
“Principles of taxation”.

: Tax Research

Topic Objective:

At the end of this topic student would be able to:

 Describe the steps in the tax research process.

 Explain how the facts influence the tax consequences.

 Identify the sources of tax law and understand the authoritative value of each.

 Consult the tax services to research an issue.

Definition/Overview:

Tax: To tax is to impose a financial charge or other levy on an individual or a legal entity by a

state or a functional equivalent of a state (for example, secessionist movements or revolutionary

movements). Taxes are also imposed by many subnational entities. Taxes consist of direct tax or

indirect tax, and may be paid in money or as its labour equivalent (often but not always unpaid).

A tax may be defined as a "pecuniary burden laid upon individuals or property to support the

government [] a payment exacted by legislative authority."

Purpose and effects: Purposes and effects: Funds provided by taxation have been used by

states and their functional equivalents throughout history to carry out many functions. Some of

these include expenditures on war, the enforcement of law and public order, protection of

property, economic infrastructure (roads, legal tender, enforcement of contracts, etc.), public

works, social engineering, and the operation of government itself. Most modern governments

also use taxes to fund welfare and public services. These services can include education systems,

health care systems, pensions for the elderly, unemployment benefits, and public transportation.

Energy, water and waste management systems are also common public utilities. Colonial and

modernizing states have also used cash taxes to draw or force reluctant subsistence producers

into cash economies. Governments use different kinds of taxes and vary the tax rates. This is

done to distribute the tax burden among individuals or classes of the population involved in
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taxable activities, such as business, or to redistribute resources between individuals or classes in

the population. Historically, the nobility were supported by taxes on the poor; modern social

security systems are intended to support the poor, the disabled, or the retired by taxes on those

who are still working. In addition, taxes are applied to fund foreign and military aid, to influence

the macroeconomic performance of the economy (the government's strategy for doing this is

called its fiscal policy - see also tax exemption), or to modify patterns of consumption or

employment within an economy, by making some classes of transaction more or less attractive.

Key Points:

1. Overview of Tax Research.

 Tax research can be conducted in a number of different settings. Tax research involves solving a

specific tax-related question using a number of tax law sources as they apply to the particular

situation.

 Client-oriented research is conducted by accounting and law firms for the benefit of their clients.

It involves determining the tax consequences of a certain transaction for a given client. It is

performed in

 Closed-fact or tax compliance situations.

 Open-fact or tax-planning situations.

 Academic settings. Tax policy research may be conducted by individuals in an academic setting

(e.g., accounting programs, law schools, economics departments, etc.).

2. Steps in the Tax Research Process.

 When doing tax research in the context of tax planning or just in engaging in tax planning, the

emphasis should be placed on the circular nature of the tax research process. It often requires the

determination of different facts, restatement of the research question, or reliance on additional

authorities. however, six basic steps to the tax research process:

o Determine the facts.
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o Identify the issues (questions).

o Locate the applicable authorities.

o Evaluate the authorities and choose those to follow where the authorities conflict.

o Analyze the facts in terms of the applicable authorities.

o Communicate conclusions and recommendations to the client.

 A professional needs to keep a number of points in mind.

 The objective is not to minimize taxes per se but rather to maximize the after-tax return.

 One does not engage in unilateral transactions; thus, the tax ramifications to all parties to the

contract are relevant.

 Taxes are but one cost of doing business.

 The time for tax planning is not restricted to when one enters into an investment, contract, and

other arrangement, but rather the time extends throughout the life of the activity.

 Tax research often involves a "gray area;" that is, one that does not have a clear-cut,

unequivocally correct solution. The issue should be pursued through the use of a specifically

tailored set of detailed questions. Tax research may also involve determining which issues need

to be researched. It requires a fairly extensive knowledge of tax law to be able to determine

which issues need to be researched.

 A tax advisor should always bear in mind the financial accounting implications of proposed

transactions. An answer that may be desirable from a tax perspective may not always be

desirable from a financial accounting perspective. Success in any tax practice, especially at the

managerial level, requires consideration of both sets of objectives and orientations.

2. Importance of the Facts to the Tax Consequences.

 The importance of a particular set of facts to the tax results should be emphasized. Three

illustrations are presented for class discussion. These illustrations should naturally lead into a

discussion of how a factual situation can be designed to meet the statutory requirements.
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3. The Sources of Tax Law.

 The term "tax law" generally encompasses much more than just the tax statutes as enacted by

Congress. The law contains very general language that requires interpretation, both

administrative and judicial. Administrative interpretations include Treasury Regulations,

revenue rulings and revenue procedures. Judicial interpretations consist of court decisions. Tax

law also consists of committee reports issued by Congress during the legislative process.

 Legislative Process. All tax legislation must originate in the House of Representatives. Tax bills

are referred to the House Ways and Means Committee. After a bill is approved by the House

Ways and Means Committee, it moves to the floor of the House for consideration. If approved

by a majority of the House it moves to the Senate. After consideration by the Senate Finance

Committee, it moves to the Senate floor for approval. Usually the House and Senate bills will

not be in complete agreement. The bill will then go to a conference committee consisting of

members of both houses. A compromise will then be made between the two versions of the tax

bill. The compromise is then voted on by both houses of Congress and goes on to the President

for his signature or veto. Both houses of Congress generally hold extensive hearings at which

time interested parties are free to testify. The U.S. Government Printing Office publishes the

statements made at hearings. Committee reports explaining Congress's purpose in drafting

legislation are published by the U.S. Government Printing Office in the Cumulative Bulletin.

Committee reports are particularly useful in interpreting the law prior to issuance of Treasury

regulations.

 Internal Revenue Code. The Internal Revenue Code is the foundation of all tax law. It was first

codified in 1939. Recodified in 1954, it has now been named the Internal Revenue Code of

1986. Whenever the law is changed, old language is deleted and new language is added.

 Treasury Regulations. The Treasury Department issues Treasury Regulations as interpretations

of the statute. They provide examples complete with computations to assist in understanding

how IRC provisions are applied. Because statutory changes occur frequently, regulations are not

always updated in a timely manner. When referring to a regulation, the tax advisor should

consult the introductory note in order to determine when the regulation was adopted. Treasury

Regulations are first provided in proposed form and the public has an opportunity to comment

and suggest changes. Proposed regulations have no more authoritative weight than the position

the IRS argues for in a brief, but provide guidance on the Treasury Departments interpretation of
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a statute. Temporary regulations (which generally are effective upon publication) are often

issued soon after a major statutory change to provide guidance on procedural and computational

matters. Temporary regulations have the same authoritative value as final regulations; however,

they cannot remain temporary for more than a three-year period. Temporary regulations must be

issued concurrently with proposed regulations. Final regulations are drafted after the public has

had time to comment on the proposed regulations. Final regulations have the same authoritative

weight as the statute and generally take effect retroactive to the effective date of the statutory

language they interpret.

 For changes to the IRC enacted after July 29, 1996, the Treasury is generally precluded from

issuing regulations with retroactive effect. In the case of final regulations, however, a regulation

can be effective on the date proposed or the date on which temporary regulations are filed with

the Federal Register. Regulations issued within 18 months of the date of a change to the statute

can be issued with retroactive effect.

 Regulations may also be classified as either interpretative or legislative. Interpretative

regulations are issued under the general authority of Sec. 7805 and make the statutory language

easier to understand and apply. They provide illustrations about how to perform certain

computations. Legislative regulations provide rules on highly technical matters where Congress

has delegated the rulemaking to the Treasury Department (e.g., consolidated tax return issues).

 Section 7805 provides that the Secretary of the Treasury has the right to prescribe regulations

and to provide what extent they are to be applied retroactively. Occasionally, taxpayers can

successfully argue that a regulation is invalid and, consequently, should not be followed. This

will occur only if the courts find that the regulation is "unreasonable and plainly inconsistent

with the revenue statutes." Some courts apply the legislative reenactment doctrine, which holds

that regulations finalized many years earlier and not amended by Congress through changes to

the statutory language have Congressional approval.

 Regulations are cited as follows. Numbers before the decimal point indicate the general subject

matter of the regulation. Numbers to the right of the decimal place refer to the IRC section being

interpreted. Numbers to the right of that number indicate the number of the regulation.

