
|
|
Administrative :
Sources Problem |
Tax i Refinement and |
— Discovery of I
Research |
New Problem |
Judicial ; Areas |
Sources ] |
|
|
|
|
Unofficial |
Sources T :
|
‘ I
i |
NS Solution |
Considerations ~ ———=—=— == | |
|
¢ I
|
i |
. l New l |
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Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 2 Working with the Tax Law

2-2a Identifying the Problem

Problem identification starts with a compilation of the relevant facts involved. In this
regard, all of the facts that may have a bearing on the problem must be gathered, as
any omission could modify the solution reached. To illustrate, consider what appears to
be a very simple problem.

In reviewing their tax and financial situation, Joan and Richard, a married couple, notice that Joan's
investment in Airways stock has declined from its purchase price of $8,000 to a current market
value of $5,500. Joan wants to sell this stock now and claim the $2,500 loss ($5,500 value — $8,000
cost) as a deduction this year. Richard, however, believes that Airways will yet prosper and does
not want to part with the stock. Their daughter Margaret suggests that they sell the Airways stock
to Maple, Inc., a corporation owned equally by Joan and Richard. That way, they can claim the
deduction this year but still hold the stock through their corporation. Will this suggestion work?

2-2b Refining the Problem

Joan and Richard in Example 4 face three choices.

1. Sell the Airways stock through their regular investment broker and get a deduc-
tion in the current year ( Joan’s plan).

2. Continue to hold the Airways stock (Richard’s plan).

3. Sell the Airways stock to a corporation owned 50-50 by Joan and Richard (Mar-
garet’s suggestion).

The tax consequences of plans (1) and (2) are clear, but the question that Joan and
Richard want to resolve is whether plan (3) will work as anticipated. Refining the prob-
lem further, can shareholders deduct a loss from the sale of an asset to a corporation
that they control? Section 267(a)(1) indicates that losses from the sale of property
between persons specified in § 267(b) are not deductible. This subsection lists 12 differ-
ent relationships, including in § 267(b)(2): “an individual and a corporation more than
50 percent in value of the outstanding stock of which is owned, directly or indirectly, by
or for such individual.”

Thus, if Joan and Richard each own 50 percent of Maple, neither owns more than 50
percent, as § 267(b) requires. Accordingly, the loss disallowance rule would not apply
to Joan, and Margaret’s suggestion would appear to be sound.

The language of the statute, however, indicates that any stock owned directly or
indirectly by an individual is counted toward the 50 percent test. Might Richard’s stock
be considered owned “indirectly” by Joan? Further research is necessary.

Section 267(¢) contains rules for determining “constructive ownership of stock,” or
when stock owned by one person will be attributed to someone else. One of the rules
in this subsection declares that an individual is considered to own any stock that is
owned by that person’s family, and family is defined in § 267(c)(4) as including a per-
son’s spouse, among others.

Therefore, Richard’s stock will be attributed to Joan, so that Joan is treated as owning
all of the stock of Maple, Inc. As a result, § 267(a) would indeed apply, and no loss
would be deductible if Joan sells the Airways stock to Maple. In short, we must con-
clude that Margaret’s suggestion will not work.

2-2¢ Locating the Appropriate Tax Law Sources

Once the problem is clearly defined, what is the next step? While it is a matter of indi-
vidual judgment, most tax research begins with a keyword search of an online tax ser-
vice. If the problem is not complex, the researcher may bypass the tax service and turn
directly to the Internal Revenue Code and the Treasury Regulations. For the beginner,
the latter procedure saves time and solves many of the more basic problems. If the
researcher does not have a personal copy of the Code or Regulations, access to the
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BRIDGE DISCIPLINE Bridge to Business Law

W US. income tax laws change daily by the

action of Congress, tax administrators, and

the courts. This process matches the three-branch structure

of the rest of the government, with the legislative, execu-

tive, and judicial branches each having a say in making tax

law. But this distinction among the functions of government
is perhaps less clear when it involves the tax law.

their pocketbooks. Several recent pieces of tax legislation,
though, have been initiated as bills in the Senate. And most
bills introduced in both houses of Congress are required to
be “revenue-neutral” (i.e., they must include provisions by
which the legislation’s new programs will be paid for). In
both houses, this has resulted in amendments to the Inter-
nal Revenue Code being attached to legislation involving

clean air and water standards, child care programs, and
product import and export limitations.

In a few cases, the courts considered a taxpayer chal-
lenge to the way this tax legislation was crafted. But so far
the courts have failed to overturn any tax provisions solely
because they were initiated in the Senate. The courts’ ration-
ale for this seemingly unconstitutional position is that (1)
the House and its committees heard a full discussion of the
proposal and (2) too much time has passed since adoption
of the legislation to easily unwind it and undertake a refund
procedure.

- Presidential vetoes of tax legislation are rare.

» The Tax Court is a creation of the Congress in the Internal
Revenue Code, not of the U.S. Constitution.

- The cost of tax litigation and the time it takes for a case to
work its way through the judicial system render the courts
unavailable to most taxpayers.

Under the U.S. Constitution, legislation involving govern-
ment revenues must start in the House of Representatives.
This provision likely was included so that the public would
have greater control over those who want greater access to

appropriate volume(s) of a tax service or an online service is necessary.'® A partial list
of the major tax services and their publishers are:

CCH IntelliConnect, Commerce Clearing House. Includes the Standard Federal
Tax Reporter.

Thomson Reuters Checkpoint, Research Institute of America. Includes RIA’s United
States Tax Reporter and Federal Tax Coordinator 2d.

ATX/Kleinrock Tax Expert, CCH/Wolters Kluwer.
Tax Management Porifolios, Bloomberg BNA.

Westlaw services. Includes access to Tax Management Portfolios and Federal Tax
Coordinator 2d.

TaxCenter, LexisNexis, primary law sources and various materials taken from CCH,
Kleinrock, and Bloomberg BNA.

Federal Research Library, Tax Analysts (a nonprofit organization), primary law
sources including treaties, with newsletters and commentaries.

DIGGING DEEPER 6 In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

Tax Services

In this text, it is not feasible to explain the use of any particular tax service—this ability
can be obtained with further study and professional experience. However, several impor-
tant observations about the use of tax services cannot be overemphasized. First, always
check for current developments. Online tax services are updated several times a day, and
tax newsletters often feature highlights of recent tax law developments. Second, there is
no substitute for the original source. Do not base a conclusion solely on a tax service’s
commentary. If a Code Section, Regulation, or case is vital to the research, read it.

¥Several of the major tax services publish paperback editions of the Code
and Treasury Regulations that can be purchased at modest prices. These
editions are usually revised twice each year. For an annotated and
abridged version of the Code and Regulations that is published annually,

see James E. Smith and Mark Altieri, South-Western Federal Taxation:
Internal Revenue Code of 1986 and Treasury Regulations: Annotated
and Selected (Cengage Learning, 20106).
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CHAPTER 2 Working with the Tax Law

Tax Commentary

Various tax publications are another source of relevant information. The use of tax
editorial commentary in these publications often can shorten the research time needed
to resolve a tax issue. If an article or a posting is relevant to the issue at hand, it may
provide the references needed to locate the primary sources of the tax law that apply
(e.g., citations to judicial decisions, Regulations, and other IRS pronouncements). Thus,
the researcher obtains a “running start” in arriving at a solution to the problem.

The following are some of the more useful tax publications.

Journal of Taxation The Tax Lawyer

Journal of International Taxation www.law.georgetown.edu/journals/tax
P{’acncal Tm? Strategies The ATA Journal of Legal Tax Research
Estate Planning aaajournals.org/loi/jltr

Corporate Taxation

Business Entities Trusts and Estates

Taxation of Exempts wealthmanagement.com/te-home

Real Estate Taxation

ria.thomsonreuters.com/journals Journal of Passihrough Entities

TAXES—The Tax Magazine
The Tax Executive tax.cchgroup.com/books

www.tei.or:
g Tax Notes

The Tax Adviser taxanalysts.com
aicpa.org/pubs/taxadv

2-2d Assessing Tax Law Sources

Once a source has been located, the next step is to assess it in light of the problem at
hand. Proper assessment involves careful interpretation of the tax law and consideration
of its relevance and significance.

Interpreting the Internal Revenue Code

The language of the Code often is difficult to comprehend fully. Contrary to many peo-
ple’s suspicions, the Code is not written deliberately to confuse its readers. Nevertheless,
it often has that effect. The Code is intended to apply to more than 300 million citizens,
most of whom are willing to exploit any linguistic imprecision to their benefit—to find a
“loophole,” in popular parlance. Moreover, many of the Code’s provisions are limita-
tions or restrictions involving two or more variables. Expressing such concepts algebrai-
cally would be more direct; using words to accomplish this task instead is often quite
cumbersome.

Nevertheless, the Code is the governing law, the only source of tax law (other than
treaties) that has received the actual approval of Congress and the President. Accord-
ingly, it is usually the first source to be consulted, and often it is the only source
needed.

Assessing the Significance of a Treasury Regulation

Treasury Regulations are the official interpretation of the Code and are entitled to great
deference. Occasionally, however, a court will invalidate a Regulation or a portion thereof
on the grounds that the Regulation is contrary to the intent of Congress. Usually, courts
do not question the validity of Regulations because of the belief that “the first administra-
tive interpretation of a provision as it appears in a new act often expresses the general
understanding of the times or the actual understanding of those who played an important
part when the statute was drafted.”"”

Y Augustus v. Comm., 41-1 USTC 99255, 26 AFTR 612, 118 F.2d 38 (CA-6,
1941).
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EXAMPLE

Keep in mind the following observations when assessing the significance of a
Regulation.

e IRS agents must give the Code and any related Regulations equal weight when
dealing with taxpayers and their representatives.

* Proposed Regulations provide a preview of future final Regulations, but they are
not binding on the IRS or taxpayers.

* In a challenge, the burden of proof is on the taxpayer to show that a Regulation
varies from the language of the statute and has no support in the Committee
Reports.

e Final Regulations can be classified as procedural, interpretive, or legislative.
Procedural Regulations neither establish tax laws nor attempt to explain tax
laws. Procedural Regulations often include procedural instructions, indicating
information that taxpayers should provide the IRS,; as well as information about
the internal management and conduct of the IRS itself.

* Interpretive Regulations rephrase and elaborate what Congress stated in the Com-
mittee Reports that were issued when the tax legislation was enacted. If the lan-
guage has gone through the public notice and comment procedures discussed
earlier in the chapter, interpretive Regulations are hard and solid and almost
impossible to overturn unless they do not clearly reflect the intent of Congress.

* In some Code Sections, Congress has given the Treasury Secretary or a delegate the
specific authority to prescribe Regulations to carry out the details of administration
or to otherwise create rules not included in the Code. Under such circumstances,
Congress effectively is delegating its legislative powers to the Treasury Department.
Regulations issued pursuant to this type of authority possess the force and effect of
law and often are called Legislative Regulations [c.g., see § 385(a)].

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

Assessing the Significance of Other Administrative Sources of the Tax Law

Revenue Rulings issued by the IRS carry much less weight than Treasury Department
Regulations. Revenue Rulings are important, however, in that they reflect the position of
the IRS on tax matters. In any dispute with the IRS on the interpretation of tax law, tax-
payers should expect agents to follow the results reached in applicable Revenue Rul-
ings. It is not unusual, however, for courts to overturn Revenue Rulings as incorrect
applications of the law to the facts presented.

The Big Picture

Return to the facts of The Big Picture on p. 2-1. Tax law involving the sale of investment assets is
found largely in the Internal Revenue Code. The Samuels family will find incontrovertible law for
these transactions in the Code.

Rules concerning dependency exemptions chiefly are found in Regulations, Revenue Rulings,
and instructions to IRS forms. With respect to these tax law sources, the authority of each is less
than that of the Code, and the Regulations carry much more weight than the form instructions.

Assessing the Significance of Judicial Sources of the Tax Law

The judicial process as it relates to the formulation of tax law has been described.
How much reliance can be placed on a particular decision depends upon the
following factors.
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e The level of the court. A decision rendered by a trial court (e.g., a District Court)
carries less weight than one issued by an appellate court (e.g., the Fifth Circuit
Court of Appeals). Until Congress changes the Code, decisions by the U.S.
Supreme Court represent the last word on any tax issue.

e The legal residence of the taxpayer. If, for example, a taxpayer lives in Texas, a
decision of the Fifth Circuit Court of Appeals means more than one rendered by
the Second Circuit Court of Appeals. This is the case because any appeal from
a District Court or the Tax Court would be to the Fifth Circuit and not to the
Second Circuit.

e The type of decision. A Tax Court Regular decision carries more weight than a
Memorandum decision; the Tax Court does not consider Memorandum decisions
to have precedential value.*

e The weight of the decision. A decision that is supported by cases from other courts
carries more weight than a decision that is not supported by other cases.

* Subsequent events. Was the decision affirmed or overruled on appeal?

In connection with the last two factors, a citator is helpful to tax research.?’ A citator
provides the history of a case, including the authority relied on (e.g., other judicial deci-
sions) in reaching the result. Reviewing the references listed in the citator discloses
whether the decision was appealed and, if so, with what result (e.g., affirmed, reversed,
remanded). Tt also reveals other cases with the same or similar issues and how they were
decided. Thus, a citator reflects on the validity of a case and may lead to other relevant
judicial material. If one plans to rely on a judicial decision to any significant degree,
“running” the case through a citator is imperative.

The Big Picture

Return to the facts of The Big Picture on p. 2-1. Assume that on the Samuels’ joint return a
dependency exemption is claimed for both Sam and Dana. The IRS challenges these exemptions
after an audit. The likelihood of a successful challenge to the IRS’s position in this dispute will turn
on several factors.

EXAMPLE

« Was an appellate court ruling in their favor issued by the Federal circuit in which they live?
If so, that decision is controlling law. If not and the Samuels’ circuit has not ruled to the con-
trary on the issue but another circuit has ruled in their favor in a parallel case, the taxpayers
could use that decision as support for their side of the argument.

- Assume a Revenue Ruling also is found that supports the taxpayers’ claim of the exemp-
tions. But how long ago were the Revenue Ruling and appellate decision issued? A legal
precedent generally is stronger if it was issued more recently.

- If the Samuels’ circuit has ruled favorably, have other courts discussed the appellate court
holding? Were those discussions favorable or unfavorable to the Samuels’ position? The
more courts that follow a holding and cite it favorably, the stronger the legal precedent of
the holding. Information of this sort can be found by reviewing the case history of the deci-
sion or by consulting a citator.

Understanding Judicial Opinions

Reading judicial opinions can be more productive if certain conventions of usage are
understood. Some courts, including the Tax Court, apply the terms petitioner and
respondent to the plaintiff and defendant, respectively, particularly when the case does
not involve an appellate proceeding. Appellate courts often use the terms appellant and
appellee instead.

2Severino R. Nico, Jr., 67 T.C. 647 (1977). *!The major citators are published by CCH, RIA, WESTLAW, and Shepard’s
Citations, Inc.
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*2Reg. § 1.6661-3(b)(2).
*Reg. § 1.267(h)-1(b)(1).

It is also important to distinguish between a court’s final determination, or holding,
and passing comments made in the course of its opinion. These latter remarks, exam-
ples, and analogies, often collectively termed dicta, are not part of the court’s conclu-
sion and do not have precedential value. Nevertheless, they often facilitate one’s
understanding of the court’s reasoning and can enable a tax adviser to better predict
how the court might resolve some future tax case.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

Assessing the Significance of Other Sources

Primary sources of tax law include the Constitution, legislative history materials (e.g.,
Committee Reports), statutes, treaties, Treasury Regulations, IRS pronouncements, and
judicial decisions. In general, the IRS regards only primary sources as substantial author-
ity. However, reference to secondary materials such as tax publications, treatises, legal
opinions, and written determinations may be useful. In general, secondary sources do
not constitute tax authority.

Although the statement that the IRS regards only primary sources as substantial
authority is generally true, there is one exception. Substantial authority for purposes of
the accuracy-related penalty in § 6662 includes a number of secondary materials (e.g.,
letter rulings).** “Authority” does not include conclusions reached in treatises, textbooks
and Web postings by tax commentators, and written opinions rendered for compensa-
tion by tax professionals.

A letter ruling or determination letter can be relied upon only by the taxpayer to whom
it is issued, except as noted previously with respect to the accuracy-related penalty.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

2-2e Arriving at the Solution or at Alternative Solutions

Example 4 raises the question of whether taxpayers would be denied a loss deduction
from the sale of stock to a corporation that they own. The solution depends, in part, on
the relationship of the corporation’s shareholders to each other. Because Richard and
Joan are married to each other, § 267(c)(2) attributes Richard’s stock to Joan in applying
the “more than 50 percent” test of § 267(b)(2). Accordingly, Joan and Maple, Inc., are
considered related parties under § 267(a), and a sale between them does not produce a
deductible loss. If Richard and Joan were not related to each other, the constructive
stock ownership rules would not apply and a loss could be deducted on a sale by Joan
to Maple.

If Maple, Inc., were a partnership instead of a corporation, § 267 would not apply.*
However, a different Code Section, namely § 707, produces the same result: no deduc-
tion is allowed for the loss from a sale between a “more than 50 percent” partner
and the partnership. This additional research prevents the couple from erroneously
selling their Airways stock to a related partnership in hopes of obtaining a loss deduc-
tion from the sale. Accordingly, Joan still must sell the Airways stock to an unrelated
party to deduct the loss.

Because Richard still wants to own Airways stock, he might consider purchasing new
Airways Co. stock to replace the stock that Joan sells to the unrelated party. Additional
research reveals that for the loss on the sale to be deductible, the “wash sale” rule
requires that more than 30 days elapse between the purchase of the new stock and the
sale of the old stock.?* This rule applies to purchases and sales of substantially identical

248 1091.
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stock or securities. As a result, to deduct the loss on the Airways stock, Richard either
must wait more than 30 days after Joan sells the shares to buy new Airways stock or ac-
quire stock in a different company at any time. This new company can even be in the
same general business as Airways.?>

2-2f Communicating Tax Research L03

Once the problem has been researched adequately, a memorandum, a letter, or 4 Communicate the results of
speech setting forth the result may need to be prepared. The form the communication  the tax research process in a
takes could depend on a number of considerations. For example, does an employer client letter and a tax file
or instructor recommend a particular procedure or format for tax research memos? s~ memerandum.

the memo to be given directly to the client, or will it first go to the preparer’s

employer? If the communication is a speech, who is the audience? How long should

one speak?26 Whatever form it takes, a good research communication should contain

the following elements.

* A clear statement of the issue.

* In more complex situations, a short review of the fact pattern that raises the issue.

* A review of the pertinent tax law sources (e.g., Code, Regulations, Revenue Rul-
ings, and judicial authority).

* Any assumptions made in arriving at the solution.

e The solution recommended and the logic or reasoning supporting it.

e The references consulted in the research process.

A memo to the tax file is a collection of thoughts resulting from a current tax research
project. It is shared with others who have access to the memo files so that they do not
need to duplicate the current work at a later date. The file memo is written by a tax pro-
fessional, to be read by another tax professional, so it features citations in good form to
the Code, Regulations, and other sources of the law, often hyperlinking directly to the
underlying document. A file memo is organized so as to list the pertinent facts, open tax
issues, a brief conclusion, and a discussion of the research findings and underlying tax
logic. A file memo seldom exceeds two pages in length.

A letter to the client is written to convey the results of a research engagement and to
identify the next steps for the taxpayer to consider. Because most clients have little
knowledge or experience in working with tax source documents, citations typically are
not used. If the recipient of the letter is a tax executive or other colleague, a more tech-
nical approach might be taken in the letter. The letter typically does not exceed a page
or two, and it sometimes is supplemented with an attached spreadsheet or chart. It
includes various social graces and any needed regulatory language.

Mlustrations of the memo for the tax file and the client letter associated with Example 4
appear in Exhibits 2.7 and 2.8.

2-2g Following Up

Because tax research may involve a proposed (as opposed to a completed) transaction,
a change in the tax law (legislative, administrative, or judicial) could alter the original
conclusion. Additional research may be necessary to test the solution in light of current
developments (refer to the broken lines at the right in Exhibit 2.6).

2-2h Conducting Online Tax Research Lo4

Computer-based tax research tools dominate the tax practice. Electronic tax resources Employ a strategy of how

allow the tax library to reflect the tax law’s dynamic and daily changes. Nevertheless, ~best to use a computer when

using a computer to locate tax law sources cannot substitute for developing and main- ?erfol:mmg WL
L . R in taking the CPA exam.

taining a thorough knowledge of the tax law or for careful analysis when addressing tax

research issues.

Rev.Rul. 59-44, 1959-1 C.B. 205. %See W. A. Raabe and G. E. Whittenburg, “Talking Tax: How to Make a Tax
Presentation,” The Tax Adviser, March 1997, pp. 179-182.
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EXHIBIT 2.7 Tax File Memorandum

August 26, 2015
TAX FILE MEMORANDUM
FROM Gillian J. Jones

SUBJECT Joan and Richard Taxpayer
Engagement

Today | talked with Joan concerning her August 14, 2015 letter requesting tax assistance. Joan wants to know if she can sell some
stock in Airways Co. to Maple, Inc., and deduct the $2,500 loss realized.

FACTS Maple, Inc., is owned 50% by Richard and 50% by Joan. Richard wants to continue holding Airways stock in anticipation of a
rebound in its value, but Joan wants to sell her shares and deduct the realized loss. They have asked about a proposed sale of this
stock to Maple.

ISSUE Can shareholders deduct a loss on the sale of an asset to a corporation, all of whose stock they own?

CONCLUSION Joan should not sell the Airways stock to Maple if the couple wants to deduct the realized loss in the current tax year.
Instead, Joan should sell this stock to a third party. Then the couple should either acquire new Airways stock more than 30 days
before or after the date of sale, or acquire stock of a similar company.

ANALYSIS Section 267(a) provides that no loss is deductible on a sale or exchange between certain related parties. One of these
relationships involves a corporation and a shareholder who owns “more than 50 percent” of that corporation’s stock [see § 267(b)(2)].
Although Richard owns only 50% of Maple, Inc., his wife, Joan, owns the other 50%. The constructive ownership rule of § 267(c)(2)
attributes stock held by family members, and a spouse is part of a taxpayer’s family for this purpose, according to § 267(c)(4).
Consequently, Richard'’s stock is attributed to Joan, who is then treated as owning 100% of Maple, Inc. The related-party disallowance
rule then applies to the loss from Joan’s selling the Airways stock to Maple. Accordingly, Joan must sell this stock to an unrelated party
to make the realized loss deductible.

Because Richard wants to retain an investment in Airways, he can purchase replacement stock either before or after Joan sells the
original Airways stock. Section 1091(a), however, requires that more than 30 days elapse between the purchase and the sale, or the
sale and the purchase, as the case may be. Moreover, for this purpose, an option to buy the stock is treated as equivalent to the stock
itself. As a result, Richard must wait more than 30 days between transactions and cannot utilize stock options in the interim to
minimize his stock price exposure.