Temporary or proposed regulations are cited as Temp. Reg. Sec. or Prop. Reg. Sec. When

providing a citation, the researcher should be as precise as possible
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 Administrative Pronouncements. There are a number of different means that the IRS uses for

interpreting the statute. After referring to the IRC and Treasury Regulations, tax advisors are

likely to refer next to IRS interpretations for further authority for answering a tax question.

 Revenue Rulings. Revenue rulings are used to indicate the tax status of a specific transaction,

which has wide taxpayer interest. They represent the viewpoint of the IRS and do not have as

much authority as federal court cases or regulations. Approximately one hundred rulings are

issued each year. A taxpayer does not have to follow a ruling if there is sufficient authority for

different treatment. An IRS agent is, however, bound by the rulings. Rulings are published

weekly in the Internal Revenue Bulletin (I.R.B.) and semiannually in the Cumulative Bulletin

(C.B.).

 Revenue Procedures. Revenue procedures usually deal with procedural aspects of tax practice.

They are first published in the Internal Revenue Bulletin and later in the Cumulative Bulletin.

 Letter Rulings. Letter rulings are initiated by taxpayers who ask the IRS to explain the tax

consequences of a particular transaction. The IRS responds in a letter ruling that can be relied on

only by the person requesting it. They provide insight into the current thinking of the IRS. CCH

publishes rulings with any confidential information deleted in a separate letter ruling service.

 Technical Advice Memoranda. When a taxpayer's return is being audited with respect to a

complicated, technical matter, the taxpayer may request that the matter be referred to the IRS

National Office in Washington, D.C. concerning the appropriate tax treatment. The answer is

issued in the form of a Technical Advice Memoranda, which is made available in the form of a

letter ruling.

 Information Releases. Information releases contain information about interpretations of general

interest and are released to the news media throughout the United States.

 Announcements and Notices. Information releases that are more technical and aimed at tax

practitioners are issued in the form of Announcements. Announcements are often issued before

temporary or proposed regulations can be issued. The IRS is bound by announcements and

notices in the same way as if contained in a revenue ruling.

 Judicial Decisions. Judicial decisions comprise an important source of tax law. Judicial

decisions in different jurisdictions are sometimes in conflict.

 Overview of the Court System. There are three trial courts - the U.S. Tax Court, the U.S. Court

of Federal Claims and the U.S. District Courts. Litigation may begin in any court, but precedent
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is an important factor in determining where it should begin. Cash flow also may be an important

factor. Taxes must be paid before litigation begins in the U.S. Court of Federal Claims or the

U.S. District Courts. After the taxes are paid, a claim for refund is filed which will be denied by

the IRS. A suit for refund is then brought and, if won, a refund with interest is obtained. A suit

may be brought in the Tax Court. If lost, the deficiency plus any interest and penalties must be

paid. The District Courts are the only place that a jury trial is possible. Decisions can be

appealed from the Tax Court and the U.S. District Courts to the Court of Appeals in the

taxpayer's circuit. Appeals from the U.S. Court of Federal Claims are taken to the Court of

Appeals for the Federal Circuit. A party who loses at the appellate level can ask the Supreme

Court for a writ of certiorari. The Supreme Court hears only about six to ten tax cases a year.

 U.S. Tax Court. The U.S. Tax Court originated in 1942 as the successor to the Board of Tax

Appeals. It is a court of national jurisdiction that hears only tax-related cases. All taxpayers,

regardless of their state of residence, may litigate in the Tax Court. It has 19 judges, including

one chief judge. The President, with the consent of the Senate, appoints the judges for a 15-year

term and may reappoint them for an additional term. The judges, specialists in tax-related

matters, periodically travel to roughly one hundred cities throughout the country to hear cases.

In most instances, only one judge hears a case.

 The Tax Court has a special policy in dealing with cases where the amount in question does not

exceed $50,000 a year (i.e., small cases). Taxpayers can represent themselves without an

attorney. The cases are heard by special commissioners instead of one of the Tax Court judges.

Decisions under this procedure cannot be appealed.

 The IRS has an acquiescence policy with regard to federal court decisions that have been decided

in the taxpayer's favor. If it wishes to go on record that it agrees with a federal court decision, it

acquiesces. If it wishes to disagree with a decision, it issues a nonacquiescence. This policy is

not followed in all federal court decisions. An acquiescence or nonacquiescence is binding on an

IRS agent. If a taxpayer is audited and has taken a position, which the IRS has issued a

nonacquiescence, litigation will likely be the only recourse for the taxpayer. IRS acquiescences

and nonacquiescences are published in the Internal Revenue Bulletins and Cumulative Bulletins.

 Regular decisions of the Tax Court are published by the U.S. Government Printing Office in a

bound volume known as the Tax Court of the United States Reports. Soon after a decision is
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made public, it is also published by RIA and CCH in their loose-leaf reporters of Tax Court

decisions.

 U.S. District Courts. Each state has a U.S. district court and more populous states have several

district courts. Many different types of cases are heard by this court and a taxpayer may request

a jury trial. District court decisions are officially reported in the Federal Supplement (F. Supp.)

published by West. Tax decisions are also published by RIA in the American Federal Tax

Reports (AFTR) and by CCH in the U.S. Tax Cases (USTC).

 U.S. Court of Federal Claims. The U.S. Court of Federal Claims, as reorganized in 1982 and

renamed in 1992, is a national court with decisions appealable to the Circuit Court of Appeals for

the Federal Circuit. U.S. Court of Federal Claims decisions were published in the Claims Court

Reporter by West Publishing Co from 1982 to 1992. These cases are now reported in the

Federal Claims Reporter (Fed. Cl.). In addition, the AFTR and USTC services report these tax

decisions.

 Circuit Courts of Appeal. Trial court decisions are appealable to a particular circuit court of

appeals depending upon where the litigation originated. In the case of an individual, it depends

upon the taxpayer's residence on the date of appeal. In the case of a corporation, it is the

principal place of business that controls. There are 11 geographical circuits, the circuit for the

District of Columbia and the Federal Circuit. New circuit court of appeals decisions are reported

officially in the Federal Reporter, Third Series (F.3d) published by West. In addition, AFTR and

USTC services report these decisions.

 Supreme Court. A decision of an appellate court can be appealed to the U.S. Supreme Court.

Unless the circuits are divided on the proper treatment of an issue or the issue is deemed of great

significance, the Supreme Court will not grant certiorari. Decisions of the Supreme Court are the

law of the land. If Congress does not agree with a Supreme Court decision, statutory language

can be amended to reach the desired result. Supreme Court decisions are published in the United

States Supreme Court Reports (U.S.) by the U.S. Government Printing Office, the Supreme

Court Reporter (S.Ct.) by West, and the United States Reports, Lawyers' Edition (L.Ed.) by

Lawyer's Co-Operative Publishing Co. In addition, the AFTR and USTC services report these

tax decisions.
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4. Precedential Value of Various Decisions.

 The Tax Court will generally rule uniformly for taxpayers. It is bound by Supreme Court

decisions. In 1970, the Golsen rule was adopted which mandates that the Tax Court will follow

decisions of the court for the circuit to which a case in question is appealable.

 U.S. district court decisions have precedential value only for subsequent cases heard in the same

district. District courts must follow decisions of the Supreme Court and the court of appeals to

which the case is appealable.

 The U.S. Court of Federal Claims must rule consistently with the Supreme Court, Circuit Court

of Appeals for the Federal Circuit and its own earlier decisions.

 A circuit court of appeals is bound by the Supreme Court and earlier decisions made by that

circuit.

 Because the courts are not always in agreement, a taxpayer can sometimes forum shop to select a

court that is likely to be most favorable to the taxpayer's position. You may wish to use the Stop

and Think materials at this point, which illustrate the importance of forum shopping.

 Tax Treaties. The United States has treaties with a number of foreign countries. The treaties may

pertain to tax and other matters. The provisions contained in a treaty in most cases override the

rules contained in the IRC.

 Tax Periodicals. Writings of tax experts in tax periodicals can provide useful insight into

provisions contained in the IRC, Regulations, cases, or rulings. Commentaries are secondary

sources of authority. Primary sources of authority are the IRC and administrative and judicial

interpretations. Only primary authorities should be cited.

5. Tax Services.

 Organizationally, there are two types of tax services: first, "annotated", and second, "topical".