A final alternative might be to replace the Airways stock with securities of a comparable company in the same industry. Although no
two companies are exactly alike, there may be another company whose management philosophy, marketing strategy, and financial
data are sufficiently similar to Airways to provide an equivalent return on investment. Under this alternative, Richard could acquire the
new company’s shares immediately, without waiting the 30 days mandated by § 1091(a). Despite the two companies’ investment
similarity, they would not be treated as “substantially identical” for this purpose (see Rev.Rul. 59-44, 1959-1 C.B. 205), and the Airways
realized loss could be recognized.

Most computerized services allow a user to retrieve documents in order of relevance,
or in the order listed by database sources. Although this can be useful, even though a
document is placed high on the relevance list, it still may not constitute valid law.
Reading the primary sources, validating their authority, and checking the citator are
essential in reaching a correct answer.

Electronic Tax Services

Usually, tax professionals use one of the following strategies when performing com-
puter-based tax research.

* Search various databases using keywords that are likely to be found in the under-
lying documents, as written by Congress, the judiciary, or administrative sources.

e Link to tax documents for which all or part of the proper citation is known.

* Browse the tax databases, examining various tables of contents and indexes in a
traditional manner or using cross-references in the documents to jump from one
tax law source to another.

Virtually all of the major commercial tax publishers and most of the primary sources
of the law itself, such as the Supreme Court and some of the Courts of Appeals, provide
tax material in a variety of electronic formats.
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EXHIBIT 2.8 Client Letter

Raabe, Maloney, Young, & Nellen, CPAs
5191 Natorp Boulevard
Mason, OH 45040
August 30, 2015

Mr. and Ms. Richard Taxpayer
111 Tragg Boulevard
Williamsburg, VA 23185

Dear Joan and Richard:

It was good to see you last week at our firm'’s golf outing. I'm glad that your children are doing so well in college and that our work to
build up their education funds was so effective in providing the needed cash flow!

| am responding to your request to review your family’s financial and tax situation. Our conclusions are based upon the facts as
outlined in your August 14 letter. Any change in the facts may affect our conclusions.

Joan owns stock in Airways Co. that has declined in value, but Richard would like to retain this stock in anticipation of a rebound in its
value. You have proposed a sale of this stock at its current market value to Maple, Inc., a corporation owned 50-50 by the two of you.
Such a sale, however, would not permit the loss to be deducted.

A better approach would be to sell the Airways stock to a third party before year-end and repurchase this stock in the market. Please
understand that the loss will not be deductible unless more than 30 days elapse between the sale and the repurchase of the stock.
You can sell the old stock first and then buy the new stock, or you can buy the new stock first and then sell the old stock; the ordering
of the transactions does not change the result. However, it is essential that more than 30 days elapse between the sale and purchase
transactions. Using options during this 30-day period is ineffective and also will prevent the loss from being deducted in the current
taxable year.

If the 30-day requirement is unacceptable, you might consider replacing the Airways stock with securities of some other company,
perhaps even a company in the same general business as Airways. In that situation, your loss on the Airways stock can be deducted
without regard to when you buy the new stock.

Let’s meet to discuss this some more—and to allow me to show you our new office. Please e-mail me if | can clarify any of these
points or if you have more information for me to consider. My work on this engagement is regulated by Treasury Circular 230.

Sincerely yours,

Gillian J. Jones, CPA
Partner

Online Commercial Services

Online tax research systems allow practitioners to obtain virtually instantaneous use of
tax law sources by accessing databases via the Internet. Some online services may
employ price-per-search cost structures, which can be as much as $200 per hour.
Thus, unless a practitioner who is subject to this pricing structure can pass along
related costs to clients or others, online searching generally is limited to the most
important issues and to the researchers with the most experience and training in
search techniques.

Other Web Sources

The Internet provides a wealth of tax information in several popular forms, sometimes
at no direct cost to the researcher. Many tax professionals begin a research task with a
simple online search. Other sources include the following.

* The Web provides access to a number of sites maintained by accounting and con-
sulting firms, publishers, tax academics and libraries, and governmental bodies.
The best sites offer links to other sites and direct contact to the site providers.
Exhibit 2.9 lists some of the websites that may be most useful to tax researchers
and their Internet addresses as of press date.
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EXHIBIT 2.9 Tax-Related Websites

Website

Web Address at Press Date

Description

Internal Revenue Service

Tax Analysts

Tax laws online

Commercial tax publishers

Accounting firms and professional
organizations

Cengage Learning

irs.gov

taxanalysts.com

law.cornell.edu/cfr
law.cornell.edu/uscode
uscode.house.gov

For example, cchgroup.com

For example, the AICPA’s page is at
aicpa.org, Ernst & Young is at
ey.com, and KPMG is at kpmg.com

cengagebrain.com

News releases, downloadable forms and instructions,
tables, Circular 230, and filing advice.

Policy-oriented readings on tax laws and proposals to
change it, moderated bulletins on various tax
subjects.

Treasury Regulations.

Internal Revenue Code.

Information about products and services available by
subscription and newsletter excerpts.

Tax planning newsletters, descriptions of services
offered and career opportunities, and exchange of
data with clients and subscribers.

Informational updates, newsletters, support materials
for students and adopters, and continuing education.

Caution: Web addresses change frequently.

* Blogs and newsletters provide a means by which information related to the tax law
can be exchanged among taxpayers, tax professionals, and others who subscribe to
the group’s services. The tax professional can read the exchanges among other
members and offer replies and suggestions to inquiries as desired. Discussions
address the interpretation and application of existing law, analysis of proposals and

new pronouncements, and reviews of tax software.

While tax information on the Internet is plentiful, public domain information never
should be relied upon without referring to other, more reliable sources. Always remem-
ber that anyone can set up a website and that quality control can be difficult for the tax
professional to ascertain.

In many situations, solutions to research problems benefit from or require the use of
various electronic tax research tools. A competent tax professional must become famil-
iar and proficient with these tools and be able to use them effectively to meet the
expectations of clients and the necessities of work in the modern world.*”

2-3 TAX RESEARCH ON THE CPA EXAMINATION

The CPA examination is computer-based, and it emphasizes information technology
and general business knowledge. The 14-hour exam has four sections, and taxation is
included in the 3-hour Regulation section, which covers these topics.

* Federal tax procedures and accounting issues.
e Federal taxation of property transactions.

* Federal taxation—individuals.

* Federal taxation—entities.

Each exam section includes multiple-choice questions and case studies called
simulations. About 60 multiple-choice tax questions appear in the Regulation section

#’For a more detailed discussion of the use of electronic tax research in a tax
practice, see R. B. Sawyers, W. A. Raabe, G. E. Whittenburg, and S. L. Gill,
Federal Tax Research, 10th ed. (Cengage Learning, 2015).
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FINANCIAL DISCLOSURE INSIGHTS Where Does GAAP Come From?

As this chapter has described, the tax law is
developed by many entities, including Congress, the
legislators of other countries, the courts, and the IRS.
Accounting principles also have many sources. Consequently,
in reconciling the tax and financial accounting reporting
of a transaction, the tax professional will need to know
the hierarchy of authority of accounting principles—in
particular, the level of importance to assign to a specific
GAAP document. The diagram below presents the sources
of GAAP arranged in a general order of authority from
highest to lowest.”® Note how many of these GAAP

sources parallel those that have been discussed with
respect to the tax law.

Professional research is conducted to find and analyze
the sources of accounting reporting standards, in much the
same way a tax professional conducts research concerning
an open tax question. In fact, many of the publishers that
provide tax research materials also can be used to find
GAAP and IFRS documents. These include Research Institute
of America (RIA) and Commerce Clearing House (CCH). The
Financial Accounting Standards Board (FASB) also makes its
standards and interpretations available by subscription.

Highest + Financial Accounting Standards and Interpretations of the FASB.
CUMIBHBAN . pronouncements of bodies that preceded the FASB, such as the Accounting Principles Board (APB).

- FASB Technical Bulletins.

+Audit and Accounting Guides, prepared by the American Institute of CPAs (AICPA) and cleared by the FASB.
- Practice Bulletins, prepared by the American Institute of CPAs (AICPA) and cleared by the FASB.

« Interpretation Guides of the FASB Staff.

+Accounting Interpretations of the AICPA.

+ |ASB Accounting Standards.

- FASB Concepts Standards.

-+ Widely accepted accounting practices, professional journals, accounting textbooks, and treatises.

of the exam. All written communications tasks are placed in the Business Environment
and Concepts section of the exam.

Simulations are small case studies designed to test a candidate’s tax knowledge and
skills using real-life work-related situations. Simulations include a four-function pop-up
calculator, a blank spreadsheet with some elementary functionality, and authoritative lit-
erature for the candidate to research in completing the tax case study simulations (e.g.,
Internal Revenue Code, Regulations, IRS publications, and Federal tax forms). Examples
of such simulations follow.

The tax citation type simulation requires the candidate to research the Internal Revenue Code and

enter a Code Section and subsection citation. For example, Amber Company is considering using

the simplified dollar-value method of pricing its inventory for purposes of the LIFO method that is 7
available to certain small businesses. What Internal Revenue Code Section is the relevant authority

to which you should turn to determine whether the taxpayer is eligible to use this method? To be

successful, the candidate needs to find § 474.

#See Chapter 10 of Sawyers, et al., cited in footnote 27, for a discussion of
strategies and techniques used in conducting research with financial
accounting resources.
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BRIDGE DISCIPLINE Bridge to Regulation and Oversight

WiWa The interests of the public are represented by
Federal, state, and local governments, as they oversee the
various economic transactions carried out by individuals
and businesses. Control of the financial sector is assigned to
the Treasury and the Securities and Exchange Commission,
among other agencies.

Most citizens assume that attorneys and CPAs hold broad
high-level skills in working with the tax laws. But the nature of
today’s economy dictates that professionals working in law and
accounting instead develop narrower specialties that clients will
find valuable in the marketplace. Only a subset of CPAs and
attorneys practice regularly with the tax law, but all such profes-
sionals must hold and maintain broad-based skills in taxation.

Tax law is the subject of only one of the sections of the
CPA exam, and only a portion of those questions relate to
specific provisions of the tax law. The exam also tests the
candidate’s research and communication skills, and because
it is administered with computer software, the candidate
must have some technological facility as well.

The depth and variety of the skills that are required of an
effective tax professional almost certainly are not measured
well by the CPA or bar examinations. The integrity of the taxing
system may be at risk when one can attain credible professional
certification with only entry-level skills. It is likely that several
further levels of specialty certifications, and rigorous, lifelong
skill improvement, should be required of tax professionals.

A tax form completion simulation requires the candidate to fill out a portion of a tax form. For exam-
ple, Red is a limited liability company (LLC). Complete the income section of the Form 1065 for Red

8 Company using the values found and calculated on previous tabs along with the following data.
Ordinary income from other partnerships $ 5,200
Net gain (loss) from Form 4797 2,400
Management fee income 12,000

The candidate is provided with page 1 of Form 1065 on which to record the appropriate amounts.

Candidates can learn more about the CPA examination at www.cpa-exam.org. This online
tutorial site reviews the exam’s format, navigation functions, and tools. A 30- to 60-minute
sample exam will familiarize a candidate with the types of questions on the examination.

REFOCUS ON THE BIG PICTURE

Fred and Megan will need you to conduct some rigorous tax research concerning the
proper treatment of the stock sale and to determine the correct number of dependency
exemptions for the year. Your work will entail a review of primary sources of the tax
law and some computations for them, using a spreadsheet to illustrate your findings.

Communications with your clients will entail a variety of phone and e-mail
exchanges; a memo for your tax file; and a letter to them, summarizing your findings
and recommendations.

Your research likely will be complete using Code sections and several IRS rulings,
but you must convey your results to the clients in a manner that is understandable to
them, as they likely are untrained in the tax law.

What If?

It is not uncommon that you later will receive additional information from Fred and
Megan about the affected transactions. This may occur if additional facts are discovered
by them, if Fred and Megan gave you incomplete information because they did not
understand which of the facts were relevant in determining the tax outcome, or if your
original interviews and data collection from them were incomplete.

If this new information changes the conclusions and recommendations that you
already had developed, you should make certain that the taxpayers understand that
your original work no longer is valid and that they should not depend on it.
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Suggested Readings

Sheldon I. Banoff and Richard M. Lipton, Editors” Shop Talk, “Is Wikipedia Good Authority in the
Tax Court?” Journal of Taxation, April 2007.

“Can Treasury and the IRS Write Rules in ‘Plain’ Langauge?” Journal of Taxation, December 2010.

Alexandra Defelice, “Tax Research Comes in Many Flavors,” Accounting Today, April 2009,
tinyurl.com/tax-research-flavors.

T. S. Rose and J. Temares, “Tax Research Tips to Solve Tax Problems,” CPA Magazine,
tinyurl.com/tax-research-tips.

“Writing Skills for the Tax Professional,” www2.gsu.edu/~accerl/home.html.

Key Terms
Acquiescence, 2-15 Interpretive Regulations, 2-22 Revenue Rulings, 2-8
Circuit Court of Appeals, 2-13 Legislative Regulations, 2-22 Small Cases Division, 2-10
Citator, 2-23 Letter rulings, 2-9 Supreme Court, 2-14
Court of Federal Claims, 2-10 Nonacquiescence, 2-15 Tax Court, 2-10
Court of original jurisdiction, 2-10 Precedents, 2-14 Technical Advice Memoranda (TAMs), 2-10
Determination letters, 2-10 Procedural Regulations, 2-22 Temporary Regulations, 2-7
District Court, 2-10 Proposed Regulations, 2-7 Writ of Certiorari, 2-14
Final Regulations, 2-7 Revenue Procedures, 2-8

Problems

1. [LO.1 What precedents must each of these courts follow?

a.
b.
C.

U.S. Tax Court.
U.S. Court of Federal Claims.
U.S. District Court.

2. [LO.1, 3 Butch Bishop operates a small international firm named Tile, Inc. A new Communications

treaty between the United States and Spain conflicts with a Section of the

Internal Revenue Code. Butch asks you for advice. If he follows the treaty position,
does he need to disclose this on this year’s tax return? If he is required to disclose,
are there any penalties for failure to disclose? Prepare a letter in which you respond
to Butch. Tile’s address is 100 International Drive, Tampa, FL 33620.

3. [LO.1 Distinguish between the following.

a.
b.
C.

d.

Treasury Regulations and Revenue Rulings.
Revenue Rulings and Revenue Procedures.
Revenue Rulings and letter rulings.

Letter rulings and determination letters.

4. [LO.1, 2 Rank the following items from the lowest to the highest authority in the

S e a0 TR

Federal tax law system.
Interpretive Regulation.
Legislative Regulation.
Letter ruling.

Revenue Ruling.
Internal Revenue Code.
Proposed Regulation.

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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5.

Communications 7.

10.

Critical Thinking  11.
12.

13.

14.

LO.1 Interpret each of the following citations.
a. Temp.Reg. § 1.956-2T.

b. Rev.Rul. 2012-15, 2012-23 L.R.B. 975.

¢.  Ltr.Rul. 200204051.

LO.1 List an advantage and a disadvantage of using the U.S. Court of Federal
Claims as the trial court for Federal tax litigation.

LO.1, 3 Eddy Falls is considering litigating a tax deficiency of approximately $229,030

in the court system. He asks you to provide him with a short description of his
litigation alternatives, indicating the advantages and disadvantages of each. Prepare your
response to Eddy in the form of a letter. His address is 200 Mesa Drive, Tucson, AZ 85714.

LO.1 A taxpayer lives in Michigan. In a controversy with the IRS, the taxpayer loses at the
trial court level. Describe the appeal procedure for each of the following trial courts.

Small Cases Division of the Tax Court.
Tax Court.
District Court.

a o o

Court of Federal Claims.

LO.1 For the Tax Court, the District Court, and the Court of Federal Claims, indicate
the following.

a.  Number of regular judges per court.
b. Availability of a jury trial.
c.  Whether the deficiency must be paid before the trial.

LO.1 A taxpayer living in the following states would appeal a decision of the U.S
District Court to which Court of Appeals?

a.  Wyoming.
b. Nebraska.
c. Idaho.

d. Louisiana.
e. Illinois.

LO.1 What is meant by the term petitioner?

LO.1, 2 In assessing the validity of a prior court decision, discuss the significance
of the following on the taxpayer’s issue.

a. The decision was rendered by the U.S. District Court of Wyoming. Taxpayer
lives in Wyoming.

b. The decision was rendered by the Court of Federal Claims. Taxpayer lives in
Wyoming.

¢.  The decision was rendered by the Second Circuit Court of Appeals. Taxpayer
lives in California.

d. The decision was rendered by the Supreme Court.

e. The decision was rendered by the Tax Court. The IRS has acquiesced in the result.

f.  Same as (e), except that the IRS has nonacquiesced in the result.

LO.1 What is the difference between a Regular decision, a Memorandum decision,
and a Summary Opinion of the Tax Court?

LO.1 Explain the following abbreviations.

a. CA-2. f.  Cert. denied. k. F.3d.

b. Fed.CL g acq. l.  F.Supp.
c. affd. h. BTA. m. USSC.
d. revd. i. USTC. n. S.Ct

e. rem’d. j.  AFTR. o. D.Ct
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15. [LO.2 Referring to the citation only, determine which tax law source issued these

documents.
716 F.2d 693 (CA-9, 1983). f. 50 AFTR 2d 92-6000 (Cl.Ct., 1992).
92 T.C 400 (1998). g, Ltr.Rul. 9046036.
70 U.S. 224 (1935). h. 111 F.Supp.2d 1294 (S.D. N. Y., 2000).

3 B.T.A. 1042 (19206). i. 98-50, 1998-1 C.B. 10.
T.C.Memo. 1957-169.

16. [LO.2 Interpret each of the following citations.

14 T.C. 74 (1950).
592 F.2d 1251 (CA-5, 1979).

a
b.
c.  95-1 USTC 9 50,104 (CA-6, 1995).
d
c

o a0 T

75 AFTR 2d 95-110 (CA-6, 1995).
223 F.Supp. 663 (W.D. Tex., 1963).

17. [LO.2 Which of the following items may be found in the Internal Revenue Bulletin?
Action on Decision.

Small Cases Division of the Tax Court decision.

Letter ruling.

Revenue Procedure.

Final Regulation.

Court of Appeals decision.

Acquiescences to Tax Court decisions.

T R o o0 g

U.S. Circuit Court of Appeals decision.

18. [LO.2 Answer the following questions based upon this citation: United Draperies, Inc.
v. Comm., 340 F.2d 936 (CA-7, 1964), ajff’g 41 T.C. 457 (1963), cert. denied 382
U.S. 813 (1965).
a. In which court did this decision first appear?
b. Did the appellate court uphold the trial court?
¢.  Who was the plaintiff?
d. Did the Supreme Court uphold the appellate court decision?

19. [LO.2, 4 For her tax class, Yvonne is preparing a research paper discussing the tax Issue ID
aspects of child support payments. Explain to Yvonne how she can
research the provisions on this topic.

20. [LO.1, 2 Tom, an individual taxpayer, has been audited by the IRS and, as a result, has
been assessed a substantial deficiency (which has not yet been paid) in addi-
tional income taxes. In preparing his defense, Tom advances the following possibilities.

a. Although a resident of Kentucky, Tom plans to sue in a U.S. District Court in
Oregon that appears to be more favorably inclined toward taxpayers.

b. 1If (2) is not possible, Tom plans to take his case to a Kentucky state court where
an uncle is the presiding judge.

¢.  Because Tom has found a B.T.A. decision that seems to help his case, he plans
to rely on it under alternative (a) or (b).

d. If he loses at the trial court level, Tom plans to appeal either to the U.S. Court of
Federal Claims or to the U.S. Second Circuit Court of Appeals because he has rela-
tives in both Washington, D.C., and New York. Staying with these relatives could
save Tom lodging expense while his appeal is being heard by the court selected.

e.  Whether or not Tom wins at the trial court or appeals court level, he feels cer-
tain of success on an appeal to the U.S. Supreme Court.

Evaluate Tom’s notions concerning the judicial process as it applies to Federal
income tax controversies.

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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21.

22.

23.

LO.1 Using the legend provided, classify each of the following statements (more
than one answer per statement may be appropriate).

Legend

D = Applies to the District Court

T = Applies to the Tax Court

C = Applies to the Court of Federal Claims
A = Applies to the Circuit Court of Appeals
U = Applies to the Supreme Court

N = Applies to none of the above

Decides only Federal tax matters.

Decisions are reported in the F.3d Series.
Decisions are reported in the USTCs.
Decisions are reported in the AFTRs.
Appeal is by Writ of Certiorari.

Court meets most often in Washington, D.C.
Offers the choice of a jury trial.

PR o s T

Is a trial court.
i.  Isanappellate court.

j. Allows appeal to the Court of Appeals for the Federal Circuit and bypasses the
taxpayer’s own Circuit Court of Appeals.

k. Has a Small Cases Division.

I Is the only trial court where the taxpayer does not have to first pay the tax
assessed by the IRS.

LO.1, 2 Using the legend provided, classify each of the following citations as to the
type of court.

Legend

D = District Court

T = Tax Court

C = Court of Federal Claims
A = Circuit Court of Appeals
U = Supreme Court

N = None of the above

Rev.Rul. 2009-34, 2009—-42 I.R.B. 502.

Joseph R. Bolker, 81 T.C. 782 (1983).

Magneson, 753 F.2d 1490 (CA-9, 1985).

Lucas v. Ox Fibre Brush Co., 281 U.S. 115 (1930).
Ashtabula Bow Socket Co., 2 B.T.A. 306 (1925).

BBET Corp., 97 AFTR 2d 2006-873 (D.Ct. Mid.N.Car., 2000).
Choate Construction Co., T.C.Memo. 1997-495.

Ltr.Rul. 200940021.

Jobn and Rochelle Ray, T.C. Summary Opinion 2006-110.

SR M0 A T

—

LO.1, 2 Using the legend provided, classify each of the following tax sources.

Legend

P = Primary tax source

S = Secondary tax source
B = Both

N = Neither
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Sixteenth Amendment to the U.S. Constitution.
Tax treaty between the United States and India.
Revenue Procedure.

Chief Counsel Advice (issued 2009).

U.S. District Court decision.

Yale Law Journal article.

Temporary Regulations (issued 2013).

SR 0 oA T

U.S. Tax Court Memorandum decision.
Small Cases Division of the U.S. Tax Court decision.

—

House Ways and Means Committee report.

—.

24. [LO.1 In which Subchapter of the Internal Revenue Code would one find informa-
tion about corporate distributions?

a. Subchapter S.
b.  Subchapter C.
¢.  Subchapter P.
d. Subchapter K.
e. Subchapter M.

25.[LO.1, 2 To locate an IRS Revenue Procedure that was issued during the past week,
which source would you consult?

Federal Register.
Internal Revenue Bulletin.
Internal Revenue Code.

aoc o e

Some other source. Identify it.

26. [LO.1, 2 In the citation Schuster’s Express, Inc., 66 T.C. 588 (19706), aff’d 562 F.2d 39
(CA-2, 1977), nonacq., to what do the 66, 39, and nonacq. refer?

27. [LO.1 Is there an automatic right to appeal to the U.S. Supreme Court? If so, what is
the process?

28. [LO.2 An accountant friend of yours tells you that he “almost never” does any tax Ethics and Equity
research because he believes that “research usually reveals that some tax plan-
ning idea has already been thought up and shot down.” Besides, he points out, most
tax returns are never audited by the IRS. Can a tax adviser who is dedicated to reduc-
ing his client’s tax liability justify the effort to engage in tax research? Do professional
ethics demand such efforts? Which approach would a client probably prefer?