An annotated tax service is organized by IRC section. The IRC-arranged subdivisions of this

service are likely to encompass several topics. A topical tax service is organized by broad topic.

The topically arranged subdivisions of this service are likely to encompass several IRC sections.

The principal annotated tax services are United States Tax Reporter and Standard Federal Tax

Reporter. The main topical services are Federal Tax Coordinator 2d, Law of Federal Income

Taxation (Mertens), Tax Management Portfolios, and CCH Federal Tax Service.
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 United States Tax Reporter. This tax service, published by RIA, comes in 18 income tax

volumes, two estate and gift tax volumes, and a single volume dealing with excise taxes. In

addition, there is a two volume IRC. The service is organized in IRC section order. There is a

topical index in Volume 1. The service contains verbatim the IRC and Treasury Regulations, an

editorial explanation and brief summaries of cases and rulings. Citations are provided to the full

text of each case and ruling. The summaries are categorized into fairly explicit topical areas.

The service is updated weekly. Recent developments are discussed in Volume 16 in a cross-

reference section. Paragraph numbers allow referencing between volumes.

 Standard Federal Tax Reporter. This tax service, published by CCH, is organized by IRC

section. Separate services are provided for income taxes, excise taxes, and estate and gift taxes.

This service reproduces the IRC and Treasury Regulations with commentary and provides

citations to other authorities. The service is updated weekly.

 Federal Tax Coordinator 2d. This tax service, published by RIA, is a loose-leaf publication

organized by broad tax topic. A topical index refers to the volume where a particular topic is

discussed. Another volume indexes where various IRC sections and Treasury Regulations are

discussed in the commentary volumes. The IRC and Treasury Regulations are reproduced in the

back of each volume in which they are discussed. References to citations appear in footnote

form at the bottom of the page. Current developments are published weekly and can be found in

the main body of the service.

 Law of Federal Income Taxation (Mertens). Published by Clark Boardman & Callaghan, this

service was originally edited by Jacob Mertens and is usually called Mertens by tax

practitioners. This service is cited by the courts with great regularity and is considered the most

authoritative service. The service is organized along broad topic areas. Commentary is in

narrative form and citations appear in footnotes. The service contains a topical index and tables

of IRC sections, Treasury Regulations and rulings, which indicate where in the service the

particular document is cited. The service is updated monthly and new material is filed in each

volume. A Current Materials volume contains in-depth articles on current developments as well

as monthly updates that complement the supplementary material. The IRC and Treasury

Regulations are reproduced in separate volumes. A rulings volume lists all rulings issued after

1953 by applicable IRC section. The current status of each ruling is also indicated in this

volume.
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 Tax Management Portfolios. BNA publishes a series of portfolios. Each discusses a narrow

issue of tax law in some depth. When a particular tax problem has been reduced down to a

relatively narrow issue, these portfolios can provide an additional research source. A master

binder provides a IRC section index and key word or topical index. Citations to authorities

appear in footnotes. Working Papers are provided containing committee reports, copies of tax

forms applicable to the portfolio, and sample language for making particular elections. There is

a bibliography and a list of references where relevant articles are listed. BNA portfolios are

updated a few times a year with pink sheets filed in the front of the portfolios. At times, to

reflect major changes in tax law, existing portfolios are revised and new portfolios are added.

The internet version of BNA portfolio is available on LexisNexis and the BNA Tax Management

Library.

 CCH's Federal Tax Service. The newest of the major tax services, CCH's Federal Tax Service, is

a multi-volume loose-leaf publication, which is organized into fairly broad topics. The IRC and

Treasury Regulations are reproduced separately from the commentary and analysis. The service

is updated twice a month to reflect current developments. A weekly newsletter is sent to

subscribers.

: Corporate Formations And Capital Structure

Topic Objective:

At the end of this topic student would be able to:

 Explain the tax advantages and disadvantages of using each of the alternative business forms.

 Apply the check-the-box regulations as they pertain to partnerships, corporations, and trusts.

 Determine the legal requirements for forming a corporation.

 Explain the requirements for deferring gain or loss upon incorporation.
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Definition/Overview:

Capital Structure: In finance, capital structure refers to the way a corporation finances its assets

through some combination of equity, debt, or hybrid securities. A firm's capital structure is then

the composition or 'structure' of its liabilities. For example, a firm that sells $20 billion in equity

and $80 billion in debt is said to be 20% equity-financed and 80% debt-financed. The firm's ratio

of debt to total financing, 80% in this example, is referred to as the firm's leverage. In reality,

capital structure may be highly complex and include tens of sources.

Key Points:

1. Organization Forms Available.

 Businesses can be conducted in one of several forms.

o Sole Proprietorships. A sole proprietorship is a business owned by one individual and

often is selected by individuals who are beginning a new business. The income and

expenses are reported on a Schedule C of Form 1040 since a sole proprietorship is not

a separate tax entity. All of the business assets are owned by the proprietor.

2. Partnerships.

A partnership is an unincorporated business carried on by two or more individuals or

other entities. A partnership is a tax reporting, non-taxpaying entity, which acts as a

conduit. All items of income, expense, gain, loss and credit flow through to the partners'

tax returns. A partnership must file a Form 1065 annually. Each partner receives a

Schedule K-1 (Form 1065), which provides the information that must be reported on the

partner's tax return. Only those partnerships maintaining a fiscal year under the Sec. 444

reporting period rules must make tax payments based on the amount of income deferral.
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 A partnership can be either a general partnership or a limited partnership. In a general

partnership, each partner has unlimited liability for partnership debts. In a limited partnership, at

least one partner must be a general partner, and at least one partner must be a limited partner.

Limited partners are liable only to the extent of their investment plus any amount that they

commit to contribute to the partnership if called upon.

 Tax Advantages. A partnership is exempt from taxation. Marginal tax rates of the individual

partners may be lower than the marginal corporate tax rate on the same income.

 No double taxation is inherent in the use of the partnership form. Profits are taxed only when

earned. Generally additional taxes are not imposed on withdrawals.

 Losses generally can be used to offset income from other sources.

 A positive basis adjustment is made when income is earned by the partnership and taxed to the

partners. This reduces the gain recognized when a sale or exchange of the partnership interest

occurs. No such basis adjustment occurs with a C corporation.

 Tax Disadvantages. All profits are taxed when earned even though reinvested in the business.

Marginal tax rates of the partners may be greater than the applicable marginal tax rate if the

income is taxed to a corporation.

 A partner is not an employee. Employment taxes must be paid on partner's self-employment

income from the partnership.

 Some tax-exempt fringe benefits are not available to partners.

 The partnership's taxable year generally must conform to that of its partners or be a calendar year

unless a special election is made to use a fiscal year.

3. Corporations.

 A C corporation is a separate taxpaying entity that is taxed at rates ranging from 15% to 35%. A

corporation must file a Form 1120 annually. Income may be taxed twice, once when earned by

the corporation and either when it is paid out as a dividend or when the stock is sold or

exchanged.

 Tax Advantages. A corporation is taxed at marginal tax rates of 15% on the first $50,000 of

taxable income and 25% on the next $25,000 of taxable income. These tax rates may be lower

than the shareholder's marginal tax rate. As long as earnings are not distributed and taxed to

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

13
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



both the shareholder and the corporation a tax savings may result. Personal service corporations,

personal holding companies and corporations accumulating earnings beyond the reasonable

needs of the business have special taxing provisions.

 Shareholders employed by the corporation are treated as employees for fringe benefit purposes.

As employees they are eligible to receive deductible salary payments. This allows them to adjust

their compensation (within limits) to cause the income to be taxed partly on the corporate return

and partly on the shareholders' returns, to minimize their overall tax liability.

 A C corporation is allowed to use a fiscal year. There are restrictions on using a fiscal year that

apply to personal service corporations unless a special election is made under Sec. 444 by the

corporation.

 Tax Disadvantages. Double taxation occurs when dividends are paid or the corporation's stock is

sold or exchanged.

 Shareholders can generally not withdraw money from the corporation without tax consequences.

Distributions are taxable as dividends to the extent of earnings and profits.

 Net operating losses can only be carried back or forward to offset income from other taxable

years. Losses cannot be used to offset the shareholder's personal income.

 Capital losses provide no benefit in the year that they are incurred. They can only be used to

offset capital gains.

4. S Corporations.

 S corporations are corporations that elect to be taxed as a partnership. Generally no tax is paid

by the corporation. Instead, all items of income, deduction, gain, loss and credit flow through to

the individual shareholders. Corporate rules apply unless overridden by the Subchapter S

provisions

 Tax Advantages. S corporations are generally exempt from taxation. The shareholders pay tax

at their marginal tax rates, which are generally lower than the C corporation's marginal tax rate.

 Losses flow through to shareholders and generally can be used to offset income earned from

other sources. Passive loss rules may limit loss deductions to shareholders.
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 Capital gains are taxed to individual shareholders as though they were earned by the individual.

An individual may be able to offset these gains with capital losses from other sources or have

them taxed at the 15% maximum rate applicable to individuals.

 Capital losses flow through separately to the shareholders and can be used to offset other capital

gains and to a limited extent ordinary income.

 Shareholders can contribute or withdraw money from the S corporation without adverse tax

consequence. Profits are taxed as earned. The earnings are generally not taxed a second time

when distributed as dividends.

 A positive basis adjustment is made when income is earned by the S corporation and taxed to the

shareholders. This reduces the gain recognized when a sale or exchange of the S corporation

stock occurs. No such basis adjustment occurs with a C corporation.

 Tax Disadvantages. All the corporation's profits are taxed when earned whether distributed or

not. Distributions generally are made to at least cover the taxes paid by the shareholders on their

share of the corporation's earnings.

 If the shareholders marginal tax rates exceed those for a C corporation, the capital that remains

for reinvestment may be reduced.

 Tax-free fringe benefits are generally not available to shareholders. When provided, they are

deductible by the corporation and taxable to the shareholder as compensation. Shareholders are

treated as employees for purposes of social security taxes.

 S corporation generally must select a calendar year as its tax year unless a special election is

made under Sec. 444 to use a fiscal year.

5. Limited Liability Company.

 A limited liability company (LLC) combines the best features of a partnership and corporation

even though it is neither. It is taxed like a partnership while providing the limited liability of a

corporation.

 Limited Liability Partnership. Many states also have statutes that allow a business to operate as

a limited liability partnership (LLP). This partnership form is particularly attractive to

professional service partnerships, such as public accounting firms. Under state LLP laws,
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partners are liable for their own acts and the acts of individuals under their direction. LLP

partners are not liable for the negligence or misconduct of other partners.

6. CHECK-THE-BOX REGULATIONS

 Unincorporated businesses are able to choose whether to be taxed as a partnership or

corporation. The rules are commonly referred to as "check-the-box" regulations. Treasury

Regulations provide that an unincorporated business with two or more owners is taxed as a

partnership unless it elects to be taxed as a corporation. An unincorporated business with one

owner may elect to be taxed as a corporation or be disregarded as a separate entity and be taxed

directly to the owner on a Schedule C. This election is not available to corporations, trusts, or

certain special entities such as a Real Estate Investment Trusts, Real Estate Mortgage Investment

Conduits, or Publicly Traded Partnerships.

 An eligible entity may affirmatively elect its classification on Form 8832 [Entity Classification

Election. If an entity makes an election to change its classification, it cannot again change its

classification by election during the 60 months following the effective date of the election.

There are tax consequences to the changing of classifications.

7. Legal Requirements for Forming a Corporation.

 The legal requirements for forming a corporation depend on the laws of the state in which the

corporation is incorporated. These laws provide for legal capital minimums, incorporation fee,

franchise tax, and corporate tax rules. Most corporations are incorporated in the state in which

they commence business. Articles of incorporation must be filed. A fee is charged for

incorporation and an annual franchise tax is collected.

8. Tax Considerations in Forming a Corporation.

 Property, money or services are transferred to the corporation in exchange for a debt or equity

interest. Tax consequences may occur for both the shareholder, debtholder, and the corporation
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: The Corporate Income Tax

Topic Objective:

At the end of this topic student would be able to:

 Apply the requirements for selecting tax years and accounting methods to various types of C

corporations.

 Compute a corporation's taxable income.

 Compute a corporation's income tax liability.

 Understand what a controlled group is and the tax consequences of being a controlled group.

Definition/Overview:

Corporate Tax: Corporate tax (or corporation tax) refers to a tax levied by various jurisdictions

on the profits made by companies or associations. It is a tax on the value of the corporations

profits.

Income Tax: An income tax is a tax levied on the financial income of people, corporations, or

other legal entities. Various income tax systems exist, with varying degrees of tax incidence.

Income taxation can be progressive, proportional, or regressive. When the tax is levied on the

income of companies, it is often called a corporate tax, corporate income tax, or profit tax.

Individual income taxes often tax the total income of the individual (with some deductions

permitted), while corporate income taxes often tax net income (the difference between gross

receipts, expenses, and additional write-offs).
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Key Points:

1. Corporate Elections.

 When a corporation is formed there are certain elections that must be made.

 Choosing a Calendar or Fiscal Year. A new corporation may select either a calendar or fiscal

year by filing its first tax return for the selected period. The corporation's tax year must be the

same as its annual accounting period that is used for financial accounting purposes.

 A corporation's first tax year may not cover a full 12-month period. In that case, a short-period

tax return must be filed. A corporation's final year may also cover a short period.

 Some corporation's may be restricted in their ability to select a tax year. A corporation that is a

member of an affiliated group of corporations that files a consolidated return must use the same

tax year as the group's parent corporation. A personal service corporation may elect to use

certain fiscal years even when there is no business purpose. A new PSC may elect to use a

September 30, October 31, or November 30 year-end provided that it meets minimum

distribution requirements to employee-owners during the deferral period.

 A personal service corporation (PSC) is defined for this purpose as a corporation whose principal

activity is the performance of personal services. A corporation is not a PSC unless its employee-

owners own more than 10% of the stock (by value) on any day of the year and the personal

services are substantially performed by the employee-owners.

 A corporation wishing to change its accounting period must secure the prior approval of the IRS

unless a change is specifically authorized under the Regulations. A request for change is filed on

Form 1128 on or before the fifteenth day of the second calendar month following the close of the

short period. The change will be granted if there is a substantial business purpose. A corporation

may change its tax year without the prior approval of the IRS if:

 the corporation has not changed its accounting period within the last ten years;

 the resulting short period does not have a net operating loss.

 the taxable income of the short period is, if annualized, at least 80% of the corporation's taxable

income for the tax year preceding the short period.

 the corporation had a special status (i.e. personal holding company or exempt status) for the short

period or the tax year prior to the short period, it has the same status for both tax years; and

 the corporation does not elect S corporation status in the year following the short period.
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2. Accounting Methods.

 A new corporation must select the method of accounting it will use to keep its books and

records. The same method must be used to compute financial accounting income and taxable

income.

 Accrual Method. Income is reported when earned and expenses are reported when incurred. C

corporations must use this method unless they come under one of the following exceptions.

 A family farming business.

 A qualified personal service corporation where substantially all of its activities involve the

performance of services in the fields of health, law, engineering, architecture, accounting,

actuarial science, performing arts, or consulting; and where substantially all of the stock is held

by current (or retired) employees performing the services, their estates, or (for 2 years only)

persons who inherited their stock from such employees.

 Corporations with gross receipts of $5 million or less for all prior tax years beginning after

December 31, 1985. See special rule for determining if the $5 million ceiling has been violated.

 S corporations. Cash Method. Income is reported when received and expenses are reported when

paid. This method may not be used if inventories are a material income-producing factor.

 Hybrid Method. The corporation uses the accrual method of accounting for sales, cost of goods

sold, inventories, accounts receivable, and accounts payable. The cash method of accounting is

used for all other income and expense items.

3. General Formula For Determining the Corporate Tax Liability.

 Each year a corporation is responsible for computing its regular tax liability. In addition, the

corporation may owe the alternative minimum tax and possibly either the accumulated earnings

tax or personal holding company tax. The total tax liability equals the sum of the two primary

corporate tax liabilities plus the amount of any special levies that are owed.
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4. Computing a Corporation's Taxable Income.

 Computing a corporation's taxable income is very similar to computing an individual's taxable

income.