29. [LO.1, 4 Go to the U.S. Tax Court website. Communications
What different types of cases can be found on the site?

What is a Summary Opinion? Find one.

What is a Memorandum decision? Find one.

a0 oo

Find the court’s Rules of Practice and Procedures.
e. Is the site user-friendly? E-mail suggested improvements to the site’s webmaster.
30. [LO.2, 3 Locate the following Code provisions, and give a brief description of each  Critical Thinking
in an e-mail to your instructor.
a. §61@(13).
b. §0643()(2).
c. §2503(2)(2)(A).

Communications

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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BRIDGE DISCIPLINE

Communications

Communications

Ethics and Equity

1. Comment on these statements.

a. The tax law is created and administered in the same way as other Federal pro-
visions.

b. Most taxpayers find it too expensive and time-consuming to sue the govern-
ment in a tax dispute.

2. Using the title “The Federal Taxing System Operates Outside the U.S.
Constitution,” write a two-page paper to submit in your Government Policy
course. Do not address “tax protester” issues (e.g., that the income tax is unconsti-
tutional or that one’s taxes should be measured using only the gold standard).
Instead, concentrate on how Federal tax law is made and interpreted and how
the process measures up to other governmental standards.

3. Develop an outline from which you will deliver a 10-minute talk to the local
Chamber of Commerce, with the title “Regulation of the Tax Profession in the
21st Century.” Use no more than four PowerPoint slides for your talk, and
discuss what the business community now needs with respect to oversight of a
stable, yet productive revenue-raising system. Include administrative develop-
ments of the last two years in your research.

4. A friend of yours, who is a philosophy major, has overheard the conversation
described in Problem 28 and declares that all tax research is “immoral.” She says
that tax research enables people with substantial assets to shift the burden of
financing public expenditures to those who “get up every morning, go to work,
play by the rules, and pay their bills.” How do you respond?

Research Problems

THOMSON REUTERS

Student Edition

Communications

Communications

Note: Solutions to Research Problems can be prepared by using the Checkpoint®
Student Edition online research product, which is available to accompany this text. It
is also possible to prepare solutions to the Research Problems by using tax research
materials found in a standard tax library.

Research Problem 1. Locate the following items, and e-mail to your professor a brief
summary of the results.

a. Charles Y. Choi, T.C. Memo. 2002-183.
b. Ltr.Rul. 200231003.
¢. Action on Decision, 2000-004, May 10, 2000.

Research Problem 2. Locate the following Code citations, and give a brief topical
description of each.

a. §708(a).
b. § 1371(a).
c. §2503(@).

Research Problem 3. Locate the following Regulations, and give a brief topical
description of each. Summarize your comments in an e-mail to your instructor.

a. Reg. § 1.170A—4A(b)(2)GD(O).
b. Reg. § 1.672(b)-1.
c. Reg. §20.2031-7(D).
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Research Problem 4. Describe the material that is found in Subtitle E of the Code.
Would you expect these provisions not to be addressed anywhere else in the Code?
Explain.

Research Problem 5. Determine the missing data in these court decisions and rulings.

a. Higgins v. Comm., 312 U.S. (1941D).

b. Talen v. U.S., 355 F.Supp.2d 22 (D.Ct. D.C,, ).

¢. Rev.Rul. 2008-18, 2008-13 I.R.B.

d. Pablv. Comm., 150 F.3d 1124 (CA-9, .

e. Veterinary Surgical Consultants PC, 117 T.C.___(2001).
f.

Yeagle Drywall Co., T.C. Memo. 2001 .

Research Problem 6. Locate the following Tax Court case: Thomas J. Green, Jr., 59
T.C. 456 (1972). Briefly describe the issue in the case, and explain what the Tax Court
said about using IRS publications to support a research conclusion.

Research Problem 7. Can a Tax Court Small Cases decision be treated as a precedent
by other taxpayers? Explain.

Partial list of vesearch aids:
§ 7463(b).
Maria Antionette Walton Mitchell, T.C. Summary Opinion 2004-160.

Research Problem 8. Find Kathryn Bernal, 120 T.C. 102 (2003), and answer the fol-
lowing questions.

a. What was the docket number?
. When was the dispute filed?
Who is the respondent?
. Who was the attorney for the taxpayers?
. Who was the judge who wrote the opinion?

o0 T

What was the disposition of the dispute?

Research Problem 9. This year, Frank lived with and supported Daisy, an unrelated Decision Making
20-year-old woman to whom he was not married. Frank lives in a state that has a stat-
ute that makes cohabitation a misdemeanor for a man and a woman who are not
married to each other. May Frank claim Daisy as a dependent, assuming that he
meets all of the applicable tests to claim the exemption? Should Frank and Daisy
move to another state? Describe your research path in a PowerPoint presentation for
your classmates.

Communications

Partial list of research aidls:
§ 152(H(3).
Jobn T. Untermann, 38 T.C. 93 (1962).

Use the tax resources of the Internet to address the following questions. Do not
restrict your search to the Web, but include a review of newsgroups and general % Internet
reference materials, practitioner sites and resources, primary sources of the tax law, ACtiVity

chat rooms and discussion groups, and other opportunities.

Research Problem 10. Go to www.legalbitstream.com, and find the case in
which Mark Spitz, the Olympic gold medalist, is the petitioner. Answer the follow-
ing questions.

a. What tax years are at issue in the case?

b. In what year was the case decided?

¢. What tax issues were involved? Did the court decide in favor of Spitz or the IRS?
d. Were any penalties imposed on the taxpayer? Why or why not?

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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Communications Research Problem 11. Find three blogs related to tax practice. On one PowerPoint
slide, list the URLs for each blog and the general topical areas addressed at each.
Send your slide to the others in your course.

Communications Research Problem 12. Find one instance of each of the following using a nonsub-
scription site on the Web or an online library at your school. In an e-mail to your pro-
fessor, give a full citation for the document and describe how you found it.

a. Letter Ruling. f. Code Section.

b. Action on Decision. g. Tax Regulation.

¢. IRS Notice. h. Tax treaty.

d. Revenue Ruling. i. Tax Court Summary Opinion.
e. Revenue Procedure. j. Tax Court Regular decision.
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CHAPTER

# Taxes on the Financial
. Statements

0

.'.é

LEARNING OBJECTIVES: After completing Chapter 3, you should be able to:

1o Enumerate the differences between book and tax o Interpret the disclosure information contained in the
" methods of computing income tax expense. ~ financial statements.
a5 Compute a corporation’s book income tax expense. B Identify the GAAP treatment concerning tax
: " uncertainties and unrepatriated foreign earnings.
1o Describe the purpose of the valuation allowance. o Use financial statement income tax information to
: ~ benchmark a company’s tax position.
CHAPTER OUTLINE
3-1 Book-Tax Differences, 3-2 3-2c Tax Disclosures in the Financial Statements, 3-16
3-1a Different Reporting Entities, 3-2 3-2d  Special Issues, 3-23
3-1b Different Taxes, 3-4 3-2e  Summary, 3-29

3-1c Different Methods, 3-4

3-1d Tax Return Disclosures, 3-6 3-3 Benchmarking, 3-30

3-3a Dynamic Benchmarking, 3-30

3-2 Income Taxes in the Financial Statements, 3-8 3-3b Refining the Analysis, 3-31
3-2a  GAAP Principles, 3-8 3-3c Sustaining the Tax Rate, 3-32
3-2b  Valuation Allowance, 3-14 3-3d Uses of Benchmarking Analysis, 3-33

TAX TALK Truth is, figuring out how much tax a company actually pays is

impossible.... Tax disclosure is just inscrutable. —rossr wiens
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"TAXES ON THE FINANCIAL STATEMENTS

Raymond Jones, the CEO of Arctic Corporation, would like some help reconciling the amount of income tax
expense on Arctic’s financial statements with the amount of income tax reported on the company’s corpo-
rate income tax return for its first year of operations. Mr. Jones does not understand why he can’t simply
multiply the financial statement income by the company’s 35 percent marginal tax rate to get the financial
tax expense. While the financial statements show book income before tax of $25 million, the reported
Federal tax expense is only $7.7 million. In addition, the corporate tax return reports taxable income of
$19 million and Federal income taxes payable of $6.65 million ($19 million x 35%).

Without knowing the specifics of the company’s financial statements, does Arctic’s situation look reason-
able? Why is Arctic’s financial tax expense not equal to $8.75 million ($25 million x 35%)? What causes
the $1.05 million difference between the taxes shown on the financial statements and the taxes due on the
tax return?

Read the chapter and formulate your response.
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LO.1

Enumerate the differences
between book and tax
methods of computing
income tax expense.

he ultimate result of the many tax planning ideas, advice, and compliance efforts

provided by tax professionals to their clients is captured in a simple summary

number—income tax expense. A U.S. corporation’s tax expense is reported in its
annual Federal tax return, its financial statements, and other regulatory filings and is of-
ten the starting point for state and local tax returns. As it turns out, however, deriving a
corporation’s income tax expense is not so simple.

A corporation may report millions of dollars in tax expense in its financial state-
ments and yet pay virtually nothing to the U.S., state, or foreign governments. Alterna-
tively, a corporation may pay substantial amounts to the U.S., state, and foreign
governments and report very little income tax expense in its financial statements.
Why do such differences exist? Which income tax expense is the “correct” number?
How can data regarding a corporation’s income tax expense provide valuable infor-
mation for the corporation, its competitors, and tax professionals assisting in the plan-
ning function? This chapter addresses these questions.

3-1 BOOK-TAX DIFFERENCES

A significant difference may exist between a corporation’s Federal income tax liability as
reported on its Form 1120 (tax) and the corporation’s income tax expense as reported
on its financial statements (book) prepared using generally accepted accounting
principles (GAAP). This book-tax difference is caused by one or more of the
following.

 Differences in reporting entities included in the calculation.
 Different definition of taxes included in the income tax expense amount.

* Different accounting methods.

A corporation’s activities are captured in its accounting records, producing general
ledger results. At the end of the year, these records are summarized to produce a trial
balance. Adjustments to these accounting data may be necessary to produce both the
corporation’s financial statements and its corporate income tax return. These book and
tax adjustments rarely match. Different entities may be included in the reports, and the
book and tax rules can be quite different. For instance, GAAP includes a materiality
principle, under which some items can be ignored if they are insignificant in amount.
The tax law includes no similar materiality threshold: all items are material in computing
taxable income.

On a tax return, Schedule M-1 or M-3 reconciles the differences between an entity’s
book income and its taxable income. See Exhibit 3.1.

3-1a Different Reporting Entities

A corporate group must consolidate all U.S. and foreign subsidiaries within a single
financial statement for book purposes when the parent corporation controls more
than 50 percent of the voting power of those subsidiaries.! In cases where the par-
ent corporation owns between 20 and 50 percent of another corporation, the parent
uses the |equity method to account for the earnings of the subsidiary. Under the eq-
uity method, the parent currently records its share of the subsidiary’s income or loss
for the year.? Corporations that own less than 20 percent of other corporations typi-
cally use the cost method to account for income from these investments and include
income only when actual dividends are received.

'Consolidation, ASC Topic 810 (formerly Consolidation of All Majority “Investments—Equity Method and Joint Ventures, ASC Topic 323 (formerly
Owned Subsidiaries, Statement of Financial Accounting Standards No. 94). The Equity Method of Accounting for Investments in Common Stock,
Certain adjustments are made to reduce book income for the after-tax Accounting Principles Board Opinion No. 18).

income related to minority shareholders.
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CHAPTER 3 Taxes on the Financial Statements

EXHIBIT 3.1 Flow of Accounting Data
GAAP
- Financial
Statements
e 3
General 3 Trial 3 Schedule
Ledger Balance M-1/M-3 |
e o |

Y

Corporate
Tax Return

The Big Picture

Return to the facts of The Big Picture on p. 3-1. Arctic Corporation owns 100% of Gator, Inc., a
domestic corporation; 100% of Hurricane, Ltd., a foreign corporation; and 40% of Beach, Inc, a
domestic corporation. Arctic’'s combined financial statement includes its own net income and the
net income of both Gator and Hurricane. In addition, Arctic’s financial statement includes its 40%
share of Beach’s net income. Arctic’s financial statement includes the income of these subsidiaries
regardless of whether Arctic receives any actual profit distributions from its subsidiaries.

For Federal income tax purposes, a U.S. corporation may elect to include in its con-
solidated U.S. tax return any domestic subsidiaries that are 80 percent or more owned.”
On the other hand, the income of non-U.S. subsidiaries and less than 80 percent owned
domestic subsidiaries is not included in the consolidated tax return.

The Big Picture

Return to the facts of The Big Picture on p. 3-1. Also assume the facts presented in Example 1. If
Arctic elects to include Gator as part of its consolidated Federal income tax return, Arctic’s return
includes its own taxable income and the taxable income generated by Gator. Hurricane’s taxable
income is not included in the consolidated return because it is a non-U.S. corporation. Beach,
although a domestic corporation, cannot be consolidated with Arctic because Arctic owns only
40% of the stock. Income from Hurricane and Beach will be included in Arctic’s U.S. taxable income
only when Arctic receives actual or constructive dividends from those two companies.

’$§ 1501-1504. An election to consolidate an 80% or more owned subsidiary
generally can be changed only with the permission of the IRS.

EXAMPLE

EXAMPLE
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TAXIN THE NEWS The Watchdog Is Watching

—“& A recent report by the SEC listed the watch- « Foreign earnings—whether sufficient information is pro-
dog agency’s areas of focus with respect to the financial vided concerning the reinvestments of overseas earnings
statements of publicly traded corporations as they pertain and their effects on the effective tax rate.

to issues in accounting for income taxes. The most impor-
tant of the focus areas include the following.

Income tax matters remain the accounting area most fre-
quently identified as a material weakness for large entities,

Realizability of deferred tax assets—how positive and and income taxes always rank among the ten most frequent
negative evidence supporting the deferrals is assessed restatement issues.

by the taxpayer. The Edgar database is a good place to follow trends in
Uncertain tax positions—whether ASC 740-10 (FIN 48) the agency’s information requests and the taxpayer’s
disclosures are comprehensive and complete. responses.

EXAMPLE

EXAMPLE

3-1b Different Taxes

The income tax expense reported on a corporation’s financial statement is the combina-
tion of the entity’s Federal, state, local, and foreign income taxes. This number includes
both current and deferred tax expense amounts. The distinction between current and
deferred income taxes is discussed later in this chapter.

The Big Picture

Return to the facts of The Big Picture on p. 3-1. Also assume the facts presented in Example 1. For
book purposes, Arctic, Gator, and Hurricane combine their income and expenses into a single
financial statement. The book tax expense for the year includes all Federal, state, local, and foreign
income taxes paid or accrued by these three corporations. In addition, the book tax expense
amount includes any future Federal, state, local, or foreign income tax expenses (or tax savings) on
income reported in the current income statement.

The income tax expense computed on the Federal income tax return is only the U.S.
Federal income tax expense. This amount is based on the U.S. corporation’s taxable
income. State and local income taxes are reported on the Federal tax return, but as
deductions in arriving at taxable income.

The Big Picture

Return to the facts of The Big Picture on p. 3-1. Also assume the facts presented in Examples 1
and 2. Arctic and Gator file a consolidated Federal tax return. The tax expense reported on the
Form 1120 is only the U.S. Federal income tax expense for the consolidated taxable income of
Arctic and Gator. This tax expense does not include the income taxes that Arctic and its subsidia-
ries paid to state, local, or foreign governments.

3-1c Different Methods

Many differences exist between book and tax accounting methods. Some are temporary
differences, with income and expenses appearing in both the financial statement and
the tax return, but in different periods (i.e., a timing difference). Others are permanent
differences, with items appearing in the financial statement or the tax return, but
not both.
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CHAPTER 3 Taxes on the Financial Statements 3-5

Temporary differences include the following.

* Depreciation on fixed assets. Taxpayers may use an accelerated depreciation
method under the modified accelerated cost recovery system (MACRS) rules but a
straight-line method for book purposes. Even if identical methods are used, the
period over which the asset is depreciated may differ between book and tax.

e Compensation-related expenses. Generally, the tax law does not allow for the use
of estimates or reserves, as is common under GAAP. For example, under GAAP,
corporations accrue the future expenses related to providing postretirement bene-
fits other than pensions (e.g., health insurance coverage). However, these
expenses are deductible for tax purposes only when paid.

* Accrued income and expenses. Although most income and expense items are
recognized for tax and book purposes in the same period, a number of items
potentially appear in different periods. For example, warranty expenses are
accrued for book purposes but are not deductible for tax purposes until incurred.
Inventory write-offs are accrued for book but are not deductible for tax until
incurred. On the income side, different methods regarding the timing of income
recognition may create temporary differences. For instance, GAAP recognizes
income and loss when the fair value of most investment assets changes during
the year, while tax rules recognize such realized gain or loss only upon a sale or
other taxable disposition of the asset.

* Net operating losses. Taxable income for the year cannot be less than zero; thus,
operating losses from one tax year may be used to offset taxable income in
another tax year. As a result, the losses incurred in one year for book purposes
may be used as a deduction for tax purposes in a different year. No such loss
carryovers are used under GAAP; GAAP losses are reported in the year incurred.

* Intangible assets. Goodwill and some other intangibles are not amortizable for
book purposes. However, GAAP requires an annual determination of whether the
intangible asset has suffered a reduction in value (i.e., impairment).* If an intangi-
ble has suffered an impairment, a current expense is required to reduce the asset’s
book value to the lower level. For tax purposes, certain intangibles (including
goodwill) can be amortized over 15 years.”

Permanent differences include the following.

* Nontaxable income. A common example is municipal bond interest, which is
income for book purposes but is not taxable.

*  Nondeductible expenses. For example, the disallowed portion of meals and enter-
tainment expense and certain penalties are not deductible for tax purposes, but
they are expensed in arriving at book income.°

e Special tax deductions. GAAP does not allow expenses for certain income tax
deductions, such as the domestic production activities deduction (DPAD) and the
dividends-received deduction.

* Tax credits. Credits such as the research activities credit reduce Federal income
tax liability but have no corresponding book treatment. Tax credits are discussed
in Chapter 17.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com 1 DIGGING DEERER
ntangibles—Goodwill and Other, ASC Topic 350 (formerly Gooduwill and ®Federal income tax liabilities are another example of this type of permanent
Other Intangible Assets, Statement of Financial Accounting Standards book-tax difference.
No. 142).
>§197.
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FINANCIAL DISCLOSURE INSIGHTS Supersized Goodwill

When a balance sheet includes an asset value become an outsized element of the financial statements
for goodwill, the company’s total valuation is seen to for many companies.
exceed the aggregate value of its physical assets, such as In a recent year, the following data concerning recorded
cash and equipment. Goodwill typically is created as the goodwill were reported.
result of the takeover of a target entity in an acquisition
transaction. Goodwill as a %
GAAP rules concerning goodwill and its impairment Company of Total Value
evolved in a context of stable market values and managed Erontied@ommunicaions 165.7
income. But when goodwill gets to be so large that it is a Republic Services 1088
major asset in itself, are GAAP impairment write-downs sure T Wi 80.8
to follow? Kraft Foods 543
An impairment \{vrite—down often is a.n ir.1dication that Dow Chemical 342
an acquiror overpaid for the target entity in a takeover B Peecr S sl Granp 322
transaction. Thus, conglomerates that grow by a series of .
L . . Starbucks Corporation 0.8
acquisitions may be doubly exposed to goodwill write- Net A

downs. Accordingly, goodwill and its impairment can

Wise, Inc., reported the following results for the current year.

5 Book income (before tax) $ 685,000
Tax depreciation in excess of book (125,000)
Nondeductible warranty expense 65,000
Municipal bond interest income (35,000)
Taxable income (Form 1120) $ 590,000

Wise reports net income before tax of $685,000 on its financial statement but must adjust this
amount for differences between book and tax income.

Tax depreciation in excess of book is a tax deduction not currently expensed for book purposes,
and warranty expense is deductible for book purposes but not yet deductible for tax. Both of these
items are temporary differences, because they eventually reverse (with book depreciation eventually
exceeding tax depreciation and the warranty expense ultimately deducted for tax when incurred).

The municipal bond interest is a permanent difference because this income will never be sub-
ject to tax.

3-1d Tax Return Disclosures

Book-tax differences are reported in the Federal income tax returns of most business
entities.

Exhibit 3.2 contains the Schedule M-1 from Form 1120, the corporate income tax
return. The purpose of Schedule M-1 is to reconcile book income to the taxable
income as reported on the tax return. Line 1 is the net income or loss per books,
and line 2 adds back the book tax expense to get back to book income before tax.”
The remainder of Schedule M-1 contains adjustments for both temporary and per-
manent differences, until arriving at taxable income on line 10.%

Schedule M-3 is required for a consolidated tax group with total year-end assets
of $50 million or more. The Schedule M-3 provides the IRS with more detailed

“Line 1, “Net income (loss) per books,” is not defined in the instructions to %Form 1120, page 1, line 28 represents corporate taxable income before sub-
the form, and corporations can use various starting points in the Schedule tracting the net operating loss and dividends-received deductions.

M-1 (e.g., only the book income from U.S. members of the group). The

Schedule M-3 is more specific in defining book income.
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EXHIBIT 3.2 Schedule M-1

EEXTYEI Reconciliation of Income (Loss) per Books With Income per Return

Note: The corporation may be required to file Schedule M-3 (see instructions).

Net income (loss) per books .

Federal income tax per books

Excess of capital losses over capital gains

A WODN =

Income subject to tax not recorded on books
this year (itemize):

5  Expenses recorded on books this year not
deducted on this return (itemize):

a Depreciation . . . . $

Charitable contributions . $

¢ Travel and entertainment. $

6  Addlines 1 through 5 .

7 Income recorded on books this year
not included on this return (itemize):
Tax-exempt interest  $

8 Deductions on this return not charged

against book income this year (itemize):

a Depreciaton . . »
b Charitable contributions $

9 Addlines7and8 . ..
10 Income (page 1, line 28)—line 6 less line 9

information than is provided in the Schedule M-1. In addition, the Schedule M-3
requires identification of whether a book-tax difference is temporary or permanent.
Schedule M-1 or M-3 typically is the starting point for IRS audits of corporations.
Identifying large differences between book and taxable income may offer the IRS
auditor insights into tax saving strategies (some perhaps questionable) employed by
the taxpayer. See Chapter 12 for additional discussion of the Schedules M-1 and M-3.
Concept Summary 3.1 summarizes the sources of typical corporate book-tax differences.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

Concept Summary 3.1

Income Reporting: Book versus Tax

2 DIGGING DEERER

Financial Statement

U.S. Federal Income Tax Return

Reporting entities
» 50% or more owned domestic and foreign subsidiaries
must be consolidated.

»  Share of income from 20 to 50% owned domestic and
foreign corporations included in current income.

Income tax expense

» Federal income taxes.
- State income taxes.

- Local income taxes.

- Foreign income taxes.

«  Current and deferred.

Methods
- Temporary differences.
- Permanent differences.

« Income tax note reconciliation.

Reporting entities

+ 80% or more owned domestic subsidiaries may be
consolidated.

« Share of income from other corporations reported only
when actual or constructive dividends are received.

Income tax expense

- Federal income taxes.

«  Current only.

Methods
- Temporary differences.
- Permanent differences.

« Schedule M-1 or M-3 reconciliation.
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3-8 PART 1 The World of Taxation

TAX FACT The World of Schedule UTP

Some observations can be made about the Schedules UTP that large corporations file with the IRS.

Number of taxpayers filing a Schedule UTP for the tax year About 2,300

Average number of tax positions reported on the Schedule UTP 2 per return

Percentage of uncertain positions that involved international tax issues 25%, most of which involved transfer pricing
computations

Three most commonly encountered tax issues disclosed on Schedules UTP (1) Research credit

(2) Transfer pricing

(3) Business deductions vs. capitalization
Uncertain tax positions of S&P 500 companies Net Total: $200 billion

Net Annual Increase: $ 20 billion

Uncertain Tax Positions

The IRS requires that large corporations list the tax return positions they have taken
that may not be fully supported by the law. Schedule UTP (“uncertain tax positions”)
is added to the Form 1120 for all corporations with assets of at least $10 million.

Some tax professionals worry that the Schedule UTP alerts the IRS to specific items
that will be most vulnerable to audit adjustments. Because tax returns are confidential
documents, though, the public does not have access to a corporation’s Schedule UTP.

Disclosures on the Schedule UTP include a list of tax return positions for the current
and prior tax years where:

e The taxpayer or a related party recorded a reserve against the Federal income tax
expense on its audited financial statements, or

* There was no recorded tax reserve based on its analysis of expected litigation with
the IRS. This means that in the taxpayer’s view, the probability of settling the issue
with the IRS in the taxpayer’s favor is less than 50 percent, and the taxpayer deter-
mines that it is more likely than not (a greater than 50 percent likelihood) to pre-
vail on the merits of the issue in litigation.

Disclosures are not required for items that are immaterial under GAAP rules, or for
which the filing position is sufficiently certain that no financial accounting reserve is
required.

The IRS maintains that it will limit releases of the Schedule UTP to other taxing juris-
dictions, and that it will not use Schedule UTP data to usurp the attorney-client and tax
practitioner privileges of confidentiality or the work-product doctrine. Taxpayers are not
required to disclose the amounts of any reserves or the precise nature of the tax plan-
ning technique that led to the reserve for the filing position.

For some taxpayers, income taxes reported on Schedules UTP are low, because they
are “less aggressive” in making filing decisions, or because they negotiate with the TRS
before filing a return as to certain deductions and credits. For other taxpayers, the
uncertain positions are large enough to significantly reduce or eliminate altogether the
tax liability for the year (i.e., if the IRS agrees in negotiations that the disputed deduction
or credit is fully or largely to be allowed).

L0.2 3-2 INCOME TAXES IN THE FINANCIAL STATEMENTS

Compute a corporation’s
book income tax expense. 3-2a GAAP Principles

As mentioned earlier, a corporation’s financial statements are prepared in accordance
with GAAP. The purpose and objectives of these statements are quite different from the
objective of the corporation’s income tax return.
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CHAPTER 3 Taxes on the Financial Statements

FINANCIAL DISCLOSURE INSIGHTS The Book-Tax Income Gap

The corporate financial scandals of Enron and
others have heightened interest in whether corporations are
making appropriate disclosures (i.e., transparency) and in
whether they are shouldering their fair share of the tax
burden. In some years, the gap between book income and
taxable income seems to be growing.

Corporations further maintain that the large differences in
book and tax income are a function of the different rules and
objectives of GAAP for financial statements and the Internal
Revenue Code for tax returns.

Low effective tax rates often are traceable to one or
more of the following.

3-9

According to one study, 115 companies in the Standard
and Poor’s stock index incurred a Federal and state income
tax rate of less than 20 percent. In fact, the rate for 39 of °
those companies was less than 10 percent. .

At least 30 of the Fortune 500 companies paid zero or
negative Federal corporate income taxes over a recent
three-year period. These companies included General
Electric, American Electric Power, FedEx, Honeywell, Pfizer,
Verizon, Boeing, and PG&E. Pepco Holdings reported an
effective Federal income tax rate of negative 57.6 percent!

The firms maintained that they had paid all of their
required tax liabilities, and that a poor economy and effective
income tax planning had resulted in their zero or negative :
effective tax rates.

» Use of NOL carryovers.
Large investments in depreciable assets.

Use of state, local, federal, and international tax incen-
tives (e.g., to encourage new companies and targeted
industries such as high-tech, energy, and domestic man-
ufacturing).

« Use of temporary tax provisions (e.g., stimulus, anti-
recession, or other rules designed to stimulate the econ-
omy via tax cuts).

- Negotiations and settlements with revenue agencies.’

Application of legal tax planning techniques.

The [ASC 740 (SFAS 109) approach produces a total income tax expense (also
called the income tax provision) for the income currently reported on a corporation’s
combined financial statement.'® This approach follows the matching principle, where
all of the expenses related to earning income are reported in the same period as the
income without regard to when the expenses are actually paid.

PanCo, Inc., earns $100,000 in book income before tax and is subject to a 35% marginal Federal
income tax rate. PanCo records a single temporary difference. Tax depreciation exceeds book
depreciation by $20,000. Accordingly, PanCo’s taxable income is $80,000 ($100,000 — 6
$20,000 additional tax deduction).

On its income tax return, PanCo reports total Federal tax expense of $28,000 ($80,000 x 35%).
On its financial statement, PanCo reports a total tax expense of $35,000 ($100,000 x 35%). This
$7,000 book-tax difference is the difference between the book and tax basis of the depreciable
asset times the current corporate tax rate ($7,000 = $20,000 x 35%).

Although PanCo did not actually pay the $7,000 tax this year, in future years when the book-
tax depreciation difference reverses, the $7,000 eventually will be paid. Hence, the future income
tax expense is matched to the related book income and is reported in the current year.

The total book tax expense under ASC 740 (SFAS 109) is made up of both current
and deferred components. The  current tax expense theoretically represents the taxes
actually payable to (or refund receivable from) the governmental authorities for the cur-
rent period.

“For instance, AstraZeneca recently reduced its effective tax rate after settling 10

an audit with U.S. and U.K. tax authorities about its transfer pricing policies
(see Chapter 16). The taxpayer’s liability after the settlement was less than
the tax reserve it had set aside on its GAAP statements with respect to the
audit.

Income Taxes, ASC Topic 740 (formerly Accounting for Income Taxes,
Statement of Financial Accounting Standards No. 109).
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3-10 PART 1 The World of Taxation

Z#3F GLOBAL TAX ISSUES Accounting for Income Taxes in International

Standards
The FASB and the International Accounting Standards Board Nevertheless, several significant differences exist
(IASB) have worked to move the GAAP and IFRS treatment between the two standards. These include the thresholds
of income taxes closer together in light of the proposed for recognition and approach to valuation allowances, the
convergence of GAAP and IFRS. Both ASC 740 (SFAS 109) treatment of foreign subsidiaries and undistributed earnings,
and IAS 12 (the IFRS guidance for income taxes) are based and the measurement of uncertain tax positions."

on a balance sheet approach.

One might think of this amount as the actual check the taxpayer writes to the govern-
ment (or refund received) for the current year. Exhibit 3.3 summarizes the computation
of a corporation’s current tax expense.

The deferred component of the book tax expense is called the deferred tax expense
or deferred tax benefit. This component represents the future tax cost (or savings) con-
nected with income reported in the current-period financial statement. Deferred tax
expense or benefit is created as a result of temporary differences. More technically, ASC
740 (SFAS 109) adopts a balance sheet approach to measuring deferred taxes. Under
this approach, the deferred tax expense or benefit is the change from one year to the
next in the net deferred tax liability or deferred tax asset .

A deferred tax liability is the expected future tax liability related to current income
(measured using enacted tax rates and rules). A deferred tax liability is created in the
following situations.

* An item is deductible for tax in the current period but is not expensed for book
until some future period.
* Income is includible currently for book purposes but is not includible in taxable

income until a future period.

In essence, a deferred tax liability is created when the book basis of an asset exceeds
its tax basis (the opposite condition creates a deferred tax asset).

EXHIBIT 3.3 Current Tax Expense*

Pretax book income

Schedule M-1/M-3 adjustments
Taxable income before NOLs

— NOL carryforwards

Taxable income

nts

% Applicable tax rate

Current tax expense (provision) before tax credits
— Tax credits

Current tax expense (tax provision)

*Simplified calculation.

"One can keep up with the FASB and the IASB’s work on the “Income ing for the “Technical Plan and Project Updates” section under
Tax Project” by visiting the FASB website at www.fasb.org and search- “Projects.”

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 3 Taxes on the Financial Statements

PJ Enterprises earns net income before depreciation of $500,000 in 2014 and $600,000 in 2015. PJ

uses a single depreciable asset acquired in 2014 for $80,000. For tax purposes, PJ may deduct

$60,000 in depreciation expense for the first year and $20,000 in depreciation expense for the sec- 7
ond year (i.e., it uses an accelerated method). For book purposes, PJ depreciates the asset on a

straight-line basis over two years (540,000 depreciation expense per year).

2014

Book Tax
Income before depreciation $500,000 $500,000
Depreciation (40,000) (60,000)
Income after depreciation $460,000 $440,000
Corporate tax rate X  35% X  35%
Income tax expense/payable $161,000 $154,000
Current tax expense $154,000 «
Deferred tax expense $ 7,000
Starting adjusted basis in depreciable asset $ 80,000 $ 80,000
Ending adjusted basis in depreciable asset (40,000) (20,000)
Change in adjusted basis $ 40,000 $ 60,000
Book-tax balance sheet difference $20,000
Corporate tax rate X 35%
Deferred tax liability $ 7,000

In this example, it is easy to “back into” the deferred tax expense amount of $7,000 by taking
the difference between the tax payable per the tax return ($154,000) and the book tax expense
($161,000). This method is referred to as the “APB 11" approach, as it applies to the method used
before ASC 740 (SFAS 109). Although this method may provide a quick check on the calculation
in simple cases, it is not always correct. Be careful to calculate the deferred tax expense using
the difference between the book and tax asset basis numbers ($20,000) at the enacted corporate
tax rate (35%).

2015

Book Tax
Income before depreciation $600,000 $600,000
Depreciation (40,000) (20,000)
Income after depreciation $560,000 $580,000
Corporate tax rate x  35% x  35%
Income tax expense/payable $196,000 $203,000
Current tax expense $203,000 «
Deferred tax expense ($ 7,000)
Starting adjusted basis in depreciable asset $ 40,000 $ 20,000
Ending adjusted basis in depreciable asset (—0-) (—0-)
Change in adjusted basis $ 40,000 $ 20,000
Book-tax balance sheet difference ($20,000)
Corporate tax rate X 35%
Deferred tax liability ($ 7,000)

In 2015, the book-tax difference in the asset basis reverses, with a resulting reduction of the
deferred tax liability account.
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PART 1

The World of Taxation

Continue with the facts in Example 7. The following journal entries record the book tax expense
(provision) for each year. The book total tax expense combines the current amount (income tax
payable) and the future amount (deferred tax liability).

2014 Journal Entry
Income tax expense (provision) $161,000
Income tax payable $154,000
Deferred tax liability 7,000
2015 Journal Entry
Income tax expense (provision) $196,000
Deferred tax liability 7,000
Income tax payable $203,000

At the end of 2014, the PJ balance sheet reflects a net deferred tax liability of $7,000. At the end
of 2015, the balance sheet contains a zero deferred tax liability; the temporary difference that cre-
ated the deferred tax liability has reversed itself.

A deferred tax asset is the expected future tax benefit related to current book income
(measured using enacted tax rates and rules). A deferred tax asset is created in the fol-
lowing situations.

* An expense is claimed for book purposes in the current period but is not deducti-
ble for tax until some future period.

* Income is includible in taxable income currently but is not recorded as book
income until a future period.

MollCo, Inc., earns net income before warranty expense of $400,000 in 2014 and $450,000 in 2015.
In 2014, MollCo deducts $30,000 in warranty expense for book purposes related to expected war-
ranty repairs. This warranty expense is not deductible for tax purposes until actually incurred.
Assume that the $30,000 warranty expense is paid in 2015, and that this is MollCo’s only tempo-
rary difference.

2014

Book Tax
Income before warranty expense $400,000 $400,000
Warranty expense (30,000) =
Income after warranty expense $370,000 $400,000
Corporate tax rate X 35% X 35%
Income tax expense/payable $129,500 $140,000
Current tax expense $140000 4
Deferred tax expense ($ 10,500)
Basis in warranty expense payable $ 30,000 $ —0-—
Book-tax balance sheet difference ($30,000)
Corporate tax rate X 35%
Deferred tax asset ($10,500)

Once again, it is easy to “back into” the deferred tax expense amount of $10,500 by taking the dif-
ference between the tax payable per the tax return ($140,000) and the book tax expense
continued
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CHAPTER 3 Taxes on the Financial Statements

(5129,500). However, the correct computation of the deferred tax expense is based on the differ-
ence between the book and tax basis in the balance sheet warranty expense payable ($30,000) at
the corporate tax rate (35%).

2015

Book Tax
Income before warranty expense $450,000 $450,000
Warranty expense — (30,000)
Income after depreciation $450,000 $420,000
Corporate tax rate x  35% X  35%
Income tax expense/payable $157,500 $147,000
Current tax expense $147,000
Deferred tax expense $ 10,500
Basis in warranty expense payable $ —0-— $ 30,000
Book-tax balance sheet difference \‘ $30,000 /
Corporate tax rate X 35%
Deferred tax asset $10,500

In 2015, the book-tax difference in the warranty expense payable reverses, with a resulting elimi-
nation of the deferred tax asset account.

Continue with the facts in Example 9. The following journal entries record the book tax expense
(provision) for each year. Notice that the book total tax expense combines the current amount
(income tax payable) and the future amount (deferred tax asset).

2014 Journal Entry
Income tax expense (provision) $129,500
Deferred tax asset 10,500
Income tax payable $140,000
2015 Journal Entry
Income tax expense (provision) $157,500
Deferred tax asset $ 10,500
Income tax payable 147,000

At the end of 2014, the MollCo balance sheet reflects a net deferred tax asset of $10,500. At the
end of 2015, the MollCo balance sheet contains a zero deferred tax asset; the temporary difference
that created the deferred tax asset has reversed itself.

Deferred tax assets and liabilities are reported on the balance sheet just as any other
asset or liability would be. However, the interpretation of these assets and liabilities is
quite different. Typically, an asset is “good” because it represents a claim on something
of value, and a liability is “bad” because it represents a future claim against the corpora-
tion’s assets. In the case of deferred tax assets and liabilities, the interpretation is
reversed. Deferred tax liabilities are “good” because they represent an amount that may
be paid to the government in the future.

In essence, deferred tax liabilities are like an interest-free loan from the government with
a due date perhaps many years in the future. Deferred tax assets, on the other hand, are future
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3-14 PART 1 The World of Taxation

LO.3

Describe the purpose of the
valuation allowance.

tax benefits and thus are similar to a receivable from the government that may not be received
until many years in the future.

3-2b Valuation Allowance

Much of GAAP is based on the |conservatism principle . That is, accounting rules are
designed to provide assurance that assets are not overstated and liabilities are not
understated. Current recognition of deferred tax liabilities does not require significant
professional judgment because future tax liabilities always are expected to be settled in
full. However, under ASC 740 (SFAS 109), deferred tax assets are recognized only when
it is more likely than not (a greater than 50 percent likelihood) that the future tax bene-
fits will be realized.

Warren, Inc., reported book income before tax of $2 million in 2015. Warren’s taxable income also
is $2 million (i.e., there are no temporary or permanent differences). Warren reports a current U.S.
income tax liability for 2015 of $700,000 before tax credits ($2 million x 35%). During 2015,
Warren paid $100,000 in foreign income taxes that it is not able to use as a credit on its 2015 tax
return because of the foreign tax credit (FTC) limitation (see Chapter 16).

Warren's auditors believe it is more likely than not that Warren will be able to use the $100,000
in FTCs within the next 10 years before they expire. Consequently, the future tax benefit of the
FTCs is accounted for in the current-year book tax expense as a $100,000 future tax benefit.

The current and deferred tax expense are calculated as follows.

Book Tax
Income tax expense/payable $600,000 $700,000
Current tax expense $700,000 '
Deferred tax expense (benefit) (5$100,000)

Warren records the following journal entry for the book income tax expense and deferred tax asset
related to the expected use of the FTCs.

Income tax expense (provision) $600,000
Deferred tax asset 100,000
Income tax payable $700,000

Because Warren is able to record the benefit of the future FTCs, its effective tax rate is 30%
(600,000 tax expense/$2 million book income before tax).

When a deferred tax asset does not meet the more likely than not threshold for recog-
nition, ASC 740 (SFAS 109) requires that a valuation allowance be created. The valuation
allowance is a contra-asset account that offsets all or a portion of the deferred tax asset.

Assume that the auditors in Example 11 believe that Warren will be able to use only $40,000 of
the FTCs, with the remaining $60,000 expiring. In this case, the future tax benefit recognized cur-
rently should be only $40,000 rather than the full $100,000. To implement this reduction in the
deferred tax asset, Warren records a valuation allowance of $60,000, resulting in a book tax
expense of $660,000.

Book Tax
Income tax expense/payable $660,000 $700,000
Current tax expense $700,000 V'
Deferred tax expense (benefit) ($ 40,000)

continued
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CHAPTER 3 Taxes on the Financial Statements 3-15

Warren records the following journal entry for the book income tax expense and deferred tax asset
related to the expected use of the FTCs.

Income tax expense (provision) $660,000

Deferred tax asset 100,000
Valuation allowance $ 60,000
Income tax payable 700,000

Warren reduces the deferred tax asset by $60,000, which increases its effective tax rate to 33%
($660,000 tax expense/$2 million book income before tax), compared with the 30% effective tax
rate in Example 11.

To determine whether a valuation allowance is required, both positive and negative
evidence must be evaluated. Negative evidence (i.e., evidence suggesting that the
deferred tax asset will not be realized) includes the following.

* History of losses.

* Expected future losses.

 Short carryback/carryforward periods.

* History of tax credits expiring unused.

Positive evidence (i.e., support for realizing the current benefit of future tax savings)
includes the following.

e Strong earnings history.

* Existing contracts.

* Unrealized appreciation in assets.

 Sales backlog of profitable orders.

The valuation allowance is examined for appropriateness each year. The allowance

may be increased or decreased in subsequent reporting periods if facts and circumstan-
ces change.

The Big Picture

Return to the facts of The Big Picture on p. 3-1. Arctic Corporation has recorded a $3 million
deferred tax asset for an NOL carryforward. The deferred tax asset has been offset by a $1 million
valuation allowance, due to doubts over the levels of future sales and profitability.

But this year, Arctic completed improvements to its inventory management system that are
likely to increase the contribution margin of every product that Arctic sells. In addition, two of Arc-
tic's largest customers have secured financing that will relieve the financial difficulties that have re-
stricted them. In fact, Arctic just received purchase orders from those customers that will increase
unit sales by 20% over the next 18 months. As a result, Arctic’s auditors now support a release of
$200,000 of the valuation allowance in the current quarter.

In-depth coverage can be found on this book’s companion website: www.cengagebrain.com

EXAMPLE

3 DIGGING DEERER
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TAX PLANNING STRATEGIES Releasing Valuation Allowances

FRAMEWORK FOCUS: DEDUCTIONS

Strategy: Maximize Deductible Amounts.

When a corporation records a valuation allowance, it
loses the ability to recognize the benefit of future tax savings
in the current period. However, all is not lost if the taxpayer
can demonstrate that facts and circumstances have changed.
For example, if a taxpayer generates a net operating loss
(NOL), it records a deferred tax asset for the future tax savings
related to using the NOL. However, if the evidence suggests
that it is more likely than not that the NOL will expire unused,
a valuation allowance must be recorded.

To reduce this valuation allowance, the taxpayer must dem-
onstrate that there will be future taxable income sufficient
to absorb the NOL within the carryforward period. Sources
of future taxable income include reversals of temporary dif-
ferences that will produce future taxable income and other
sources of future profits. Taxpayers also may demonstrate
that the adoption of new tax planning strategies will allow
the use of deferred tax assets.

For example, assume that Warren, Inc.,, from Example 12,
adopts new planning strategies in 2016 that will allow it ulti-
mately to use all $100,000 of its FTC carryforward. Warren
earns $2.3 million in book income before tax and reports
$2.3 million in taxable income in 2016 (i.e., no permanent or
temporary differences). The current tax expense is
$805,000 ($2.3 million x 35%).

Based on new evidence (implementation of tax planning
strategies), the auditors determine that the entire $100,000

in FTCs will be used in the future before expiration. Accord-
ingly, the $60,000 valuation allowance from 2015 is
“released,” and the tax benefit of this release affects the
2016 financial results as follows.

Book Tax
Income tax expense/payable $745,000 $805,000
Current tax expense $805,000
Deferred tax expense ($ 60,000)

Warren makes the following journal entry to record the
book income tax expense and valuation allowance release
related to the expected use of the FTCs.

$745,000
Valuation allowance 60,000

Income tax expense (provision)

Income tax payable $805,000

Warren’s effective tax rate for 2016 is 32.4 percent
($745,000/$2.3 million). Without the valuation allowance
release, Warren’s effective tax rate would have been 35 per-
cent ($805,000/$2.3 million). This tax rate benefit is realized
even though the $100,000 in FTC carryforwards have yet to
be used in Warren’s tax return.

LO4 3-2¢ Tax Disclosures in the Financial Statements

Interpret the disclosure
information contained in the
financial statements.

As illustrated earlier, any temporary differences create deferred tax liabilities or deferred
tax assets, and these amounts appear in the corporation’s balance sheet.

Tax Losses and the Deferred Tax

FINANCIAL DISCLOSURE INSIGHTS

Asset

Although a current-year net operating loss (NOL) represents a
failure of an entity’s business model to some, others see it as
an immediate tax refund. But when an NOL hits the balance
sheet as a deferred tax asset, the story is not over. The NOL
creates or increases a deferred tax asset that may or may not
be used in future financial accounting reporting periods. The
key question for a financial analyst is whether the entity will
generate enough net revenue in future years to create a

positive tax liability that can be offset by the NOL carryover
amount.

IFRS rules do not allow for a valuation allowance. Under IAS
12, a deferred tax asset is recorded only when it is “probable”
(a higher standard than GAAP’s “more likely than not”) that the
deferred tax amount will be realized, and then only to the
extent of that probable amount. Thus, no offsetting valuation
allowance is needed.
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CHAPTER 3 Taxes on the Financial Statements 3-17

The Balance Sheet

As with any asset or liability, these accounts are classified as either current or noncur-
rent, based on the assets or liabilities that created the temporary difference. If the
deferred tax liability or asset is not related to any asset, then the classification is based
on the expected reversal period.

JenCo, Inc,, holds a deferred tax liability generated because tax depreciation exceeds book depre-
ciation on manufacturing equipment. Because the equipment is a noncurrent asset, the deferred
tax liability also is noncurrent. JenCo also reports a deferred tax asset related to bad debt expenses
deductible for book purposes but not yet deductible for tax purposes. Because the bad debt
expense is related to accounts receivable, a current asset, the associated deferred tax asset is clas-
sified as current.