 Differences Between Individual and Corporate Taxable Income. Outlines the computation of

corporate taxable income and the corporate income tax liability. Gross income is computed in

much the same way as for an individual. Review with the students the various types of income

on which a corporation is taxed. Some specific differences between individual and corporate

taxable income are discussed below. Sales and Exchanges of Property. Sales and exchanges of

property are treated the same for corporations as they are for individuals except for capital losses

and an additional 20% depreciation recapture that is required under Sec. 291. A corporation nets

all of its capital gains and losses together. Net long-term capital gains and net short-term capital

gains are included in gross income. Net capital losses cannot be deducted in the current year.

They can only be used to offset capital gains. Any excess losses must be carried back as short

term capital losses to the third previous year and then carried forward for five years. Any losses

that remain after the carryforward period are lost.

 If Sec. 1250 property is sold at a gain, the gain will be reported as ordinary income to the extent

that accelerated depreciation exceeds straight-line depreciation. This is known as "Sec. 1250

depreciation recapture." (The recognition of Sec. 1250 gain has been almost eliminated since the

MACRS rules were introduced in 1987 that restricted depreciation on realty to the straight-line

method.) A corporation must recapture as ordinary income an additional amount equal to 20%

of the additional ordinary income that would have been recognized on a sale, exchange, or other

disposition of the property if it had been Sec. 1245 property rather than Sec. 1250 property.

 Business Expenses. Deductions are allowed for ordinary and necessary business expenses. No

deductions are allowed for interest on amounts borrowed to purchase tax-exempt securities,

illegal bribes or kickbacks, fines or penalties imposed by a government, or insurance premiums

incurred to insure the lives of officers and employees when the corporation is the beneficiary.

When covering the nondeductible payments, consider covering the What Would You Do In This

Situation?
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5. Organizational Expenditures.

 Organizational expenditures must be capitalized unless an election is made under Sec. 248 to

amortize them. If the election is made a corporation can deduct the first $5,000 of organizational

expenditures. However, the corporation must reduce the $5,000 by the amount by which

cumulative organizational expenditures exceed $50,000, although the $5,000 cannot be reduced

below zero. The remaining organizational expenditures can be amortized over a 180-month

period beginning in the month it begins business. The election must be made in a statement

attached to the tax return for the year that includes the month in which the corporation

commenced to conduct business. If the election is not made, the organizational expenses cannot

be deducted until the corporation is liquidated.

6. Start-Up Expenditures.

 Start-up expenditures are ordinary and necessary business expenses that are paid or incurred to

investigate the creation or acquisition of an active trade or business, to create an active trade or

business, or to conduct an activity engaged in for profit or the production of income before the

time the activity becomes an active trade or business. The expenditures must be such that they

would be deductible if they were incurred in the conduct of a trade or business. Under Sec. 195,

a corporation may elect to deduct the first $5,000 of start-up expenditures. However, this

amount is reduced (but not below zero) by the amount by which the cumulative start-up costs

exceed $50,000. The remainder of the start-up costs can be amortized over a 180-month period

beginning in the month it begins business..

 Limitation on Deductions for Accrued Compensation. If a corporation accrues an obligation to

pay compensation, the payment must be made within 2 1/2 months after the close of the

corporation's tax year. Otherwise, the deduction cannot be taken until the year of payment.

 Charitable Contributions. Charitable contributions for corporations differ from the treatment

afforded individuals in three ways.

 Normally a charitable contribution is deductible in the year paid. Corporations, that use the

accrual method of accounting, may elect to take a charitable contribution deduction in the year

accrued if the board of directors authorizes the contribution in the year accrued, and the
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contribution is paid on or before the 15th day of the third month following the end of the tax

year.

 The amount deductible includes the amount of money or the fair market value of property

contributed in most instances. In the case of ordinary income property, the amount deductible is

limited to the property's fair market value minus the amount of ordinary income or short-term

capital gain that would have been recognized if the property were instead sold. In the case of

certain inventory (medical items or scientific research equipment) property, the amount

deductible is the property's adjusted basis plus one-half of the difference between the property's

adjusted basis and fair market value. The amount of the deduction cannot exceed twice the

adjusted basis. For tax years beginning after December 31, 2007 contributions of computer

software, computer or peripheral equipment, and fiber optics related to computers that are used

within the United States for educational purposes will be limited to the adjusted basis of such

property.

 If property is contributed by a corporation to a charity, corporations must comply with a new

substantiation requirement. If the contribution exceeds $500, the corporation must include with

its tax return a description of the property and any other information required by regulation. If

the contribution exceeds $5,000, a qualified appraisal must be obtained. If the contribution

exceeds $500,000 a qualified appraisal must be attached to the return. Failure to comply will

cause the deduction to be forfeited.

 A corporation's contribution deduction is limited to 10% of adjusted taxable income. Adjusted

taxable income is taxable income computed without regard to the charitable contributions, an

NOL carryback, a capital loss carryback or any dividends-received or dividends-paid deduction.

Contributions in excess of that limit can be carried forward for five years.

7. Special Deductions.

 Three types of special deductions are commonly encountered by C corporations. They are the

dividends-received deductions, NOL deductions and the U.S. production activities deduction.

 U.S. Production Activities Deduction. Corporations are allowed a U.S. production activities

deduction equal to a percentage times the lesser of (1) qualified production activities income for

the year or (2) taxable income before the U.S. production activities deduction. For 2007-2009
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the percentage is 6%; 2010 and thereafter the percentage is 9%. The deduction cannot exceed

50% of the corporations W-2 wages for the year. The deduction has the effect of lowering a

corporations marginal tax bracket about 1%.

 Qualified production activities income includes gross receipts from domestic production reduced

by cost of goods sold, directly allocable expenses and a ratable portion of other deductions not

directly allocable. Domestic production gross receipts include receipts from the lease, rental,

license, sale, exchange, or other disposition of qualified production property manufactured,

produced, grown, or extracted in whole or significant part within the United States, qualified film

production, or electricity, natural gas, or potable water produced within the United States. It also

includes construction performed in the United States and engineering or architectural services

performed in the United States for construction of projects in the United States. Domestic

production gross receipts do not include receipts from the sale of food and beverages the

taxpayer prepares at a retail establishment and do not apply to the transmission of electricity,

natural gas, or potable water.

8. Dividends-Received Deduction.

 The deduction is generally 70% or 80% of the amount of the dividend received. The deduction

percentage depends on the amount of the distributing corporation stock that is owned. The 70%

deduction applies if less than 20% of the distributing corporation's stock (as measured by voting

power and value) is owned. An 80% deduction is permitted if at least 20% of the voting power

or value is owned. Separate limitations are calculated for the 70% and 80% dividends-received

deductions. The dividends-received deduction is further limited to the lesser of 70% or 80% of

taxable income computed without regard to the dividends-received deduction, NOL deduction,

or capital loss carryback.

 A corporation that receives both dividends eligible for the 80% dividends-received deduction and

the 70% dividends-received deduction must reduce taxable income by the aggregate amount of

dividends eligible for the 80% deduction before computing the 70% deduction.

 Members of an affiliated group of corporations can take a 100% dividends-received deduction.

No limit exists on the amount of the 100% dividends-received deduction. If an affiliated group
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files a consolidated tax return, the recipient of the dividend does not claim the 100% dividend

received deduction because the intercompany dividend gets eliminated in the consolidation.

 No dividends-received deduction is generally allowed for dividends paid by foreign

corporations. A limited deduction may be allowed if the foreign corporation earns income by

conducting a trade or business in the United States. The dividends-received deduction is not

allowed for dividends received on any share of stock which the corporate shareholder held for 46

days or less during the 90-day period that begins 45 days before the stock becomes ex-dividend

with respect to the dividend.. The dividends-received deduction is not allowed to the extent that

the stock on which a dividend is paid is debt financed.

9. Net Operating Losses (NOLs).

 An NOL is the amount by which a corporation's deductions exceed its gross income. In

computing an NOL, no deduction is allowed for a carryover or carryback of an NOL from a

preceding or succeeding year. If the corporation has an NOL, it also would not be allowed a

U.S. production activities deduction because it has no positive taxable income. For tax years

beginning after August 5, 1997, an NOL may be carried back two years and forward 20 years.

Alternatively, the corporation may elect to forgo the carryback period.