If JenCo incurs an NOL, a deferred tax asset is created, because of the future tax benefit pro-
vided by the NOL deduction. The NOL is not related to any specific asset or liability. Accordingly,
the deferred tax asset is classified based on when the corporation expects to use the NOL. If the
expected use is more than one year in the future, the deferred tax asset is classified as noncurrent.

A corporation may hold both deferred tax assets and liabilities, current and noncur-
rent. The corporation reports the net current deferred tax assets or liabilities and the net
noncurrent deferred tax assets or liabilities.

The Big Picture

Return to the facts of The Big Picture on p. 3-1. Arctic Corporation holds the following deferred tax

asset and liability accounts for the current year. EXAMPLE

Current deferred tax assets $50,000
Current deferred tax liabilities 72,000
Noncurrent deferred tax assets 93,000
Noncurrent deferred tax liabilities 28,000

On its balance sheet, Arctic reports a $22,000 current net deferred tax liability ($72,000 — $50,000)
and a $65,000 noncurrent net deferred tax asset (593,000 — $28,000).

FINANCIAL DISCLOSURE INSIGHTS Valuation Allowances for NOLs

Financial ~analysts use the valuation -
allowance system to help them determine an entity’s Def:rred LE I\\Ilalluatlon
expected future cash flows. Some critics of the GAAP rules s ins soe(:(s)'s) s i:v;%?;:)
for valuation allowances maintain that the process allows
management to manipulate profits and earnings per share Verizon $10,750 52,700
in an arbitrary fashion. Bell South 2,100 1,100

Only a few of the largest business entities, supported by AT&T 11,400 1,050
going-concern assumptions and access to worldwide debt SBC Communications 3,900 150

and equity capital, need to record a sizable valuation

allowance. But valuation allowances also often are found in
the financial reports of smaller entities and those in volatile
industries, whose future profitability is likely to present
questions.

In a recent reporting year, for instance, the following
telecommunications businesses reported a valuation
allowance related to expectations that their NOLs (for
Federal and/or state taxing jurisdictions) would expire
unused.

Establishing a valuation allowance does not affect
the entity’s internal cash balances, but it might have an
effect on the stock price. Valuation allowances can be
“released” by management when evidence develops that
the carryforwards are more likely to be used in the future,
for example, if profitability improves and appears to be
sustainable. For instance, the homebuilder Toll Brothers
created a large valuation allowance when the real estate
market collapsed, but it will release the allowance when
housing prices stabilize and increase.
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TAX FACT Effective Tax Rates for Selected Fortune 100 Companies

Here are some recent provisions for income Disney 33.3%
taxes (state, federal, and international) made by selected ExxonMobil 44.0
major corporations, as a percentage of their book income Ford 28.8
before taxes. Recall that the top statutory Federal tax rate General Electric 144
is 35%. State and local taxes generally add another Google 194
5 percentage points to that rate. IBM 242
Aetha 34.9% JPMorgan Chase 24.6
Apple 242 Pfizer 21.2
Boeing 34.0 United Health Group 35.9
Chevron 43.2 Wal-Mart 326
Citigroup 0.3 Yahoo! 207

The Income Statement

In its income statement, a corporation reports a total income tax expense that consists
of both the current tax expense (or benefit) and the deferred tax expense (or benefit).
The tax expense is allocated among income from continuing operations, discontinued
operations, extraordinary items, prior-period adjustments, and the cumulative effect of
accounting changes. Additional disclosures are required for the tax expense allocated to
income from continuing operations (e.g., current versus deferred, benefits of NOL
deductions, and changes in valuation allowances).

Financial Statement Footnotes

The income tax note contains a wealth of information, including the following.

* Breakdown of income between domestic and foreign.

e Detailed analysis of the provision for income tax expense.

* Detailed analysis of deferred tax assets and liabilities.

* Effective tax rate reconciliation (dollar amount or percentage).

* Information on use of ASC 740-30 (APB 23) for the earnings of foreign subsidiaries.

* Discussion of significant tax matters.

The steps in determining a corporation’s income tax expense for book purposes are
summarized in Concept Summary 3.2.

Rate Reconciliation

The purpose of the rate reconciliation is to demonstrate how a corporation’s actual
book effective tax rate relates to its “hypothetical tax rate” as if the book income were
taxed at the U.S. corporate rate of 35 percent. Although similar to Schedule M-1 or M-3,
the tax note rate reconciliation generally reports only differences triggered by perma-
nent differences. As discussed in the benchmarking section later in this chapter, an anal-
ysis of the rate reconciliation can provide substantial indicators as to the tax planning
strategies adopted (or not adopted) by a company.
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Concept Summary 3.2

Steps in Determining the Book Tax Expense

Start with the corporation’s book income after permanent differences.

v

Determine the corporation’s temporary differences.

v

Compute the corporation’s current tax provision.

v

Compute the corporation’s deferred tax provision.

v

Determine whether a valuation allowance is required.

v

Prepare the income tax note disclosures.

BoxCo, Inc., a domestic corporation, owns 100% of PaperCo, Ltd., an Erasmus corporation. BoxCo's
U.S. corporate tax rate is 35%, and its Erasmus rate is 10%. As discussed later in the chapter, BoxCo

reports book but not taxable income for PaperCo’s overseas profits, under ASC 740-30 (APB 23). 16
Book income, permanent and temporary differences, and current tax expense are computed as
follows.
BoxCo PaperCo
Book income before tax $300,000 $200,000
Permanent differences
Meals and entertainment expense 20,000 —
Municipal bond interest income (50,000) —
Book income after permanent differences $270,000 $200,000
Temporary differences
Tax > book depreciation (50,000) —
Book > tax bad debt expense 10,000 —
Taxable income $230,000 $200,000
Tax rate x  35% X 10%
Current tax expense $ 80,500 $ 20,000

Assume that the beginning-of-the-year difference between book and tax basis in the depreciable
assets is $150,000, and that the beginning-of-the-year difference between book and tax basis in
continued
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the bad debt expense is $50,000. Thus, the beginning-of-the-year deferred tax liability is
$35,000 [($150,000 — $50,000) x 35%)]. To determine the deferred tax expense (benefit) for the
current year, the change in the balance sheet amounts for these temporary differences from
the beginning to the end of the year must be determined and then multiplied by the appropriate

tax rate.
Temporary Differences Beginning of Year Change End of Year
Depreciation $150,000 $ 50,000 $200,000
Bad debts (50,000) (10,000) (60,000)
Total temporary differences $100,000 $ 40,000 $140,000
Tax rate X 35% X 35% x  35%

$ 35,000 $ 14,000 $ 49,000

The deferred tax liability increased by $14,000 for the year. Consequently, BoxCo's total tax
expense for book purposes is $114,500.

Current tax expense

Domestic $ 80,500

Foreign 20,000
Deferred tax expense

Domestic 14,000

Foreign —
Total tax expense $114,500

The journal entry to record the book income tax expense is constructed as follows.

Income tax expense (provision) $114,500
Income tax payable $100,500
Deferred tax liability 14,000

BoxCo's book income is $500,000 (the combined book income of both BoxCo and PaperCo). The
effective tax rate reconciliation is based on this book income, with the dollar amounts in the table rep-
resenting the tax expense (benefit) related to the item and the percentage representing the tax
expense (benefit) as a percentage of book income. For example, the municipal bond interest of
$50,000 reduces tax liability by $17,500 ($50,000 x 35%). This $17,500 as a percentage of the $500,000
book income is 3.5%.

Effective Tax Rate
Reconciliation

$ %
Hypothetical tax at U.S. rate $175,000 35.0
Disallowed meals and entertainment expense 7,000 1.4
Municipal bond interest (17,500) (3.5)
Foreign income taxed at less than U.S. rate (50,000)* (10.0)
Income tax expense (provision) $114,500 229

*$200,000 X (35% — 10%)

Only permanent differences appear in the rate reconciliation. Temporary differences do not affect
the total book income tax expense; they simply affect the amount of the tax expense that is cur-
rent versus deferred.
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TAX FACT Effective Tax Rates Examined

A US. Government Accountability Office «  Some of the largest reported book-tax differences included:
(GAO) study examined the tax returns of profitable U.S. . Interest deductions that were deferred for tax purposes.
corporations for a recent tax year; the data came from an
analysis of corporate Schedules M-3. Some of the most
interesting findings from the study include the following.

Cost recovery deductions that were accelerated.
Retirement plan contributions that were accelerated.

Tax deductions for current non-U.S. income that were
« The effective tax rate for these entities was 12.6 percent

allowed.
of worldwide income. Including income tax obligations
to state, local, and non-U.S. governments, the effective
tax rate became 16.9 percent. The statutory Federal tax
rate for these entities was 35 percent. Source: www.gao.gov/assets/660/654957.pdf.

Assume the same facts as Example 16, except that a new income tax law is enacted before the
end of the current year that will increase the U.S. corporate tax rate to 40% beginning next year. In
this case, multiply the year-end total temporary differences of $140,000 by 40% rather than 35%.
This results in an increase in the deferred tax liability of $21,000.

Effect of Rate

Temporary Differences Beginning of Year End of Year Change
Depreciation $150,000 $200,000
Bad debts (50,000) (60,000)
Total temporary differences $100,000 $140,000
Tax rate x  35% X 40%
Deferred tax liability $ 35,000 $ 56,000 $21,000

The current-year deferred tax liability is a function of both the change in temporary differences at
the enacted rate ($40,000 x 40%) and the additional 5% tax on the beginning temporary differen-
ces [$100,000 x (40% — 35%)].

This example illustrates the need for the “balance sheet” approach of ASC 740 (SFAS 109). Use
of the APB 11 shortcut method would have produced the wrong answer.

LibbyCo, Inc., is a U.S. corporation that operates retail outlets selling eyeglasses. During the current
year, LibbyCo reported pretax book income of $1,800. LibbyCo’s U.S. corporate tax rate is 34%. It
reports no NOLs, credits, or foreign or state income taxes. The entity is not subject to the alterna-
tive minimum tax.

LibbyCo's year-end tax and book balance sheet is summarized below, before accounting for tax
deferrals. The statement highlights the book-tax basis differences for all assets and liabilities.

Tax Debit/(Credit) Book Debit/(Credit) Difference

Assets

Cash $ 2,000 $ 2,000 $ —0-
Accounts receivable 5,400 5,400 —0—
Buildings 400,000 400,000 —0—
Accumulated depreciation (315,000) (330,000) 15,000
Furniture & fixtures 100,000 100,000 —0—
Accumulated depreciation (70,000) (45,000) (25,000)
Total assets $122,400 $132,400 ($ 10,000)

continued
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Tax Debit/(Credit) Book Debit/(Credit) Difference

Liabilities
Accrued vacation pay $  —0-— ($ 25,000) $ 25,000
Note payable (16,400) (16,400) —0—
Total liabilities ($ 16,400) ($ 41,400) $ 25,000
Stockholders’ Equity
Paid-in capital ($ 6,000 ($ 6,000)
Retained earnings (100,000) (85,000)
Total liabilities and

stockholders’ equity ($122,400) ($132,400)

The difference between the book and tax basis of these assets and liabilities is the cumulative
difference from all prior years. To determine the temporary differences for the current year and
any associated deferred tax liability or deferred tax asset, these differences are compared with the
basis differences at the beginning of the year.

Assume the following beginning-of-the-year book-tax differences. The end-of-the-year differen-
ces are calculated above. The differences are classified based on whether they produce a future
tax benefit (deductible temporary differences) or a future tax cost (taxable temporary differences).

Beginning Current-Year End of

of Year Difference Year
Deductible Temporary Differences
Buildings—accumulated depreciation $10,000 $ 5,000 $15,000
Accrued vacation pay 17,000 8,000 25,000
Subtotal $27,000 $13,000 $40,000
Applicable tax rate X 34% X 34%
Gross deferred tax asset $ 9,180 $13,600

I $ 4,420 e

Change in deferred tax asset

Taxable Temporary Differences

Furniture & fixtures—accumulated depreciation ($22,000) ($ 3,000) ($25,000)
Subtotal ($22,000) ($ 3,000) ($25,000)
Applicable tax rate X 34% X 34%
Gross deferred tax liability (S 7,480) ($ 8,500)

N ($ 1,020) g

Change in deferred tax liability

Net deferred tax asset /
(deferred tax liability) $ 1,700 $ 3,400 $ 5,100

The journal entry to record the deferred tax asset is constructed as follows.

Deferred tax asset $3,400
Income tax expense $3,400

In addition to the temporary differences identified above, LibbyCo reported two permanent differ-
ences between book and taxable income. It earned $1,400 in tax-exempt municipal bond interest, and
it incurred $2,000 in nondeductible meals and entertainment expense. With this information, the cur-

rent tax expense is determined as follows.
continued
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Pretax book income $ 1,800
Book-tax adjustments
Permanent items
Tax-exempt income (1,400)
Nondeductible meals and entertainment 2,000
Temporary differences
Building depreciation 5,000
Accrued vacation pay 8,000
Furniture & fixtures depreciation (3,000)
Taxable income $12,400
$ 4216

Current tax expense (34%)

The building depreciation for book purposes exceeds tax depreciation, the furniture and fix-
tures depreciation for tax purposes exceeds book depreciation, and the accrued vacation pay is
deductible for book purposes but is not yet deductible for tax. These current-year temporary dif-
ferences, combined with the two permanent items, also constitute the Schedule M-3 differences.

The journal entry to record the current tax expense is constructed as follows.

Income tax expense $4,216
Current income tax payable $4,216

Assuming that no valuation allowance is required, the effect of these entries on the income
statement is as follows. The current-year change in the deferred tax asset allows the book tax
expense to be reduced by $3,400, producing a total book tax expense of $816 ($4,216 — $3,400).

Net income before tax $1,800
Provision for income tax expense (816)
Net income after tax $ 984
The income tax footnote rate reconciliation is presented as follows.
Tax on book income at statutory rate $612 34.00%
Tax-exempt income (476) (26.44)%
Nondeductible meals and entertainment 680 37.77%
Provision for income tax expense $ 816 45.33%

With these facts, the shortcut APB 11 method illustrated below produces the same results as
the ASC 740 (SFAS 109) method. The two methods would produce different results had there been
changes to LibbyCo’s applicable tax rate from the prior year, or if a valuation allowance had been

required.

Pretax book income $ 1,800

Permanent items
Tax-exempt income (1,400)
Nondeductible meals and entertainment 2,000
Book equivalent to taxable income $ 2,400
Statutory tax rate X 34%
$ 816

Total book tax expense

3-2d Special Issues

Financial Accounting for Tax Uncertainties

Companies take positions in their tax returns that may not ultimately survive the scrutiny
of the IRS or other tax authorities. If a taxpayer loses the benefit of a favorable tax position
after a future audit, there may be an unfavorable effect on the company’s financial state-
ment tax expense in that future year. The additional tax cost will become part of the

LO.5

Identify the GAAP treatment
concerning tax uncertainties
and unrepatriated foreign
earnings.
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TAX PLANNING STRATEGIES Tax Savings Are Not Always Created Equal

FRAMEWORK FOCUS: THINKING OUTSIDE THE FRAMEWORK

Many different types of tax planning strategies can produce
tax savings. Yet, even when planning ideas produce identi-
cal current cash-flow effects, some ideas may have an edge.
CEOs and CFOs of public companies are focused on the bot-
tom line—the company’s net income after tax and related
earnings per share. A CFO is likely to be just as interested in
an idea’s effect on the company’s bottom line income as on
the cash tax savings.

For example, consider two tax planning ideas that each
produce $700,000 of current tax savings. The first idea
generates its $700,000 in tax savings by increasing tax
depreciation relative to book depreciation by $2 million

research activities tax credits of $700,000, thus reducing
current-year tax by $700,000.

Idea 1 produces its current tax savings via a temporary dif-
ference. Accordingly, the book tax expense will not reflect the
$700,000 in tax savings. Instead, this $700,000 simply moves
from the current tax category to the deferred tax category.
Even if the book-tax difference is not expected to reverse in
the next 30 years (effectively generating “permanent” sav-
ings), the book tax expense does not reflect this savings.

In contrast, idea 2 produces its current tax savings via a
permanent difference. Thus, the book tax expense also
declines by $700,000. This item appears in the income tax

($700,000 = $2 million x 35%). The second idea produces note rate reconciliation.

current tax expense, yet the income that this tax is related to would have been reported
in the initial year. This result can wreak havoc with a company’s effective tax rate.

To avoid such an increase in effective tax rate, companies may record a book reserve
(or “cushion”) for the uncertain tax position in the initial year. That is, rather than book
the entire tax benefit (and thus reduce tax expense in the current year), the company
may book only a portion (or none) of the tax benefit. If the company later loses the actual
tax benefit upon audit, to the extent the additional tax imposed is charged against the
reserve, the additional tax does not affect the future-year tax expense. If the company’s
tax position is not challenged in the future (or the company successfully defends any
challenge), the reserve can be released. This release reduces the current tax expense in
the future (release) year, and it lowers the company’s effective tax rate in that year.

To add more structure to the accounting for tax reserves, the FASB released an inter-
pretation, “Accounting for Uncertainty in Income Taxes” [ASC 740-10 (FIN 48)]. The
approach required under this interpretation results in significantly more disclosure about
uncertain tax positions by companies.

When ASC 740-10 (FIN 48) applies, uncertain tax positions effectively are defined as
those material items not fully certain by the taxpayer to be sustainable upon a later
review based on technical merits. Such tax positions result in a permanent reduction of
income taxes payable, a deferral of income taxes otherwise currently payable to future
years, or a change in the expected realizability of deferred tax assets.

Application of the ASC 740-10 (FIN 48) rules essentially is a two-step process—
recognition and measurement. These steps are illustrated in Concept Summary 3.3.

First, a tax benefit from an uncertain tax position may be recognized in the financial
statements only if it is more likely than not (a greater than 50 percent likelihood) that
the position would be sustained on its technical merits. In this regard, audit or detection
risk cannot be considered. This first step determines whether any of the tax benefit is
recognized.

If the more likely than not standard is failed, no financial statement disclosure is
required. If the uncertain tax position meets the more likely than not threshold, the sec-
ond step is to determine the amount of the tax benefit to report.

Measurement of the amount of the tax benefit to be disclosed then occurs. This com-
putation is based on the probabilities associated with the position not being challenged,
or with it being challenged using a negotiated settlement or litigation.

The recognition and measurement of uncertain tax positions is reassessed at each
reporting date. ASC 740-10 (FIN 48) requires a reconciliation of the beginning and

Copyright 2016 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 3 Taxes on the Financial Statements

Concept Summary 3.3
Disclosures Under ASC 740-10 (FIN 48)

RECOGNITION MEASUREMENT FINANCIAL STATEMENT

DISCLOSURE

Regarding the uncertain Determine the
tax position, is it more recognized amount of
likely than not that the the tax benefit.
tax benefit will be
recognized?

Reassess for every
reporting period.

ending balances of the unrecognized tax benefits and a discussion of potential changes
in these unrecognized tax benefits that might occur over the next 12 months.

Earnings of Foreign Subsidiaries

As discussed earlier, a corporate group’s financial statements include both domestic and
foreign controlled subsidiaries. However, foreign corporations, even those controlled
by U.S. shareholders, are not part of a U.S. consolidated tax return. Consequently, U.S.
taxpayers can achieve deferral of current U.S. taxes on foreign income if they operate
their overseas activities through foreign subsidiary corporations in jurisdictions with
lower tax rates than those of the United States (see Chapter 16). Although the actual
U.S. taxes on foreign corporations’ profits are deferred, the reported effective tax rate
for financial statement purposes may not reflect this deferral, because ASC 740 (SFAS
109) requires that a corporate group report both current and deferred income
tax expense.

USCo, a domestic corporation, operates a manufacturing facility in Singapore through a Singapore
corporation. USCo’s U.S. tax rate is 35% and its Singapore tax rate is 6%. For the current year, USCo
earns $600,000 in taxable income. The Singapore corporation earns $400,000 in taxable income 19
from its operations, pays $24,000 in taxes to Singapore, and makes no distributions to its U.S. par-
ent. The Singapore corporation is not taxed in the United States because it is not a U.S. entity, and
it conducts no activities in the United States.
USCo is not taxed on the Singapore profits because it has not received any distributions of
these profits. Accordingly, USCo has achieved deferral and reduced its worldwide cash tax costs.

continued
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However, for financial statement purposes, the USCo group includes the $400,000 in Singapore
profits in its net income. It reports both the Singapore tax and any potential U.S. tax (after allow-
able FTCs) as its total tax expense.

U.S. Tax Return Potential U.S. Tax on Non-U.S. Income

Income $600,000 Income $400,000
Tax rate X 35% Tax rate x  35%
U.S. tax $210,000 Total tax $140,000
Foreign tax credit (24,000)
Net U.S. tax $116,000

Consequently, the total tax expense for financial statement purposes is $350,000. The financial
statement effective tax rate on USCo's global income is 35% ($350,000 total tax expense/
$1,000,000 net income). Thus, although USCo paid only $234,000 in taxes, its after-tax book
income does not reflect the savings generated from operating in Singapore, a low-tax country.

Current U.S. tax $210,000
Current foreign tax 24,000
Deferred U.S. tax 116,000

Total tax expense $350,000

ASC 740-30 (APB 23) provides an exception to ASC 740 (SFAS 109) for income from
foreign subsidiaries.'” If a corporation documents that it is permanently reinvesting
the earnings of its foreign subsidiaries outside the United States, the corporation does
not record as an expense any future U.S. income tax the corporation may pay on such
earnings.

FINANCIAL DISCLOSURE INSIGHTS Corporate Tax Rate Cuts: Be Careful

What You Wish For

Many lawmakers, businesses, and think tanks are calling for
a reform to the U.S. corporate income tax, including a cut in
the top tax rate from the current 35 percent to perhaps 25
percent—a reduction in the top rate of almost 30 percent.
The lower rate would match that used by most other
developed countries, and a rate cut might make U.S. entities
more competitive in the global marketplace. A rate cut
would be paid for by repealing various deductions and
credits that corporations use to reduce their average and
effective tax rates.

But for those corporations that hold deferred tax assets
(e.g, NOL and credit carryforwards), the corresponding
GAAP results might not be so attractive. Deferred tax

12Formerly Opinion No. 23—Accounting for Income Taxes—Special Areas,

Accounting Principles Board.

assets (DTAs) would be written down for book purposes
(because lower tax rates will apply in the future, the
deferred deductions and credits will produce lower tax
savings). Such write-downs of the DTAs thus would reduce
current book income—perhaps by dramatic amounts.
That cannot be good for stock prices and executive
bonuses.

A corporation’s specific DTAs are not publicly disclosed,
but a 30 percent cut in the U.S. corporate income tax rates
would, on average, trigger a 30 percent DTA write-down.
Could the GAAP consequences of a corporate income tax
rate reduction be so negative as to move businesses to
block the cut itself?
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CHAPTER 3 Taxes on the Financial Statements

USCo, in Example 19, uses ASC 740-30 (APB 23) to avoid reporting the $116,000 in deferred taxes.
Because USCo plans to reinvest its Singapore earnings indefinitely outside the United States, it is
not required to include the deferred U.S. taxes as part of its total tax expense.

USCo’s total financial statement income remains $1 million, but its total tax expense is only
$234,000 (the taxes currently paid to the United States and Singapore). The resulting financial
statement effective tax rate is 23.4% ($234,000/$1,000,000), and the USCo group’s after-tax book
income reflects the Singapore tax savings.

ASC 740-30 (APB 23) is a major issue only when the foreign subsidiary is taxed at
rates below the applicable U.S. tax rate. Otherwise, there is no potential for tax deferral.

Using ASC 740-30 (APB 23) is not an “all or nothing” decision. It can be adopted in
some years and not others. Even within a year, it may be used for only a portion of for-
eign subsidiary earnings.

The Big Picture

Return to the facts of The Big Picture on p. 3-1. Recall from Example 1 that Arctic Corporation has a
wholly owned foreign subsidiary, Hurricane, Ltd. Assume that Arctic also owns 100% of another
foreign corporation, Typhoon, Ltd.

Arctic can choose to apply ASC 740-30 (APB 23) to both of its foreign subsidiaries in year 1 and
to only Hurricane in year 2. In year 3, Arctic can choose to use ASC 740-30 (APB 23) for 40% of Hur-
ricane’s earnings and 80% of Typhoon'’s earnings.

An assertion by management that foreign earnings will remain overseas indefinitely
converts a temporary book-tax difference into a permanent difference. This can result in
a significant decrease in the entity’s book effective tax rate.

Raven is a U.S. corporation that is subject to a 35% U.S. income tax rate. Its 100% owned subsidiary
Cuervo operates in Despina, a country that does not levy an income tax. Cuervo makes no distribu-
tions to Raven during the tax year.

Raven’s book-tax differences and effective tax rate are computed as follows. If Raven’s manage-
ment asserts that Cuervo’s profits are to be permanently invested in Despina, the book effective
tax rate decreases by about one-third.

Cuervo Earnings Are Cuervo Earnings Are Not
“Permanently Reinvested” “Permanently Reinvested”
in Despina ($ in 000’s) in Despina ($ in 000’s)
Pretax U.S. book income $100,000 $100,000
Pretax Despina book income 50,000 50,000
Total pretax book income $150,000 $150,000
Temporary book-tax difference:
Despina earnings (50,000)
Permanent book-tax difference:
Despina earnings (50,000)
Taxable income $100,000 $100,000
U.S. income tax $ 35,000 $ 35,000
Deferred income tax expense 17,500
Total income tax expense $ 35,000 $ 52,500
GAAP effective tax rate 23.3% 35.0%
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TAX PLANNING STRATEGIES Reducing Effective Tax Rates with
ASC 740-30 (APB 23) Can Backfire

FRAMEWORK FOCUS: DEDUCTIONS

Strategy: Maximize Deductible Amounts.

Because ASC 740-30 (APB 23) allows for higher reported book earnings (no deferred U.S. tax
expense is recorded), its use may be reflected in higher stock prices and increased shareholder
wealth. Many U.S. multinationals with foreign subsidiaries use ASC 740-30 (APB 23) to avoid
reporting U.S. deferred taxes on foreign earnings.

The “permanent reinvestment” exception should not be employed unless the corporation truly
expects to keep its foreign earnings outside the United States. Using ASC 740-30 (APB 23) and then
repatriating foreign profits after all can cause extreme spikes in a corporation’s effective tax rate.

USCo, a domestic corporation, owns 100% of Shamrock, Ltd., an Atlantis corporation. Its U.S. tax
rate is 35%, and its Atlantis tax rate is 10%. In 2014, USCo earns $100,000 in taxable income and

23 pays $35,000 to the United States. Shamrock earns $400,000 in taxable income and pays $40,000
in taxes to Atlantis. Shamrock makes no distributions to its U.S. parent and is not taxed in the United
States because it is not a U.S. entity and has no activities in the United States.

USCo is not taxed on the Atlantis profits because it has not received any distributions of these prof-
its. Furthermore, USCo uses ASC 740-30 (APB 23) to avoid recording any deferred U.S. income tax
expense on its financial statements. Accordingly, USCo has achieved deferral and reduced its world-
wide cash tax costs and book income tax expense.

USCo's total tax expense for financial statement purposes is $75,000.

Current U.S. tax $35,000
Current foreign tax 40,000
Total tax expense $75,000

The financial statement effective tax rate on USCo's global income is 15% ($75,000 total tax
expense/$500,000 net income). Thus, the USCo group has achieved higher after-tax book income
and earnings per share.

In 2015, USCo earns $200,000 in taxable income and pays $70,000 to the United States.
Shamrock breaks even for the year and pays no taxes to Atlantis. At the same time, USCo
decides that Shamrock should pay it a dividend of $360,000.

U.S. Tax Return

U.S. income $200,000
Foreign dividend* 400,000
Taxable income $600,000
Tax rate X 35%

$210,000
FTC (40,000)
Net U.S. tax $170,000

*The total gross income is the $360,000 cash dividend
grossed up by the $40,000 potential FTC (see Chapter 16).

For book purposes, USCo reports only $200,000 in net income (the $400,000 in Atlantis income
was included in book income in 2014 and is not included again). The 2015 total tax expense for fi-
nancial statement purposes is $170,000.

Current U.S. tax $170,000
Current foreign tax —0—
Total tax expense $170,000

The financial statement effective tax rate on USCo’s global income is 85% ($170,000 total tax
expense/$200,000 net income). This extremely high effective rate is caused by the mismatching of
the Atlantis income (reported in 2014) and the U.S. taxes on the Atlantis income (reported in 2015).
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— TAXIN THE NEWS The APB 23 Deferral

Multinational corporations tend to leave off-
shore the cash resulting from their profitable overseas activ-
ities, deferring both book and tax income recognition
thereof. This is not “idle cash” by any means, as the funds
typically are used to finance growth in the non-U.S. opera-
tions of the entity. Furthermore, if the offshore cash were
“brought home” to the United States (e.g., to create U.S. jobs
or pay cash dividends to U.S. investors), book and taxable
income would be triggered, and stock prices might suffer.

Here are recent estimates of the overseas cash holdings
and the related deferred U.S. corporate income tax of sev-
eral prominent entities.

Deferred Federal

Overseas Cash Corporate Income

Corporation ($ in billions) Tax ($ in billions)
Bank of America $17.2 $ 43
Citigroup 426 11.5
Microsoft 60.8 45

3-2e Summary

In fact, when a U.S. corporation desires to make a divi-
dend payment to its shareholders, it can borrow funds to
provide the necessary liquidity, using the overseas cash as
collateral for the loan; free cash results, but the tax deferral
continues. Apple and other corporations have used this
technique in the recent past.

eBay puzzled stock analysts, though, when it repatriated
some of its overseas cash to make dividend payments and
finance current operations. eBay's stock price fell by more
than 4 percent on the day that it announced that it would
repatriate $9 billion of its $12 billion of overseas cash balan-
ces, thereby triggering an immediate $3 billion in U.S. cor-
porate income tax. The move dropped eBay's quarterly
earnings from a $1 billion profit to a $2 billion deficit.

The tax department of a business often is charged with constructing the entity’s tax strat-
egies (lax planning) and filing all required tax returns (fax compliance) while preparing
for subsequent audit and litigation activity (tax controversy). Tax professionals often
work closely with those who prepare the entity’s financial statements, especially con-
cerning the tax footnote, tax deferral accounts, and tax rate reconciliations. Professional

tax and accounting research underlies all of this work.

The efforts of a modern tax department are depicted in Exhibit 3.4. Tax professio-
nals must be proficient in all of the indicated areas, so that they can meet the
demands placed upon the entity by shareholders, regulators, and taxing agencies.

EXHIBIT 3.4 Functions of a Tax Department (by Percent of Time Spent)

Tax
Controversy

Tax and
Accounting
Research

Financial
Statements

Tax

Compliance

Tax Planning
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LO.6

Use financial statement
income tax information to
benchmark a company’s tax
position.

3-3 BENCHMARKING

An entity’s income tax expense amount may appear to be of little interest to anyone
beyond the taxpayer that makes the payment and the government agencies that collect
it. The tax year is over, the transactions are completed, and the final costs have been tal-
lied. Still, this historical tax information may prove valuable. A company’s income tax
expense is one of the single largest expense items on its income statement, and under-
standing the components of this expense is a critical activity for the tax professional.

Consider a typical baseball game. Two teams meet, interact following a specific set
of rules, and ultimately complete the game, generating a final score. Of course, the final
score is of immediate interest to the teams and the fans, but once the game is over, the
score and associated statistics (runs, hits, and errors) are relegated to the history books.
Yet, these statistics still can be quite useful. A team coach may use the game statistics to
evaluate the strengths and weaknesses of the players to assist in improving perform-
ance. Other teams may use the statistics to develop strategies for upcoming games. Play-
ers can use the statistics to “benchmark” themselves against their own performance in
prior games or against players on other teams. In short, there is a wealth of information
in these historical data.

A taxpayer’s reported income tax expense likewise is a valuable source of informa-
tion for the company, its tax advisers, and its competitors. The reported information pro-
vides clues about a company’s operational and tax planning strategies.

Companies may benchmark their tax situation to other years’ results or to other com-
panies in the same industry. The starting point for a benchmarking exercise usually is
the data from the income tax note rate reconciliation.

3-3a Dynamic Benchmarking

Exhibit 3.5 shows the tax rate reconciliation information from the income tax notes for
two recent years of Sears Holding Corporation (Sears) and Wal-Mart Stores, Inc. (Wal-
Mart). Both companies are listed on the New York Stock Exchange, are in the same
industry, and operate both inside and outside the United States. Although the income
and tax expense amounts of both companies are quite different in magnitude, the tax
amounts are converted to percentage of income numbers for comparability purposes.
In year 1, Sears reported an effective tax rate that was 12 percentage points
higher than Wal-Mart’s rate. In year 2, Sears’s effective tax rate was 4.9 points below

EXHIBIT 3.5 Tax Rate Reconciliation for Sears and Wal-Mart

Sears Wal-Mart
Year 2 Year 1 Year 2 Year 1

Hypothetical tax (benefit) at U.S. Federal rate 35.0% 35.0% 35.0% 35.0%
State and local income taxes, net of Federal benefit 6.0 7.2 1.9 1.7
Tax credits (3.0) (6.3)
Resolution of income tax matters (6.2) (6.8)
Basis difference in domestic subsidiary — (30.2)
Non-U.S. income taxed at different rates (0.9) (2.3) (1.7) (1.6)
Nondeductible goodwill — 50.0
Other (1.6) (0.4) (1.0) (1.0)

29.3% 46.2% 34.2% 34.1%
Book income before tax (in millions) $420.0 $184.0 $20,898.0 $20,158.0
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BRIDGE DISCIPLINE Bridge to Financial Analysis

tion. However, even experienced analysts often will “punt”
when it comes to interpreting the tax information contained
in a financial statement, preferring to look at net income
before taxes (or even EBITDA, earnings before interest, taxes,
depreciation, and amortization).

A great deal of useful information about a business is
contained in its tax footnote, and analysts might have an
edge if they work at understanding the mysteries of taxes in
the financial statements.

v T Financial analysts perform an important func-
tion for the capital markets in their detailed analyses of com-
panies. The analyst combs through the financial reports and
other information about a company to produce an informed
opinion on how a company is performing. Analysts’ earnings
forecasts often constitute an important metric to examine
when making decisions about investing in companies.

An experienced financial analyst typically will have a
good handle on interpreting financial statement informa-

Wal-Mart’s rate. What factors created these differences? Rate reconciliation information
can provide clues.

Sears reported a higher effective tax rate in year 1 because its state and local income
tax burden was higher, and because it suffered a goodwill impairment (the goodwill
write-off is not tax deductible). These increase items were offset by reductions caused
by certain basis differences in a domestic subsidiary, larger benefits from tax credits,
and a larger benefit from a favorable resolution of tax matters.

When comparing effective tax rates, it is important to consider which components of
the effective tax rate produce one-time effects, and which will be observed perma-
nently. For example, for year 2, the effective tax rates of both companies were more
similar (Sears was about 5 percentage points lower than Wal-Mart). In particular, with-
out the large effects of nondeductible goodwill and the domestic subsidiary basis differ-
ence, Sears approaches the effective tax rate of Wal-Mart.

Consequently, it appears that there are no long-term structural differences in the tax
burdens faced by the two companies. This is not surprising, given that both companies
are incorporated in the United States, perform in the same industry, and operate in
many of the same jurisdictions.

However, items such as the nondeductible goodwill difference do indicate that there
may be potential fundamental differences in how Sears’s management deals with growth
via expansion rather than acquisitions. It is acquired goodwill rather than the homegrown
sort that faces potential impairment. The Sears example shows that the results of past and
current strategic decisions eventually may show up in the income tax footnote.

3-3b Refining the Analysis

In addition to comparing effective tax rates, companies can compare levels of deferred
tax assets and liabilities.

Akiko Enterprises reports a net deferred tax liability of $280,000. Erde, Inc., a company in the same
industry, reports a net deferred tax liability of $860,000. The presence of deferred tax liabilities on
the balance sheet indicates that both companies are benefiting from deferring actual tax pay-
ments (essentially, an interest-free loan from the government).

At first glance, it may appear that Erde is doing better in this regard. However, what if Akiko
holds total assets of $2.6 million and Erde’s assets total $19.2 million? This information indicates
that Akiko has 10.8% ($280,000/5$2.6 million) of its total assets “financed” with an interest-free loan
from the government, while Erde has only 4.5% ($860,000/$19.2 million) of its assets “financed”
with its deferred tax liabilities.

A company may do a more refined benchmarking analysis by examining each com-
ponent of its deferred tax assets and liabilities as a percentage of total assets. For exam-
ple, an observer can examine how the deferred tax assets or liabilities related to
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property, plant, and equipment compare with those of its competitors. The nature of
the components of deferred tax liabilities and deferred tax assets becomes quite impor-
tant in a benchmarking analysis.

LinCo reports total book income before taxes of $10 million and a total tax expense of $3.2 million,
producing a 32% effective tax rate. TuckCo also reports book income before taxes of $10 million.
TuckCo's total tax expense is $3.1 million, producing an effective tax rate of 31%. At first glance, it
appears that both companies are similar with regard to effective tax rates. The total tax expense
divided between current and deferred is as follows.

LinCo TuckCo
Current tax expense $4,100,000 $ 4,200,000
Deferred tax benefit (900,000) (1,100,000)
Total tax expense $3,200,000 $ 3,100,000

Again, it appears that both companies have created deferred tax assets in the current year that are
expected to produce tax savings in the future. Knowing the nature of the underlying deferred tax
assets will add greatly to one’s interpretation of the effective tax rates.

The deferred tax asset generating LinCo’s $900,000 expected future tax savings is the use of an
NOL. The deferred tax asset generating TuckCo’s expected future tax savings is generated by dif-
ferent book and tax methods in accounting for warranty expense. This additional information
reveals that LinCo previously has incurred losses, and it is critical that it earn future taxable income
in order to use the NOL.

This is quite different from TuckCo's situation, which reveals only that common differences in
accounting methods exist. Although the tax positions of LinCo and TuckCo seem very similar on
the surface, a closer look reveals a striking difference.

WageCo and SalaryCo operate in the same industry, and they both report a 38% effective tax rate.
Their book income and current, deferred, and total tax expense were reported as follows.

WageCo SalaryCo
Book income before tax $1,500,000 $2,300,000
Current tax expense $ 980,000 $ 24,000
Deferred tax expense (benefit) (410,000) 850,000
Total tax expense $ 570,000 $ 874,000
Effective tax rate 38% 38%

WageCo's total tax expense is highly dependent on the current recognition of future tax savings
of $410,000. SalaryCo appears to be deferring a substantial portion of its tax expense to future
years. Although both companies report a 38% effective tax rate, the details indicate that the two
companies face very different tax situations.

3-3c Sustaining the Tax Rate

It is important in benchmarking exercises to remove the effect of one-time items in com-
paring sustainable effective tax rates across time or companies. Examples of one-time
items include restructuring costs, legal settlements, and IRS or other tax liability settle-
ments. A one-time item may seem beneficial or detrimental to a company’s effective tax
rate. But the very nature of such an item implies that it has little to do with the com-
pany’s long-term sustainable tax costs.
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MetalCo and IronCo operate in the same industry, and they report the following tax rate reconcilia-
tions in their tax footnotes.

MetalCo IronCo
Hypothetical tax at U.S. rate 35.0% 35.0%
State and local taxes 22 2.1
Foreign income taxed at less than U.S. rate (6.2) (6.1)
Tax Court settlement on disputed tax issue (18.6) =
Effective tax rate 12.4% 31.0%

Although it appears that MetalCo has a significantly lower effective tax rate (12.4%) than IronCo
(31.0%), removing MetalCo’s one-time item related to the court settlement indicates that both
companies may operate under a 31% effective tax rate (12.4% + 18.6% = 31%).

3-3d Uses of Benchmarking Analysis

Benchmarking is part science and part art. A useful analysis requires both an account-
ant’s knowledge of how the underlying financial statements are constructed, including
arriving at the appropriate tax expense, and a detective’s sense of where to look and
what questions to ask. Concept Summary 3.4 summarizes the most typical uses of
benchmarking in an analysis of an entity’s financial results.

Concept Summary 3.4

Benchmarking Analysis

A benchmarking analysis can be helpful in comparing the tax - Explain the differences in effective rates. Are these differ-
positions of two or more business entities. One might consider ences sustainable over time?

the following aspects of the taxpayers’ financial disclosures in
this regard. This list is not all-inclusive; benchmarking also
includes the judgment and experience of the parties
conducting the analysis.

- Apply the analysis to both the tax dollars involved and
the underlying net assets of the entities.

- Discount (but do not ignore) any one-time tax benefits/
detriments that are observed.
- Compare the effective tax rates of the entities.

REFOCUS ON THE BIG PICTURE

TAXES ON THE FINANCIAL STATEMENTS

Raymond Jones should understand that the tax expense reported on the company’s
financial statements and the tax payable on the company’s income tax returns often
differ as a result of differences in the reporting entities used in the calculation and
the different accounting methods used for book purposes and tax purposes. The use
of different accounting methods may result in both temporary and permanent differ-
ences in financial statement income and taxable income. Examples of permanent dif-
ferences include nontaxable income such as municipal bond interest and tax credits.
Temporary differences include depreciation differences and other amounts that are
affected by the timing of a deduction or an inclusion, but they ultimately result in the
same amount being reflected in the financial statements and income tax returns.
Permanent differences such as municipal bond interest cause Arctic’s book income
to be greater than its taxable income. In calculating the tax expense shown on the finan-
cial statements, Arctic’s book income must be adjusted for these permanent differences.
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This results in an effective tax rate for financial statement purposes (30.8 percent)
that is below the top U.S. statutory corporate income tax rate of 35 percent.

In this case, Arctic’s income tax expense of $7.7 million is higher than the current
Federal income tax payable. This results from timing differences and creates a $1.05
million deferred tax liability that is reported on the company’s balance sheet. Unlike
other liabilities, deferred tax liabilities are “good” in the sense that they represent an
amount that may be paid to the government in the future rather than today.

What If?

Mr. Jones is concerned about a newspaper article that said that companies report-
ing less tax on their tax returns than on their financial statements were cheating
the IRS. Is this an accurate assessment?

While differences in income taxes payable to the IRS and financial tax expense
can result from aggressive and illegal tax shelters, differences also result from dif-
ferent methods of accounting that are required for financial statement reporting
using GAAP and tax laws enacted by Congress.

Suggested Readings

Cheryl Anderson, “Creating Value in the Corporate Tax Function Through Benchmarking,” AICPA
Tax Adviser, September 2008.

J. O. Everett, C. J. Hennig, and W. A. Raabe, Schedule M-3 Compliance, 2nd ed., Commerce
Clearing House, 2008.

J. Richard Harvey, “Schedule UTP—Why So Few Disclosures?” Tax Notes, April 1, 2013.
C.J. Hennig, W. A. Raabe, and J. O. Everett, “FIN 48 Compliance,” AICPA Tax Adviser, January 2008.
Floyd Norris, “The Islands Treasured by Offshore Tax Avoiders,” Wall Street Journal, June 5, 2014.
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Problems

1. [LO.2 Ovate, Inc., earns $140,000 in book income before tax and is subject to a 35%

marginal Federal income tax rate. Ovate records a single temporary differ-

ence: Warranty expenses deducted for book purposes are $8,000, of which only

$2,000 are deductible for tax purposes. Determine the amount of Ovate’s deferred
tax asset or liability.

2. [LO.3 Ton Corporation reports an income tax expense/payable for book purposes
of $200,000 and $250,000 for tax purposes. According to Ion’s management
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and financial auditors, Ton will only be able to use $30,000 of any deferred tax asset,
with the balance expiring. Determine the amount of Ton’s deferred tax asset and val-
uation allowance from this year’s activities.

3. [LO.4 RadioCo, a domestic corporation, owns 100% of TVCo, a manufacturing facil-
ity in the European country Adagio. TVCo has no operations or activities in
the United States. The U.S. tax rate is 35%, and the Adagio tax rate is 15%.

For the current year, RadioCo earns $200,000 in taxable income from its U.S.
operations. TVCo earns $800,000 in taxable income from its operations, pays
$120,000 in taxes to Adagio, and makes no distributions to RadioCo. Determine
RadioCo’s effective tax rate for book purposes with and without the permanent rein-
vestment assumption of ASC 740-30 (APB 23).

4. [LO.2 Prance, Inc., earns pretax book net income of $800,000 in 2014. Prance

acquires a depreciable asset in 2014, and first-year tax depreciation exceeds

book depreciation by $80,000. Prance reported no other temporary or permanent
book-tax differences. The pertinent U.S. tax rate is 35%.

a. Compute Prance’s total income tax expense, current income tax expense, and
deferred income tax expense.

b. Determine the 2014 end-of-year balance in Prance’s deferred tax asset and
deferred tax liability balance sheet accounts.

5. [LO.1 Evaluate the following statement: For most business entities, book income dif-  Ethics and Equity
fers from taxable income because “income” has different meanings for the
users of the data in the income computation.

6. [LO.1 Parent, a domestic corporation, owns 100% of Block, a foreign corporation, and

Chip, a domestic corporation. Parent also owns 45% of Trial, a domestic corpora-

tion. Parent receives no distributions from any of these corporations. Which of these enti-

ties’ net income is included in Parent's income statement for current-year financial
reporting purposes?

7. [LO.1 Parent, a domestic corporation, owns 100% of Block, a foreign corporation,

and Chip, a domestic corporation. Parent also owns 45% of Trial, a domestic

corporation. Parent receives no distributions from any of these corporations. Which

of these entities’ taxable income is included in Parent’s current-year Form 1120, U.S.
income tax return? Parent consolidates all eligible subsidiaries.

8. [LO.1 Marcellus Jackson, the CFO of Mac, Inc., notices that the tax liability reported ~Communications
on Mac’s tax return is less than the tax expense reported on Mac’s financial
statements. Provide a letter to Jackson outlining why these two tax expense num-
bers differ. Mac’s address is 482 Linden Road, Paris, KY 40362.

9. [LO.1 Define the terms temporary difference and permanent difference as they per-  Issue ID
tain to the financial reporting of income tax expenses. Describe how these
two book-tax differences affect the gap between book and taxable income. How
are permanent and temporary differences alike? How are they different?