10. The Sequencing of Deduction Calculations.

 The computation of the charitable contribution deduction, dividends-received deduction and

NOL deduction require the proper sequencing. The correct order for taking the deductions is:

(1) all deductions other than the charitable contributions deduction, the dividends-received

deduction, and the NOL deduction; (2) the charitable contributions deduction; (3) the dividends-

received deduction; (4) the NOL deduction and (5) the U.S. production activities deduction.

 Exceptions for Closely-held Corporations. Congress has placed certain limits on the rules

explained above to prevent abuse in situations where a corporation is closely held.

 Transactions Between a Corporation and Its Shareholders. A controlling shareholder is one who

owns more than 50% (in value) of the corporation's stock. Certain constructive ownership rules

apply. Special rules apply to transactions between a corporation and its controlling shareholders.
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 Gains on Sale or Exchange Transactions. Capital gain on the sale of property that is depreciable

by the purchaser is converted into ordinary income.

 Losses on Sale or Exchange Transactions. A deduction is denied for losses realized on a sale of

property by the corporation to a controlling shareholder or on a sale of property by the

controlling shareholder to the corporation. If the property is later sold to another party, gain will

be recognized only to the extent it exceeds the disallowed loss.

 Corporation and Controlling Shareholder Using Different Accounting Methods. A deduction is

denied for accrued expenses or interest owed by a corporation to a controlling shareholder or by

a controlling shareholder to a corporation when (1) the two parties use different accounting

methods and (2) the payee will include the accrued expense as part of gross income at a date that

is later than when it is accrued by the payor. The deduction may not be claimed until the day the

payee includes the payment in gross income.

11. Loss Limitation Rules.

 At-Risk Rules. If five or fewer individuals own more than 50% of the value of the outstanding

stock of a C corporation at any time during the last half of the corporation's tax year, it is subject

to the at-risk rules. .

 Passive Activity Limitation Rules. Personal service corporations and closely-held C

corporations may be subject to the passive activity limitations.

12. Computing A Corporation's Tax Liability.

 Once a corporation's taxable income has been computed, the next step is to calculate the tax

liability.

 Computing the Regular Tax. All C corporations (other than members of a controlled group of

corporations and personal service corporations) use the same tax rate schedule. A 5 percentage

point surcharge is imposed for corporations with taxable income between $100,000 and

$335,000. A 3 percentage point surcharge is imposed for corporations with taxable income

between $15,000,000 and $18,333,333. This provides a flat tax of 35% on corporations with

taxable income of $18,333,333 or more. For tax years beginning after 1987, personal service
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corporations are denied the benefit of the graduated corporate tax rates. All of the income of a

personal service corporation is taxed at a flat 35% rate.

: Corporate Nonliquidating Distributions

Topic Objective:

At the end of this topic student would be able to:

 Calculate current earnings and profits (E&P).

 Understand the difference between current and accumulated E&P.

 Determine the tax consequences of nonliquidating property distributions.

 Determine the tax consequences of stock dividends and the issuance of stock rights.

Definition/Overview:

Distribution: Distribution (or place) is one of the four elements of marketing mix. An

organization or set of organizations (go-betweens) involved in the process of making a product

or service available for use or consumption by a consumer or business user.

The other three parts of the marketing mix are product, pricing, and promotion.

Earnings before interest, taxes: Earnings before interest, taxes, depreciation and amortization

(EBITDA) is a non-GAAP metric that can be used to evaluate a company's profitability.

EBITDA = Operating Revenue Operating Expenses + Other Revenue

Its name comes from the fact that Operating Expenses do not include interest, taxes, or

amortization. EBITDA is not a defined measure according to Generally Accepted Accounting

Principles (GAAP) and thus can be calculated however a company wishes. It is also not a

measure of cash flow. EBITDA differs from the operating cash flow in a cash flow statement
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primarily by excluding payments for taxes or interest as well as changes in working capital.

EBITDA also differs from free cash flow because it excludes cash requirements for replacing

capital assets (capex). EBITDA is used when evaluating a company's ability to earn a profit, and

it is often used in stock analysis.

Key Points:

1. Nonliquidating Distributions in General.

 A shareholder must include in gross income as a dividend any nonliquidating distribution by a

corporation to the extent that it is out of earnings and profits (E&P). As a result of the 2003 Act,

qualified dividends received by a noncorporate shareholder in 2003 through 2010 are subject to a

maximum 15% tax rate. The distribution can be in money, securities, or any other property

except stock or stock rights of the distributing corporation. To the extent the distribution exceeds

E&P, it is a return of capital and reduces the shareholder's basis in his stock. To the extent that

the distribution exceeds the basis in the stock, the distribution is treated as a sale or exchange. If

the stock is a capital asset in the shareholders hands, the gain is capital in character.

2. Earnings and Profits.

 The term E&P is not specifically defined in the Code. Its meaning must be determined with

reference to judicial decisions, Treasury regulations, and some rules provided in the Code. The

purpose is to measure a corporation's economic ability to pay dividends.

3. Current E&P.

 E&P consists of two parts - current and accumulated E&P. Current E&P is calculated annually.

E&P is calculated annually for corporations making annual distributions at or near financial

statement net income. Most corporations never actually calculate E&P because it isnt a part of

the tax return, nor is it needed for a corporation with small distributions relative to retained

earnings. Accumulated E&P is the sum of undistributed current E&P for all tax years less
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distributions made out of accumulated E&P and prior year current E&P deficits. Distributions

come first from current E&P and then from accumulated E&P if current E&P is insufficient.

 Computing Current E&P. The starting point for computing current E&P is the corporation's

taxable income or NOL for the year. This must be adjusted to arrive at economic income or loss

(current E&P) for the year. Table C:4-1 lists some of the adjustments that must be made to

taxable income to derive current E&P.

 Income Excluded from Taxable Income but Included in E&P. Income that is specifically

excluded from gross income must be included in current E&P if it increases the corporation's

ability to pay a dividend and is not a contribution of capital.

 Income Deferred to a Later Period. Gains and losses on property transactions are generally

included in E&P when they are recognized for tax purposes. An exception is installment sales.

Gain is recognized in the year of sale for E&P purposes in the case of an installment sale.

 Income and Deduction Items That Must be Recomputed For E&P. Tangible personal property

must be depreciated using the alternative depreciation system for E&P purposes. Realty is

depreciated over 40 years using the straight-line method and mid-month convention. Other

adjustments must be made for percentage depletion, intangible drilling costs and the completed

contract method of accounting.

 Deductions Allowed For Taxable Income Purposes But Denied For E&P Purposes. Some

deductions claimed in computing taxable income are not allowed when computing E&P. These

include the dividends-received deduction, NOL carryovers, charitable contribution carryovers,

capital loss carryovers from other tax years, the U.S. production activities deduction and

amortization of organization expenses.

 Expenses and Losses Denied For Taxable Income Purposes But Allowed For E&P Purposes.

When computing E&P, federal income taxes are deductible in the year accrued or paid.

Charitable contributions are deductible without regard to the 10% limitation. Other deductible

items for E&P purposes are life insurance premiums on key employees, capital losses in excess

of capital gains, nondeductible expenses incurred in the production of tax-exempt income, losses

on sales to related parties, and nondeductible fines, penalties and political contributions.

 Distinction Between Current and Accumulated E&P. Nonliquidating distributions are treated as

coming first out of current E&P. When distributions exceed current E&P, current E&P is

allocated to those distributions on a pro rata basis regardless of when in the year the distributions
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were made. Distributions in excess of current E&P are deemed to come from accumulated E&P

in chronological order. Distributions in excess of accumulated E&P are treated as a return of

capital and reduce the shareholder's basis in their stock on a dollar-for-dollar basis (but not below

zero). These distributions do not create an E&P deficit. Deficits arise only because of losses.

4. Nonliquidating Property Distributions.

 Consequences of Nonliquidating Property Distributions to the Shareholders. Property is defined

as money, securities, and any other property except stock or stock rights of the corporation

making the distribution. When property is distributed to shareholders, the amount of the

distribution is generally the amount of money plus the FMV of any nonmoney property

received. Any liability assumed reduces the amount of the distribution, but not below zero. The

distribution is considered a dividend to the extent that it is out of E&P. The shareholder's basis

in the property is its FMV unreduced by liabilities assumed. The holding period begins on the

day after the distribution date.