10. [LO.1 In no more than three PowerPoint slides, list several commonly encountered ~Communications
temporary and permanent book-tax differences. The slides will be used in
your presentation next week to your school’s Future CPAs Club.

11. [LO.2 Prance, in Problem 4, reports $600,000 of pretax book net income in 2015.

Prance’s book depreciation exceeds tax depreciation in this year by $20,000.

Prance reports no other temporary or permanent book-tax differences. Assuming

that the pertinent U.S. tax rate is 35%, compute Prance’s total income tax expense,
current income tax expense, and deferred income tax expense.

12. [LO.2 Using the facts of Problem 11, determine the 2015 end-of-year balance in
Prance’s deferred tax asset and deferred tax liability balance sheet accounts.

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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13.

14.

15.

16.

17.

Decision Making  18.

Communications

Issue ID  19.

Issue ID  20.

21.

LO.2 Mini, Inc., earns pretax book net income of $750,000 in 2014. Mini deducted

$20,000 in bad debt expense for book purposes. This expense is not yet
deductible for tax purposes. Mini records no other temporary or permanent differen-
ces. Assuming that the U.S. tax rate is 35%, compute Mini’s total income tax expense,
current income tax expense, and deferred income tax expense.

LO.2 Using the facts of Problem 13, determine the 2014 end-of-year balance in
Mini’s deferred tax asset and deferred tax liability balance sheet accounts.

LO.2 Mini, in Problem 13, reports $800,000 of pretax book net income in 2015.

Mini did not deduct any bad debt expense for book purposes but did deduct
$15,000 in bad debt expense for tax purposes. Mini records no other temporary or
permanent differences. Assuming that the U.S. tax rate is 35%, compute Mini’s total
income tax expense, current income tax expense, and deferred income tax
expense.

LO.2 Using the facts of Problem 15, determine the 2015 end-of-year balance in
Mini’s deferred tax asset and deferred tax liability balance sheet accounts.

LO.3 You saw on the online Business News Channel that YoungCo has “released

one-third of its valuation allowances because of an upbeat forecast for sales
of its tablet computers over the next 30 months.” What effect does such a release
likely have on YoungCo’s current-year book effective tax rate? Be specific.

LO.6 Jill is the CFO of PorTech, Inc. PorTech’s tax advisers have recommended

two tax planning ideas that will each provide $5 million of current-year
cash tax savings. One idea is based on a timing difference and is expected to
reverse in full 10 years in the future. The other idea creates a permanent differ-
ence that never will reverse.

Determine whether these ideas will allow PorTech to reduce its reported book
income tax expense for the current year. Illustrate in a table or timeline your prefer-
ence for one planning strategy over the other. Which idea will you recommend
to Jill?

LO.4 Underwood, the CFO of TechCo, Inc., has used ASC 740-30 (APB 23) to avoid

reporting any U.S. deferred tax expense on $50 million of the earnings of
TechCo’s foreign subsidiaries. All of these subsidiaries operate in countries with
lower tax rates than in the United States. Underwood wants to bring to the United
States $10 million in profits from these foreign subsidiaries in the form of dividends.
How will this profit repatriation affect TechCo’s book effective tax rate?

LO.4 Jaime, the CFO of BuildCo, Inc., has used ASC 740-30 (APB 23) to avoid

reporting any U.S. deferred tax expense on $100 million of the earnings of
BuildCo’s foreign subsidiaries. All of these subsidiaries operate in countries with
higher tax rates than the ones that apply under U.S. law. Jaime wants to bring home
$30 million in profits from these foreign subsidiaries in the form of dividends. How
will this profit repatriation affect BuildCo’s book effective tax rate?

LO.6 RoofCo reports total book income before taxes of $20 million and a total tax

expense of $8 million. FloorCo reports book income before taxes of $30 mil-
lion and a total tax expense of $12 million. The companies’ breakdown between
current and deferred tax expense (benefit) is as follows.

RoofCo FloorCo
Current tax expense $10.0 $13.0
Deferred tax benefit (2.0) (1.0)
Total tax expense 8.0 $12.0

RoofCo’s deferred tax benefit is from a deferred tax asset created because of differ-
ences in book and tax depreciation methods for equipment. FloorCo’s deferred tax
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benefit is created by the expected future use of an NOL. Compare and contrast these
two companies’ effective tax rates. How are they similar? How are they different?

22.LO.6 LawnCo and TreeCo operate in the same industry, and both report a 30% Communications
effective tax rate. Their book income and current, deferred, and total tax
expense are reported below.

LawnCo TreeCo
Book income before tax $500,000 $650,000
Current tax expense $200,000 $ 20,000
Deferred tax expense (benefit) (50,000) 175,000
Total tax expense $150,000 $195,000
Effective tax rate 30% 30%

ShrubCo is a competitor of both of these companies. Prepare a letter to Laura Col-
lins, VP-Taxation of ShrubCo, outlining your analysis of the other two companies’
effective tax rates, using only the preceding information. ShrubCo’s address is 9979
West Third Street, Peru, IN 46970.

23. [L0.6 HippCo and HoppCo operate in the same industry and report the following
tax rate reconciliations in their tax footnotes. Compare and contrast the effec-
tive tax rates of these two companies.

HippCo HoppCo
Hypothetical tax at U.S. rate 35.0% 35.0%
State and local taxes 27 39
Foreign income taxed at less than U.S. rate (12.5) (7.8)
Tax Court settlement on disputed tax issue _ 6.0 =
Effective tax rate 31.2% 31.1%

24. [LO.6 In the current year, Dickinson, Inc., reports an effective tax rate of 36%, and  Ethics and Equity
Badger, Inc., reports an effective tax rate of 21%. Both companies are domes-
tic and operate in the same industry. Your initial examination of the financial state-
ments of the two companies indicates that Badger apparently is doing a better job
with its tax planning, explaining the difference in effective tax rates. Consequently,
all else being equal, you decide to invest in Badger.

In a subsequent year, it comes to light that Badger had used some very aggres-
sive tax planning techniques to reduce its reported tax expense. After an examina-
tion by the IRS, Badger loses the tax benefits and reports a very large tax expense in
that year. Over this multiple-year period, it turns out that Dickinson had the lower
effective tax rate after all.

Do you believe Badger was ethical in not fully disclosing the aggressiveness of its
tax positions in its current financial statements? How does ASC 740-10 (FIN 48) affect
Badger’s disclosure requirement? Does ASC 740-10 (FIN 48) still leave room for ethi-
cal decision making by management in determining how to report uncertain tax
positions? Explain.

25. [LO.2 Phillips, Inc., a cash basis C corporation, completes $100,000 in sales for year
1, but only $75,000 of this amount is collected during year 1. The remaining
$25,000 from these sales is collected promptly during the first quarter of year 2. The
applicable income tax rate for year 1 and thereafter is 30%. Compute Phillips’s year

1 current and deferred income tax expense.

26. [LO.2 Continue with the results of Problem 25. Prepare the GAAP journal entries for
Phillips’s year 1 income tax expense.

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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27.

28.

29.

30.

31

32.

33.

LO.2 Britton, Inc., an accrual basis C corporation, sells widgets on credit. Its book

and taxable income for year 1 totals $60,000 before accounting for bad debits.
Britton’s book allowance for uncollectible accounts increased for year 1 by $10,000,
but none of the entity’s bad debts received a specific write-off for tax purposes. The
applicable income tax rate for year 1 and thereafter is 30%. Compute Britton’s year 1
current and deferred income tax expense.

LO.2 Continue with the results of Problem 27. Prepare the GAAP journal entries for
Britton’s year 1 income tax expense.

LO.2 Rubio, Inc., an accrual basis C corporation, reports the following amounts for
the tax year. The applicable income tax rate is 30%. Compute Rubio’s taxable
income.

Book income, including the items below $80,000
Increase in book allowance for anticipated warranty costs 5,000
Interest income from City of Westerville bonds 10,000
Bribes paid to Federal inspectors 17,000

LO.2 Continue with the results of Problem 29. Determine Rubio’s income tax
expense and GAAP income for the year.

LO.2 Willingham, Inc., an accrual basis C corporation, reports pretax book income
of $1.6 million. At the beginning of the tax year, Willingham reported no
deferred tax accounts on its balance sheet. It is subject to a 35% U.S. income tax rate
in the current year and for the foreseeable future.
Willingham’s book-tax differences include the following. Compute the entity’s
current and deferred income tax expense for the year.

Addition to the book reserve for uncollectible receivables (no specific

write-offs occurred) $4,000,000
Tax depreciation in excess of book 3,000,000
Book gain from installment sale of nonbusiness asset, deferred for tax 2,000,000
Interest income from school district bonds 200,000

LO.2 Continue with the results of Problem 31. Prepare the GAAP journal entries for
Willingham’s income tax expense.

LO.2 Relix, Inc., is a domestic corporation with the following balance sheet for

book and tax purposes at the end of the year. Based on this information,
determine Relix’s net deferred tax asset or net deferred tax liability at year-end.
Assume a 34% corporate tax rate and no valuation allowance.

Tax Book
Debit/(Credit) Debit/(Credit)
Assets
Cash $ 500 $ 500
Accounts receivable 8,000 8,000
Buildings 750,000 750,000
Accumulated depreciation (450,000) (380,000)
Furniture & fixtures 70,000 70,000
Accumulated depreciation (46,000) (38,000)
Total assets $ 332,500 $ 410,500
Liabilities
Accrued litigation expense $ —0— ($ 50,000)
Note payable (78,000) (78,000)
Total liabilities ($ 78,000 ($ 128,000)
Stockholders’ Equity
Paid-in capital (S 10,000) ($ 10,000)
Retained earnings (244,500) (272,500)
Total liabilities and stockholders’ equity ($ 332,500) ($ 410,500)
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34. [LO.2 Based on the facts and results of Problem 33 and the beginning-of-the-year
book-tax basis differences listed below, determine the change in Relix’s
deferred tax assets for the current year.

Beginning of Year

Accrued litigation expense $34,000
Subtotal $34,000
Applicable tax rate X 34%
Gross deferred tax asset $11,560

35. [LO.2 Based on the facts and results of Problem 33 and the beginning-of-the-year
book-tax basis differences listed below, determine the change in Relix’s
deferred tax liabilities for the current year.

Beginning of Year

Building—accumulated depreciation ($57,000)
Furniture & fixtures—accumulated depreciation (4,200)
Subtotal ($61,200)
Applicable tax rate X 34%
Gross deferred tax liability (520,808)

36. [LO.2 Based on the facts and results of Problems 33-35, determine Relix’s change in
net deferred tax asset or net deferred tax liability for the current year. Provide
the journal entry to record this amount.

37.[L0O.2 In addition to the temporary differences identified in Problems 33-306, Relix

reported two permanent differences between book and taxable income. Tt

earmed $2,375 in tax-exempt municipal bond interest, and it incurred $780 in nonde-

ductible meals and entertainment expense. Relix’s book income before tax is $4,800.
With this additional information, calculate Relix’s current tax expense.

38. [LO.2 Provide the journal entry to record Relix’s current tax expense as determined
in Problem 37.

39. [LO.2 Based on the facts and results of Problems 33-38, calculate Relix’s total provision
for income tax expense reported in its financial statements and its book net
income after tax.

40. [LO.2 Based on the facts and results of Problems 33-39, provide the income tax
footnote rate reconciliation for Relix.

41. [LO.2 Kantner, Inc., is a domestic corporation with the following balance sheet for

book and tax purposes at the end of the year. Based on this information,

determine Kantner’s net deferred tax asset or net deferred tax liability at year-end.
Assume a 34% corporate tax rate and no valuation allowance.

Tax Book
Debit/(Credit) Debit/(Credit)

Assets
Cash $ 1,000 $ 1,000
Accounts receivable 9,000 9,000
Buildings 850,000 850,000

Accumulated depreciation (700,000) (620,000)
Furniture & fixtures 40,000 40,000

Accumulated depreciation (10,000) (8,000)
Total assets $190,000 $ 272,000

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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42.

43.

44.

45.

46.

47.

48.

Tax Book
Debit/(Credit) Debit/(Credit)

Liabilities

Accrued warranty expense $ —0-— (5 40,000)
Note payable (16,000) (16,000)
Total liabilities ($ 16,000) ($ 56,000)
Stockholders’ Equity

Paid-in capital ($ 50,000) ($ 50,000)
Retained earnings (124,000) (166,000)
Total liabilities and stockholders’ equity ($190,000) ($ 272,000)

LO.2 Based on the facts and results of Problem 41 and the beginning-of-the-year
book-tax basis differences listed below, determine the change in Kantner’s
deferred tax assets for the current year.

Beginning of Year

Accrued warranty expense $30,000
Subtotal $30,000
Applicable tax rate X 34%
Gross deferred tax asset $10,200

LO.2 Based on the facts and results of Problem 41 and the beginning-of-the-year
book-tax basis differences listed below, determine the change in Kantner’s
deferred tax liabilities for the current year.

Beginning of Year

Building—accumulated depreciation ($62,000)
Furniture & fixtures—accumulated depreciation (400)
Subtotal ($62,400)
Applicable tax rate X 34%
Gross deferred tax liability ($21,216)

LO.2 Based on the facts and results of Problems 41-43, determine Kantner’s
change in net deferred tax asset or net deferred tax liability for the current
year. Provide the journal entry to record this amount.

LO.2 In addition to the temporary differences identified in Problems 41-44, Kant-

ner reported two permanent book-tax differences. It earned $7,800 in tax-
exempt municipal bond interest, and it reported $850 in nondeductible meals and
entertainment expense. Kantner’s book income before tax is $50,000. With this addi-
tional information, calculate Kantner’s current tax expense.

LO.2 Provide the journal entry to record Kantner’s current tax expense as deter-
mined in Problem 45.

LO.2 Based on the facts and results of Problems 41-46, calculate Kantner’s total
provision for income tax expense reported on its financial statement and its
book net income after tax.

LO.2 Based on the facts and results of Problems 41-47, provide the income tax
footnote rate reconciliation for Kantner.
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BRIDGE DISCIPLINE

1. Using publicly available resources, locate summary financial information for two
companies in the same industry. Compare and contrast the following items across
the two companies: debt-to-equity ratio, return on assets, return on equity, inventory
turnover ratio, and effective tax rate.

2. Using publicly available information, locate news or other items reporting financial ~Communications
analysts’ forecasts or other information regarding two different companies. Deter-
mine whether the analyst appears to use any tax information in the report. For
example, does the analyst use pretax or after-tax earnings in the analysis? Draft an e-
mail to your instructor describing your findings.

3. Using the annual reports or 10-Ks of two different public companies in the same Communications
industry, locate information regarding the compensation paid to their executives.
Prepare a table comparing the compensation levels (cash and noncash) of top exec-
utives across the two companies, and send the table to your instructor. Tllustrate the
relationship between executive compensation and company performance by com-
paring the compensation to other company information such as net income.

Internet
Activity

restrict your search to the Web, but include a review of newsgroups and general
reference materials, practitioner sites and resources, primary sources of the tax law,
chat rooms and discussion groups, and other opportunities.

Use the tax resources of the Internet to address the following questions. Do not %

Research Problem 1. Locate the web page of Citizens for Tax Justice. Find the report
“Corporate Taxpayers and Corporate Tax Dodgers, 2008-10.” In no more than four ~Communications
PowerPoint slides for your classmates, summarize the following.
+ Methodology, motivation, and background of the study.

+ Five notable companies, their book income and their effective Federal income tax
rates, and where those rates are zero or negative.

+ Five industries, their effective tax rates, and the dollar amounts of the tax subsidies
they receive.

+ Five notable companies, their effective domestic effective Federal income tax rate,
and the effective tax rate on their overseas profits.

Research Problem 2. Locate the most recent financial statements of two companies in
the same industry using the companies’ websites or the SEC’s website (www.sec.gov).
Perform a benchmarking analysis of the two companies’ effective tax rates, compo-
nents of the effective tax rate reconciliation, levels of deferred tax assets and liabilities,
and other relevant data. Summarize this information in an e-mail to your instructor.

Research Problem 3. Locate articles or other discussions regarding the key differences Communications
between ASC 740 (SFAS 109) and International Accounting Standard No. 12 (related
to income taxes). Summarize these key differences in an e-mail to your instructor.
Make certain you have found the most current information for this comparison. Pro-
vide the URL for each of your sources.

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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Communications Research Problem 4. Locate the financial statements of three different companies that
report information in the income tax footnote regarding uncertain tax positions under
ASC 740-10 (FIN 48). Create a schedule that compares and contrasts the changes in
uncertain tax positions reported by the three companies. E-mail the schedule to your
instructor.

Communications Research Problem 5. Locate the financial statements of three different companies.
Review the income tax footnote information on deferred tax assets (DTAs) and
deferred tax liabilities (DTLs). Create a schedule that compares and contrasts the
end-of-the year amounts of DTAs and DTLs, including any valuation allowances. E-
mail the schedule to your instructor.

Research Problem 6. Using publicly available resources, locate summary financial
information for two companies in the same industry. Compare and contrast the fol-
lowing items across the two companies: debt-to-equity ratio, return on assets,
shareholder yield, return on equity, inventory turnover ratio, and effective tax rate.
In your comparison, include the Federal, state/local, and international effective
rates for the entities. Summarize in one paragraph the key reasons why the effec-
tive tax rates are similar (or different).

Roger CPA Review Questions

1. Identify the correct answer about the purposes of Schedules M-1 and M-3:

Reconciles Book Income (Loss) with Distinguishes Between Permanent and
Income per Return Temporary Differences

a. Both Schedule M-1 and Schedule M-3 Neither Schedule M-1 nor M-3

b. Both Schedule M-1 and Schedule M-3 Schedule M-1 Only

C. Schedule M-1 Only Both Schedule M-1 and Schedule M-3

d. Both Schedule M-1 and Schedule M-3 Schedule M-3 Only

2. Kelsey Corp. is an accrual-basis, calendar-year domestic corporation which is not
part of a consolidated group. In the current tax year, Kelsey had over $10 million in
gross receipts and ended the year with $9 million in total assets. Which reconcilia-
tion schedule—M-1 or M-3—should Kelsey file along with its corporate tax return
for the current year?

a. Only Schedule M-1 can be filed.
b. Schedule M-3 is required.
c.  Depends on how many years the corporation has been in existence.
d.  Only Schedule M-1 is required, but Schedule M-3 may be elected instead.
3. Indicate for each of the following financial statement items whether it would cause

no adjustment or whether its absolute value would be either added to or subtracted
from net income per books when computing taxable income on the Schedule M-1:

Interest Expense

Municipal Bond Excess of Capital Losses Associated with Purchase
Interest Earned Over Capital Gains of Municipal Bonds

a. Subtracted from No adjustment No adjustment

b. Added to No adjustment Subtracted from

C. Subtracted from Added to Added to

d. Subtracted from No adjustment Added to
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4. Indicate for each of the following financial statement items whether it would cause
no adjustment or whether its absolute value would be either added to or subtracted
from net income per books when computing taxable income on the Schedule M-1:

Premiums Paid on Key Excess of Book vs. Tax Accrued Warranty
Employee Life Insurance Depreciation Expense

a. No adjustment No adjustment No adjustment

b. No adjustment No adjustment Subtracted from

C. Subtracted from Added to Subtracted from

d. Added to Added to Added to

5. Kookaburra Corp. reports net income per books of $575,000 for the current tax year.
Included in this amount are the following items:

Item Amount
Accrued vacation expense $50,000
Meals and entertainment expense 40,000
Depreciation expense 35,000
Inventory shrinkage (accrual based on a percentage of total sales) 5,000

Depreciation reported on the current year tax return is $40,000.
Considering only the above information, what is Kookaburra Corp.’s taxable
income for the current tax year?
a.  $655,000 c. $640,000
b.  $650,000 d.  $645,000

m For the latest in changes to tax legislation, visit www.cengagebrain.com.
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STRUCTURE OF THE
FEDERAL INCOME T AX

CHAPTER 4

Gross Income

CHAPTER 5

Business Deductions

CHAPTER 6

Losses and Loss Limitations

Part 2 introduces the components of the basic tax model. The gross income component, including
the effect of exclusions, the accounting period, and accounting methods, is presented. This
presentation is followed by an analysis of business deductions, including deductions that are allowed
and disallowed and the proper timing for such deductions. Tax provisions are addressed concerning
the amounts and timing of deductions that result from losses, including the use of carryovers and the

proper financial accounting treatment of the resulting tax amounts. 4
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0
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Explain the concepts of gross income and realization

LEARNING OBJECTIVES: After completing Chapter 4, you should be able to:

Explain and apply the tax provision that excludes

L0 and distinguish between the economic, accounting, L0.7 interest on state and local government obligations
and tax concepts of gross income. from gross income.
Lo Explain when the cash, accrual, and hybrid methods o Use the tax rules concerning the exclusion
= of accounting are used and how they are applied. ~ of leasehold improvements from gross
L03 Identify who should pay the tax on an item of ICOINC
= income. e Determine the extent to which life
Apply the statutory authority as to when to exclude insurance proceeds are excluded from gross
LO.4 . . income.
an item from gross income.
Apply the tax provisions on loans made at below- T D'escrlbe whe:n income must be reported from the
LO.5 e o discharge of indebtedness.
Determine the extent to which receipts can be il Describe the general tax consequences of property
L0.6 excluded under the tax benefit rule. transactions,
CHAPTER OUTLINE
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4-1a Components of the Tax Formula, 4-2 4-4a  Personal Services, 4-14

4-4b  Income from Property, 4-14
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4-2 Gross Income—What Is It?, 4-3 4-4c  Income Received by an Agent, 4-17

4-2a Concepts of Income, 4-3
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Income, 4-5 4-5a Imputed Interest on Below-Market Loans, 4-19
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4-5¢ Interest on Certain State and Local
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4-5d Improvements on Leased Property, 4-23
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TAX TALK The first nine pages of the Internal Revenue Code define income. The remaining
1,100 pages spin the web of exceptions and preferences. —wasse 6. Macuson
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JusT WHAT Is INCLUDED IN GROSS INCOME?

At the beginning of the year, Dr. Cliff Payne, age 27, opened his new dental practice as a personal service
corporation. The entity uses a December 31 year-end and the accrual method of accounting. During the
year, the corporation billed patients and insurance companies for $385,000 of dental services. At the end of
the year, $52,000 of this amount had not been collected. The entity earned $500 interest on a money market
account held at the local bank and another $500 interest on an investment in bonds issued by the Whitehall
School District.

Dr. Payne’s salary from his corporation is $10,000 per month. However, he did not cash his December
payroll check until January. To help provide funds to invest in the new business, Dr. Payne’s parents loaned
him $150,000 and did not charge him any interest. He also owns stock that has increased in value from
$7,000 at the beginning of the year to more than $25,000 at the end of the year.

Although Dr. Payne took several accounting classes in college, he would like your help in calculating the
correct amounts of his own gross income and the gross income of the corporation.

Read the chapter and formulate your response.




4-2

PART 2

Structure of the Federal Income Tax

he first step in computing an income tax liability is the determination of the

amount of income that is subject to tax. In completing that step, some of the fol-

lowing questions must be answered. We will address these and other concerns in
this chapter.

* What: What is income?

* When: In which tax period is the income recognized?

* Who: Who is taxed on the income?

4-1 THE TAX FORMULA

The basic income tax formula was introduced in Chapter 1 and summarized in
Exhibit 1.1. This chapter, together with Chapters 5 through 8, examines the elements
of this formula in detail. However, before embarking on a detailed study of the income
tax, a brief introduction of each component of the tax formula, which follows, is pro-
vided as an overview.

4-Ta Components of the Tax Formula

Income (Broadly Defined)

This includes all of the taxpayer’s income, both taxable and nontaxable. Although it
essentially is equivalent to gross receipts, it does not include a return of capital or bor-
rowed funds.

Exclusions

For various reasons, Congress has chosen to exclude certain types of income from
the income tax base. The principal income exclusions that apply to all entities
(e.g., life insurance proceeds received by reason of death of the insured and state
and local bond interest) are discussed later in this chapter, while exclusions that
are unique to individuals are addressed in Chapters 9 through 11.

Gross Income

Section 61 of the Internal Revenue Code provides the following definition of gress
income .

Except as otherwise provided in this subtitle, gross income means all
income from whatever source derived.

This language is based on the Sixteenth Amendment to the Constitution. The “except
as otherwise provided” phrase refers to exclusions.

Supreme Court decisions have made it clear that all sources of income are subject to
tax unless Congress specifically excludes the type of income received.

The starting point in all cases dealing with the question of the scope of
what is included in “gross income” begins with the basic premise that the
purpose of Congress was to use the full measure of its taxing power."

Uames v. US., 61-1 USTC 99449, 7 AFTR 2d 1361, 81 S.Ct. 1052 (USSC,

1961).
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CHAPTER 4 Gross Income

GLOBAL TAX ISSUES From “All Sources” Is a Broad Definition

When § 61 refers to “income from whatever
source derived,” the taxing authorities are reaching far
beyond the borders of the United States. Although one
interpretation of “source” in this context is type of income
(e.g., wages, interest, etc.), a broader interpretation revolves
around the place where the income is generated. In this
context, citizens and residents of the United States are
subject to taxation on income earned from sources both
inside and outside the country. This “worldwide income” tax

other countries also taxing income earned within their
borders, but mechanisms such as the foreign tax credit can
alleviate these tax burdens.

Recently, a few prominent U.S. corporations have
reorganized in other countries to avoid the higher
U.S. tax rates on income earned abroad. About 3,000
individuals undergo a tax-motivated renunciation of U.S.
citizenship every year. Chapter 16 discusses the Federal
government’s worldwide taxation of the income of a

43

base can cause potential double taxation problems, with U.S. person.

While it is clear that income is to be broadly construed, the statutory law fails to pro-
vide a satisfactory definition of the term and lists only a small set of items that are specif-
ically included in income, including:

* Compensation for services.

* Business income.

* Gains from sales and other disposition of property.

* Interest.

* Dividends.

* Rents and royalties.

* Certain income arising from discharge of indebtedness.

* Income from partnerships.

Deductions

Generally, all ordinary and necessary trade or business expenses are deductible by tax-
paying entities. Such expenses include the cost of goods sold, salaries, wages, operating
expenses (such as rent and utilities), research and development expenditures, interest,
taxes, depreciation, amortization, and depletion.

As noted in Chapter 1, individuals can use two categories of deductions—deductions
Jfor AGI and deductions from AGI. In addition, individuals are unique among taxpaying
entities in that they are permitted to deduct a variety of personal expenses (i.e.,
expenses unrelated to business or investment), they are allowed a standard deduction if
this amount exceeds the deductible personal expenses, and they can claim a deduction
for personal and dependency exemptions.

Determining the Tax

Taxable income is determined by subtracting deductions (after any applicable limita-
tions) from gross income. The tax rates (located on the inside front cover of this text)
then are applied to determine the tax. Finally, tax prepayments (such as Federal income
tax withholding on salaries and estimated tax payments) and a wide variety of credits
are subtracted from the tax to determine the amount due to the Federal government or
the refund due to the taxpayer.

4-2 GROSS INCOME—WHAT IS IT?

4-2a Concepts of Income

As noted above, Congress failed to provide in the Code a clear definition of income.
Instead, it was left to the judicial and administrative branches of government to deter-
mine the meaning of the term. As the income tax law developed, two competing

LO.1

Explain the concepts of gross
income and realization and
distinguish between the
economic, accounting, and
tax concepts of gross income.
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4-4 PART 2  Structure of the Federal Income Tax

FINANCIAL DISCLOSURE INSIGHTS What Does “Income” Mean to You?

Accountants use a definition of income that
relies on the realization principle.® Accounting income is
not recognized until it is realized. For realization to occur:

« An exchange of goods or services must take place between
the entity and some independent, external party, and

« The goods or services received by the entity must be
capable of being objectively valued.?

Thus, an increase in the fair market value of an asset before
its sale or other disposition is not sufficient to trigger the
recognition of accounting income. Similarly, the imputed

savings that arise when an entity creates assets for its own
use (e.g., feed grown by a farmer for his or her livestock) do
not constitute accounting income because no exchange has
occurred.

Business taxpayers often reconcile their annual income
computations for financial accounting and tax law purposes.
Taxpayers required to prepare audited financial statements
must explain in the footnotes to the statements (1) the
most important accounting principles used in computing
book income and (2) the most important tax elections and
other consequences of the tax law on earnings per share.

models of income were considered by these agencies: economic income and account-
ing income.

The term income is used in the Code but is defined very broadly. Early in the history
of our tax laws, the courts were required to interpret “the commonly understood mean-
ing of the term which must have been in the minds of the people when they adopted
the Sixteenth Amendment.”*

Economists measure income (‘economic income) by determining the change
(increase or decrease) in the fair market value of the entity’s assets (net of liabilities)
from the beginning to the end of the year. This focus on change in net worth as a meas-
ure of income (or loss) requires no disposition of assets. For individual taxpayers, one
then adds the value of the year’s personal consumption of goods and services (e.g.,
food, the rental value of owner-occupied housing, etc.).”

Trang's economic income is calculated by comparing her net worth at the end of the year (Decem-
ber 31) with her net worth at the beginning of the year (January 1) and adding her personal con-

1 sumption.
Fair market value of Helen’s assets on December 31 $220,000
Less liabilities on December 31 (40,000)

Net worth on December 31 $ 180,000
Fair market value of Helen’s assets on January 1 $200,000
Less liabilities on January 1 (80,000)

Net worth on January 1 (120,000)
Increase in net worth $ 60,000
Consumption

Food, clothing, and other personal expenditures $ 25,000

Imputed rental value of the home Helen owns and

occupies 12,000
Total consumption 37,000
Economic income $ 97,000

The tax law relies to some extent on net worth as a measure of income.® Potentially,
anything that increases net worth is income, and anything that decreases net worth is

See Henry C. Simons, Personal Income Taxation (Chicago: University of
Chicago Press, 1933), Chapters 2-3.

SComm. v. Glenshaw Glass Co., 55-1 USTC 99308, 47 AFTR 162, 348 U.S.
426 (USSC, 1955).

“See the American Accounting Association Committee Report on the
“Realization Concept,” The Accounting Review (April 1965): 312-322.
3Valuation is carried out in the local currency of the reporting entity.

“Merchants Loan and Trust Co. v. Smietanka, 1 USTC 942, 3 AFTR 3102, 41
S.Ct. 386 (USSC, 1921).
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CHAPTER 4 Gross Income

deductible (if permitted by statute). Thus, windfall income such as buried treasure
found in one’s backyard is taxable, under the theory that net worth has increased.” Like-
wise, a lender does not recognize gross income on receipt of loan principal repayments.
The lender’s investment simply changes from a loan receivable to cash, so net worth
does not change.

Because the strict application of a tax based on economic income would require tax-
payers to determine the value of their assets annually, compliance would be burdensome.
Controversies between taxpayers and the IRS inevitably would arise under an economic
approach to income determination because of the subjective nature of valuation in many
circumstances. In addition, using market values to determine income for tax purposes
could result in liquidity problems. That is, a taxpayer’s assets could increase in value but
not be easily converted into the cash needed to pay the resulting tax (e.g., increases in
the value of commercial real estate).® Thus, the IRS, Congress, and the courts have
rejected broad application of the economic income concept as impractical.

The Big Picture

Return to the facts of The Big Picture on p. 4-1. Dr. Payne’s portfolio has increased in value by more
than 250% during the tax year, and that additional value constitutes economic income to him. But
the Federal income tax law does not include the value increase in Dr. Payne’s gross income, even
though the taxpayer could convert some of those gains to cash through, say, a margin loan from
his broker.

4-2b Comparing Accounting and Tax Concepts of Income

Although income tax rules frequently parallel financial accounting measurement con-
cepts, differences do exist. Of major significance, for example, is the fact that
unearned (prepaid) income received by an accrual basis taxpayer often is taxed in the
year of receipt. For financial accounting purposes, such prepayments are not treated
as income until earned. Because of this and other differences, many corporations
report financial accounting income that is substantially different from the amounts
reported for tax purposes.

The Supreme Court provided an explanation for some of the variations between
accounting and taxable income in a decision involving inventory and bad debt
adjustments.

The primary goal of financial accounting is to provide useful information
to management, shareholders, creditors, and others properly interested;
the major responsibility of the accountant is to protect these parties from
being misled. The primary goal of the income tax system, in contrast, is
the equitable collection of revenue.... Consistently with its goals and
responsibilities, financial accounting has as its foundation the principle of
conservatism, with its corollary that “possible errors in measurement
[should] be in the direction of understatement rather than overstatement
of net income and net assets.” In view of the Treasury’s markedly differ-
ent goals and responsibilities, understatement of income is not destined
to be its guiding light....

Financial accounting, in short, is hospitable to estimates, probabilities,
and reasonable certainties; the tax law, with its mandate to preserve the
revenue, can give no quarter to uncertainty.’

EXAMPLE

"Cesarini v. U.S., 69-1 USTC 99270, 23 AFTR 2d 69-997, 296 F.Supp. 3 8In Chapter 1, this was identified as a justification of the wherewithal to pay

(D.Ct. N.Oh., 1969), aff'd 70-2 USTC 99509, 26 AFTR 2d 70-5107, 428 F.2d concept.
812 (CA-6, 1970); Rev.Rul. 61, 1953-1 C.B. 17.

S.Ct. 773 (USSC, 1979).
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4-6 PART 2

Structure of the Federal Income Tax

4-2¢ Form of Receipt

Gross income is not limited to cash received. “It includes income realized in any form,
whether in money, property, or services. Income may be realized [and recognized],
therefore, in the form of services, meals, accommodations, stock or other property, as
well as in cash.”*°

Ostrich Corporation allows Cameron, an employee, to use a company car for his vacation. Cameron
realizes income equal to the rental value of the car for the time and mileage.

Donna is a CPA specializing in individual tax return preparation. Her neighbor, Jill, is a dentist. Each
year, Donna prepares Jill's tax return in exchange for two dental checkups. Jill and Donna both
have gross income equal to the fair market value of the services they provide.

Concept Summary 4.1

Gross Income Concepts

Taxable income is computed using a specific form of income market value and consumption, both of which would be
statement, i.e., one created by Congress. Taxable income can be difficult to apply on a short tax-filing deadline.

seen as similar but not identical to both economic income and

the income computation that is required by generally accepted
accounting principles (GAAP).

2. Many of the same accounting methods that are allowed
by GAAP also can be used in computing gross income
and tax deductions, as the tax law largely follows the

1. Economic income is not appropriate for computing taxable realization principle of financial accounting.
income. Economic income depends on annual measures of

YReg. § 1.61-1(a).

4-3 YEAR OF INCLUSION

4-33 Taxable Year

The annual accounting period or taxable year is a basic component of our tax system.
Generally, a taxpayer uses the calendar year to report gross income. However, a fiscal
year (a period of 12 months ending on the last day of any month other than December)
can be adopted if the taxpayer maintains adequate books and records."" This fiscal year
option generally is not available to partnerships, S corporations, and personal service
corporations (i.e., one performing services in health, law, engineering, architecture,
accounting, actuarial science, performing arts, or consulting).

Determining the tax year in which the income is recognized is important in determin-
ing the tax consequences of the income.

e With a progressive tax rate system, a taxpayer’s marginal tax rate can change from
year to year.

e Congress may change the tax rates.

e The relevant rates may change because of a change in the entity’s status (e.g., a
proprietorship may incorporate).

e Several provisions in the Code require computations using the taxpayer’s income
for the year (e.g., the charitable contribution deduction).

* The taxpayer wants to reduce the present value of any tax that is owed. In this
regard, income recognition in a later year is preferred; the longer payment of the
tax can be postponed, the lower the present value of the tax.

11§ 441; Reg. § 1.441-1.
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CHAPTER 4 Gross Income 4-7

TAXIN THE NEWS Academy Awards Participants Have a Tax Problem

= Movie stars and other film industry luminaries The IRS has put Hollywood on notice that “movie stars
who appear at various awards ceremonies can receive “gift face the same obligation as ordinary Americans.” Thus, the
baskets” for participating in the event. The gift baskets might presenters must include the value of the basket contents in
include expense-paid vacations, pearls, chocolates, clothing, gross income.

and a variety of other items. The IRS has estimated that the
value of some of the baskets has exceeded $150,000.

4-3b Accounting Methods Lo2

The year in which an item of income is subject to tax often depends upon the accounting  Explain when the cash,
method the taxpayer employs. The three primary methods of accounting are (1) the cash  accrual, and hybrid methods
receipts and disbursements method, (2) the accrual method, and (3) the hybrid method. —©f accounting are used and
Most individuals use the cash receipts and disbursements method of accounting, while R appliad.
most larger businesses use the accrual method. Because the Regulations require the
accrual method for determining purchases and sales when inventory is an income-
producing factor,'? some businesses employ a hybrid method that is a combination of the
cash and accrual methods.
In addition to these overall accounting methods, specialized tax accounting methods
are available for certain items or transactions. For instance, a taxpayer may spread the
gain from an installment sale of property over the collection period by using the
installment method of income recognition. Contractors may either spread profits from
contracts over the period in which the work is done (the percentage of completion
method) or defer all profit until the year in which the project is completed (the
completed contract method) in limited circumstances.'?
The IRS can prescribe the accounting method to be used by the taxpayer. The IRS
holds broad powers to determine whether an accounting method clearly reflects
income.

If no method of accounting has been regularly used by the taxpayer, or if
the method used does not clearly reflect income, the computation of tax-
able income shall be made under such method as, in the opinion of the
Secretary ... does clearly reflect income.'

Cash Receipts Method

Under the cash receipts method , property or services received are included in the tax-
payer’s gross income in the year of actual or constructive receipt by the taxpayer or agent,
regardless of whether the income was earned in that year."” The income received need
not be reduced to cash in the same year. All that is necessary for income recognition is
that property or services received be measurable by a fair market value.'®

Thus, a cash basis taxpayer that receives a note in payment for services recognizes
gross income in the year of receipt equal to the fair market value of the note. However,
a creditor’s mere promise to pay (e.g., an account receivable), with no supporting note,
usually is not considered to have a fair market value.'” Thus, the cash basis taxpayer
defers income recognition until the account receivable is collected.

’Reg. § 1.446-1(c)(2)(0). accrued interest on a savings account. Under the doctrine of constructive
1388 453 and 460. receipt, the interest is taxed to a depositor in the year available, rather than
1ig 446(b) the year actually withdrawn. The fact that the depositor uses the cash basis

Is ) X of accounting for tax purposes is irrelevant. Reg. § 1.451-2.
YJulia A. Strauss, 2 B.T.A. 598 (1925). The doctrine of constructive receipt 16g, < 1.446-1(@)3) and (D0
holds that if income is unqualifiedly available although not physically in . cg § 1.440-1(a andtc B V- )
the taxpayer’s possession, it is subject to the income tax. An example is Bedell v. Comm., 1 USTC 4359, 7 AFTR 8469, 30 F.2d 622 (CA-2, 1929).
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4-8 PART 2  Structure of the Federal Income Tax

Finch & Thrush, a CPA firm, uses the cash receipts method of accounting. In 2014, the firm per-
forms an audit for Orange Corporation and bills the client for $5,000, which is collected in 2015. In
2014, the firm also performs an audit for Blue Corporation. Because of Blue’s precarious financial
position, Finch & Thrush requires Blue to issue an $8,000 secured negotiable note in payment of
the fee. The note has a fair market value of $6,000. The firm collects $8,000 on the note in 2015.
Finch & Thrush reports the following gross income for the two years.

2014 2015
Fair market value of note received from Blue $6,000
Cash received
From Orange on account receivable $ 5,000
From Blue on note receivable 8,000
Less: Recovery of capital -0- (6,000)
Total gross income $6,000 $ 7,000

Generally, a cash basis taxpayer recognizes gross income when a check is received
in payment for goods or services rendered in a business setting. This is true even if the
taxpayer receives the check after banking hours. But if the person paying with the
check requests that the check not be cashed until a subsequent date, the cash basis
income is deferred until the date the check can be cashed.'®

Certain taxpayers are not permitted to use the cash method of accounting. Specifi-
cally, the accrual basis must be used to report the income earned by (1) corporations
(other than S corporations), (2) partnerships with a corporate partner (other than an S
corporation), (3) business taxpayers that carry inventories, and (4) tax shelters. A num-
ber of other businesses still can use the cash method."”

* A farming business (other than certain corporations).
* A qualified personal service corporation (regardless of gross receipts level).

* A corporation or a partnership with a corporate partner that is not a tax shelter,
whose average annual gross receipts for all prior three-year periods are $5 million
or less.

* Certain small taxpayers that carry inventories.*’

TAX PLANNING STRATEGIES Cash Receipts Method

FRAMEWORK FOCUS: INCOME

Strategy: Postpone Recognition of Income to Achieve Tax Deferral.

FRAMEWORK FOCUS: TAX RATE

Strategy: Shift Net Income from High-Bracket Years to Low-Bracket Years.

The timing of income from services often can be con- As another example, before rendering services, a corpo-
trolled through the cash method of accounting. The usual rate officer approaching retirement may contract with the
lag between billings and collections (e.g., December’s bill- corporation to defer a portion of his or her compensation to
ings collected in January) can result in a deferral of some the lower tax bracket retirement years.

income until the last year of operations.

8Charles F. Kabler, 18 T.C. 31 (1952); Bright v. U.S., 91-1 USTC 950,142, 67 2ORev.Procs. 2002-28, 2002-1 C.B. 815; 2001-10, 2001-1 C.B. 272.
AFTR 2d 91-673, 926 F.2d 383 (CA-5, 1991).

1988 441, 448(a), 448, 471.
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CHAPTER 4 Gross Income 4-9

BRIDGE DISCIPLINE Bridge to Economics and Finance

Mi¥8  Nontaxable Economic Benefits

Home ownership is the prime example of economic income from capital that is not subject to
tax. If the taxpayer uses his or her capital to purchase investments but pays rent on a personal
residence, the taxpayer pays tax on the income from the investments but cannot deduct the
rent payment.

However, if the taxpayer purchases a personal residence instead of the investments, he or
she removes the investment income from the tax return but incurs no other form of gross
income. A homeowner “pays rent to himself,” but such rent is not subject to income tax. Thus,
the homeowner has substituted nontaxable for taxable income.

Tax Deferral

Because deferred taxes are tantamount to interest-free loans from the government, the defer-
ral of taxes is a worthy goal of the tax planner. However, the tax planner also must consider
the tax rates for the years the income is shifted from and to. For example, a one-year deferral
of income from a year in which the taxpayer’s tax rate was 28 percent to a year in which the
tax rate will be 35 percent would not be advisable if the taxpayer expects to earn less than a 7
percent after-tax return on the deferred tax dollars.

The taxpayer often can defer the recognition of income from appreciated property by post-
poning the event triggering realization (e.g., the final closing on a sale or exchange of prop-
erty). If the taxpayer needs cash, obtaining a loan by using the appreciated property as
collateral may be the least costly alternative. When the taxpayer anticipates reinvesting the
proceeds, a sale may be inadvisable.

Ira owns 100 shares of Pigeon Company common stock with a cost of $20,000 and a fair market
value of $50,000. Although the stock’s value has increased substantially in the past three years,
Ira thinks the growth cycle for the stock is over. If he sells the Pigeon stock, Ira will invest
the proceeds from the sale in other common stock. Assuming that Ira’s marginal tax rate on the
sale is 20%, he keeps only $44,000 [$50,000 — .20($50,000 — $20,000)] to reinvest. The alterna-
tive investment must substantially outperform Pigeon in the future for the sale to be beneficial.

Accrual Method

Under the Jaccrual method , an item generally is included in gross income for the year in
which it is earned, regardless of when the income is collected. The income is earned
when (1) all the events have occurred that fix the right to receive the income and (2)
the amount to be received can be determined with reasonable accuracy.*!

Generally, the taxpayer’s rights to the income accrue when title to property passes to
the buyer or the services are performed for the customer or client.** If the rights to the
income have accrued but are subject to a potential refund claim (e.g., under a product
warranty), the income is reported in the year of sale and a deduction is allowed in sub-
sequent years when actual claims accrue.®

Where the taxpayer’s rights to the income are being contested (e.g., when a contrac-
tor fails to meet specifications), gross income is recognized only when payment has
been received.?" If the payment is received before the dispute is settled, however, the

“Reg. § 1.451-1(a). ®Brown v. Helvering, 4 USTC 91222, 13 AFTR 851, 54 S.Ct. 356 (USSC,
2Lucas v. North Texas Lumber Co., 2 USTC 9484, 8 AFTR 10276, 50 S.Ct. ] ,1933)-
184 (USSC, 1930). *Burnet v. Sanford and Brooks, 2 USTC €636, 9 AFTR 603, 51 S.Ct. 150

(USSC, 1931).
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4-10 PART 2  Structure of the Federal Income Tax

10

court-made  claim of right doctrine requires the taxpayer to recognize the income in the
year of receipt.”

If Finch & Thrush in Example 5 uses the accrual basis of accounting, it recognizes
$13,000 (88,000 4+ $5,000) income in 2014, the year its rights to the income accrue.

Tangerine Construction, Inc, completes construction of a building at the end of the year and

presents a bill to the customer. The customer refuses to pay the bill and claims that Tangerine has

not met specifications. A settlement with the customer is not reached until the next year.
No gross income accrues to Tangerine until the second year.

Hybrid Method

The accrual method is used to determine sales and cost of goods sold. To simplify
record keeping, some taxpayers account for inventory using the accrual method but
use the cash method for all other income and deduction items. This approach, called
the [hybrid method , is used primarily by small businesses when the cash method other-
wise is not available.

4-3c Special Rules for Cash Basis Taxpayers

Constructive Receipt

Income that has not actually been received by the taxpayer is taxed as though it had
been received—the income is constructively received—under the following conditions.

¢ The amount is made readily available to the taxpayer.

* The taxpayer’s actual receipt is not subject to substantial limitations or
restrictions.

The rationale for the constructive receipt doctrine is that if the income is available,
the taxpayer should not be allowed unilaterally to postpone income recognition. For
instance, a taxpayer is not permitted to defer income for December services by refusing
to accept payment until January.

Rob, a physician, conducts his medical practice as a sole proprietorship. Rob is also a member of a
barter club. This year, Rob provided medical care for other club members and ea