5. Effect of Property Distributions on the Distributing Corporation.

 A corporation must recognize gain when it distributes property that has appreciated in value. A

loss will not be recognized on a nonliquidating distribution of property that has declined in

value. If distributed property is subject to a liability or the shareholder assumes a liability in

connection with the distribution, the FMV of the property is deemed to be at least equal to the

amount of the liability.

 The gain recognized is taxable to the corporation and results in an increase in E&P equal to the

E&P gain which is the excess of the propertys FMV over its adjusted basis for E&P purposes.

E&P gain may differ from the corporations recognized gain upon distribution. If the adjusted

basis of the noncash asset that is distributed equals or exceeds its FMV, E&P is reduced by the

assets adjusted basis. If the FMV of the asset that is distributed exceeds its adjusted basis, E&P

is reduced by the asset's FMV. In either case the E&P reduction is net of (1) any liability that the

asset is subject to or which is assumed by the shareholder in connection with the distribution, and

(2) the income taxes incurred on the gain recognized.
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6. Constructive Dividends.

 A constructive dividend is an indirect payment to a shareholder without the benefit of a formal

dividend declaration. They usually arise in the context of a closely held corporation.

7. Intentional Efforts to Avoid Dividend Treatment.

 Excessive salaries or loans to shareholders are often devices used to avoid dividend treatment

while benefiting the shareholder. They may be reclassified as a dividend, fully taxable to the

shareholder and not deductible by the corporation in computing its taxable income. With the

reduced rate on dividends in 2003 through 2010, the corporation will still lose the deduction on

reclassification, but the shareholder/employee will obtain a partially offsetting tax reduction on

the dividend, for example, from 35% on compensation to 15% on the dividend. Moreover, the

dividend will not be subject to incremental payroll taxes.

8. Unintentional Constructive Dividend.

 Shareholders are not always aware that the benefits that they are receiving are really constructive

dividends. When they are discovered by the IRS or a tax advisor, the books and records of both

the corporation and the shareholder will have to be adjusted. A CPA should always be an

advocate for his client if the question of whether a constructive dividend has been paid or not is

in doubt.

9. Loans to Shareholders.

 Loans to shareholders will be considered disguised dividends unless it can be shown that the loan

is bona fide and the shareholder intends to repay it. If inadequate interest is charged, interest is

imputed on the loan. The corporation will report interest income from the loan and the

shareholder may have a deduction for interest deemed paid. The imputed interest is treated as a

dividend paid to the shareholder, thereby resulting in no offsetting deduction for the corporation.
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10. Excessive Compensation Paid to Shareholder-Employees.

 Excessive compensation received by a shareholder-employee is generally treated as a dividend.

 Excessive Compensation Paid to Shareholders for the Use of Shareholder Property. Rents,

interest and royalties that are paid to shareholders which are excessive in amount are generally

recast as constructive dividends.

 Corporate Payments for the Shareholder's Benefit. If a corporation pays a shareholder's personal

obligation, the payment may be treated as a constructive dividend. Disallowed corporate

deductions may also be treated as constructive dividends.

 Bargain Purchase of Corporate Property. If a shareholder purchases property from a corporation

for less than its FMV, the discount amount may be treated as a constructive dividend.

 Shareholder Use of Corporate Property. If a shareholder is allowed to use corporate property

(e.g., an automobile, airplane or yacht) without paying adequate compensation to the

corporation, the FMV of such use (minus any amounts paid) may be a constructive dividend to

the shareholder.

11. Stock Dividends and Stock Rights.

 In 1919, the Supreme Court ruled in Eisner v. Macomber that a stock dividend was not income to

the shareholder because it took nothing from the property of the corporation and added nothing

to the property of the shareholder. This position is the general rule today with some exceptions

to circumvent certain tax-avoidance schemes. The dividend is taxable when a stock dividend has

the potential to change the shareholder's proportionate interest in the distributing corporation.

12. Tax-free Stock Dividends.

 If a stock dividend is nontaxable, the basis of the stock with respect to which the distribution is

made must be allocated between the old and new stock in proportion to their relative FMVs on

the distribution date. The holding period of the new shares includes the holding period of the old

shares.
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13. Tax-free Stock Rights.

 A distribution of stock rights is tax-free unless it has the potential to change the shareholders'

proportionate interests in the distributing corporation. If the value of the stock rights is less than

15% of the value of the stock with respect to which the rights were distributed, the basis of the

rights is zero unless the shareholders elect to allocate basis to those rights. If the value of the

rights is 15% or more of the value of the underlying stock, the shareholder must allocate the

basis of the stock between the stock and the stock rights based on the relative FMVs of the stock

and stock rights. If the stock rights are sold, gain or loss is measured by subtracting the allocated

basis of the rights (if any) from the sale price. If the rights are exercised, the basis allocated to

the rights is added to the basis of the stock purchased with those rights. If basis is allocated to

the rights and the rights are allowed to lapse, the allocated basis is returned to the underlying

shares. No loss can be claimed.

14. Effect of Nontaxable Stock Dividends on the Distributing Corporation.

 Nontaxable distributions of stock or stock rights have no effect on the distributing corporation.

The corporation does not recognize any gain or loss on the distribution and its E&P is

unaffected. You might note that, for financial accounting purposes, stock dividends do reduce

retained earnings.

15. Taxable Stock Dividends and Stock Rights.

 If the distribution is taxable, the amount of the distribution equals the FMV of the stock or stock

rights that are distributed on the distribution date. It is a dividend to the extent it is made out of

E&P.

In Section 2 of this course you will cover these topics:
Other Corporate Tax Levies
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Corporate Liquidating Distributions

Corporate Acquisitions And Reorganizations

You may take as much time as you want to complete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Other Corporate Tax Levies

Topic Objective:

At the end of this topic student would be able to:

 Calculate the corporation's alternative minimum tax liability (if any).

 Determine whether a corporation is a personal holding company (PHC).

 Calculate the corporation's PHC tax.

 Determine whether a corporation is liable for the accumulated earnings tax.

Definition/Overview:

Alternative Minimum Tax: Alternative Minimum Tax (AMT) is part of the Federal income tax

system of the United States. There is an AMT for those who owe personal income tax, and

another for corporations owing corporate income tax. Only the AMT for those owing personal

income tax is described here.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

33
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Key Points:

1. The Corporate Alternative Minimum Tax.

 The Tax Reform Act of 1986 enacted a new alternative minimum tax system for corporations

beginning after December 31, 1986. Actually, the corporate AMT produces little tax revenue, $3

billion in 2043 compared to $221.0 billion from the corporate income tax.

 Small C corporations are exempt from the alternative minimum tax for tax years beginning after

December 31, 1997. Once a C corporation qualifies as a small corporation, the AMT exemption

continues as long as its average gross receipts are $7.5 million or less for the three preceding tax

years.

 The exemption amount for corporations is $40,000. This exemption amount is reduced by 25%

of the amount by which AMTI exceeds $150,000.

 Tax preference items are listed on p. C:5-6. Tax preferences will always increase taxable

income.

 Adjustments require the recomputation of certain income, gain, deduction, and loss items and

may either increase or decrease taxable income.

 For 1990 and later tax years, a corporation is required to make a positive adjustment equal to

75% of the excess of its adjusted current earnings (ACE) over its pre-adjustment AMTI. ACE is

a concept based on the traditional earnings and profits definition found in Sec. 312. A negative

ACE adjustment also can be made when pre-adjustment AMTI exceeds ACE. The negative

adjustment is 75% of the excess of pre-adjustment AMTI over ACE, but not in excess of the

corporation's prior net positive ACE adjustments.

2. Minimum Tax Credit.

 The AMT is simply an acceleration of the payment of a corporation's income taxes. When a

corporation pays the AMT, it is allowed a credit that can be carried over and used to offset its

regular (income) tax liabilities in subsequent years. For corporations only, the amount of the

credit (MTC) equals the entire AMT amount paid. The minimum tax credit that can be used by a

corporation in a tax year equals the total of the net minimum taxes paid in all prior post-1986 tax

years minus the amount claimed as a minimum tax credit in those years. Use of available
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minimum tax credits in the current year is limited to the excess of (1) the corporation's regular

tax liability (minus all credits other than refundable credits) over (2) its tentative minimum tax).

3. Tax Credits and the AMT.

 A corporation is allowed to reduce its regular tax liability by any available credit. For most

corporations, the general business credit can be claimed only to the extent that the corporation's

regular tax liability exceeds its tentative minimum tax amount. You may also wish to discus

Financial Statement Implications found in the box.

4. Personal Holding Company Tax.

 A closely-held corporation that satisfies both the stock ownership test and the passive income

test is classified as a personal holding company for the tax year. A penalty tax is imposed to

prevent taxpayers from using closely-held corporations to shelter passive income. A PHC must

pay the greater of the regular corporate income tax or the corporate alternative minimum tax and

possibly the PHC penalty tax.

 A personal holding company is any corporation that has five or fewer individual shareholders

who own more than 50% of the corporation's outstanding stock at any time during the last half of

its tax year, and has personal holding company income (PHCI) that is at least 60% of its adjusted

ordinary gross income (AOGI) for the tax year. Corporations that retain special tax status

generally are excluded from the PHC definition. Among those excluded are S corporations and

tax-exempt organizations.

5. Stock Ownership Requirement.

 A corporation satisfies the PHC stock ownership requirement if more than 50% of the value of

its outstanding stock is directly or indirectly owned by five or fewer individuals at any time

during the last half of its tax year.
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6. Passive Income Requirement.

 A closely held corporation must also satisfy the passive income test to be classified a PHC. The

passive income test is met if at least 60% of the closely held corporation's adjusted ordinary

gross income (AOGI) for the tax year is personal holding company income (PHCI).

 Adjusted Ordinary Gross Income Defined. For most corporations AOGI equals the corporation's

gross income minus its Sec. 1231 and capital gains, and interest, property taxes and depreciation

connected with its rental income.

 The two exclusions, which should be emphasized, are the following:

 Adjusted income from rents (AIR) is included in PHCI unless the special exception applies for a

corporation whose earnings are predominantly rental income. PHCI does not include rents if (1)

AIR is at least 50% of AOGI and (2) the dividends-paid deduction equals or exceeds the amount

by which nonrental PHCI exceeds 10% of OGI.

 A series of adjustments must be made to taxable income to arrive at UPHCI.

 These adjustments attempt to convert taxable income into a better measure of income retained by

the business. In addition, a dividends-paid deduction can be claimed for cash and noncash

dividends paid during the year plus consent dividends.

 Calculating the Tax. The PHC tax is 15% times the UPCHI amount.

7. Avoiding the PHC Designation and Tax Liability Through the Use of Dividend

Distributions.

 Consent dividends are hypothetical dividends deemed paid to shareholders on the last day of the

corporation's tax year. Consent dividends permit a corporation to reduce its PHC tax liability

when it is prevented from making an actual distribution due to a lack of money. In addition to

consent dividends, five different types of actual cash or property dividends qualify for the

dividends-paid deduction.
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8. Current Year Dividends.

 A dividends-paid deduction, however, is not available for preferential dividends. Dividends are

preferential when the amount distributed to a shareholder exceeds his ratable share of the

distribution or the amount received by a class of stock is more or less than its rightful amount.

9. Throwback Dividends.

 Throwback dividends are distributions paid in the first 2 months after the close of the tax year.

Subject to a dollar limitation (i.e., 20% of dividends other than cash dividends paid during the

year), an election may be made to treat these dividends as a dividend distribution made in the

prior year for PHC tax purposes.

10. Liquidating Dividends.

 A dividends-paid deduction is available for liquidating distributions that are made by a PHC

within 24 months of the adoption of a plan of liquidation.

11. Deficiency Dividends.

 A corporation that determines that it owes the PHC penalty tax can avoid paying the tax by

electing to pay a deficiency dividend under Sec. 547. Under this procedure, an income tax is

levied on the dividend payment at the shareholder level instead of the payment of the PHC tax at

the corporate level. The shareholders include the deficiency dividend in their gross income for

the tax year in which it is received, not the tax year in which the PHC claims a dividends-paid

deduction.

 5Dividends Carryover. In addition, dividends that are paid in the preceding two tax years can be

used as a dividend carryover to reduce the amount of the current year's PHC tax liability. The

amount by which dividends eligible for the dividends-paid deduction exceeds UPHCI income for

the two preceding years can be carried forward and claimed as a dividends-paid deduction in the

current year.
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12. Accumulated Earnings Tax

 The accumulated earnings tax is a penalty tax assessed on corporations that accumulate income

beyond the reasonable needs of their business. An exemption of $250,000 of accumulated

earnings is permitted during the corporation's lifetime. The exemption is limited to $150,000 in

the case of certain service corporations.

13. Corporations Subject to the Penalty Tax.

 The accumulated earnings tax applies to every corporation used to avoid the income tax on

shareholders by permitting earnings and profits to accumulate instead of being divided or

distributed. The two primary exceptions are personal holding companies and S corporations.

 In theory, the penalty tax applies to all corporations. In practice, the tax applies to closely-held

corporations where management can utilize the corporate dividend policy to reduce the tax

liability of the shareholder group.

14. Proving a Tax-Avoidance Purpose.

 The accumulation of earnings and profits beyond the reasonable needs of the business indicates a

tax avoidance motive unless the corporation can prove that earnings are not being accumulated to

avoid taxes. Tax avoidance is indicated, for example, where there are loans made between the

shareholders and the corporation, investments are made that have no clear connection with the

business, or where there is a low dividend and wage payout accompanied by an accumulation of

earnings. Holding and investment companies are held to a stricter standard than are operating

companies.

15. Evidence Concerning the Reasonableness of an Earnings Accumulation.

 No single factor has been held to be indicative of an unreasonable accumulation of earnings and

profits. A discussion of some of these factors follows:

 Evidence of a Tax-Avoidance Motive.
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 Evidence of Reasonable Business Needs. Reasonable business needs include reasonably

anticipated needs of the business, Sec. 303 redemption needs, and excess business holdings

redemption needs. In order to show reasonable business needs, there must be a specific, definite,

and feasible plan for the use of accumulations.

 The Bardahl formula is used for determining working capital requirements.

 Determining the Accumulated Earnings Tax Liability. which should be used at this point to

illustrate the computation of the accumulated earnings tax liability. The tax is levied at a 15%

rate. The tax base can be reduced by making dividend distributions. Once the IRS or the courts

have determined that the accumulated earnings tax is owed, its payment cannot be avoided by

deficiency dividends.

16. Accumulated Taxable Income.

 The starting point for the accumulated taxable income calculation is the corporation's taxable

income. A series of positive and negative adjustments is then made in an attempt to convert

taxable income into a better measure of income retained by the business.

17. Dividends-Paid Deduction.

 The dividends-paid deduction is available for four types of distributions. These include

dividends paid during the tax year, throwback dividends, consent dividends and liquidating

distributions. The throwback dividend rules are mandatory unlike the PHC tax where it is

elective. No dividend carryover is available.

18. Accumulated Earnings Credit.

 The accumulated earnings credit does not offset the accumulated earnings tax liability on a

dollar-for-dollar basis. It serves to reduce the accumulated taxable income amount. Different

rules apply for operating companies, service companies, and holding or investment companies.
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19. Tax Planning Considerations

 Special AMT Elections.

o Two special elections are available under the AMT rules, which permit taxpayers to

defer the claiming of certain deductions for income tax purposes. An extended write-

off period applies to certain expenditures (e.g., research and experimental

expenditures) that would otherwise be tax preference items or adjustments. If this

extended write-off period is elected, the expenditures will not be a tax preference

item.

o A second election permits a taxpayer to elect to use the depreciation method generally

required for AMT purposes--the 150% declining balance method over the property's

class life for personality--in computing its regular tax liability.

 Eliminating the ACE Adjustment.

o C corporations are required to increase their AMTI by the amount of the ACE

adjustment. If the C corporation is closely-held, it can elect to be taxed under the S

corporation rules and this adjustment can be avoided. Avoiding the Personal Holding

Company Tax. Five types of tax planning can be used to avoid the PHC tax.

20. Making Changes in the Corporation's Stock Ownership.

 Additional stock can be sold to unrelated parties in order to avoid having five or fewer

shareholders owning more than 50% (in value) of the outstanding stock at any time during the

last half of the tax year.

21. Changing the Amount and Type of Income Earned by the Corporation.

 Several tax-planning options are available including adding additional operating activities,

changing the type of investment income earned, or adding additional passive income.
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22. Making Dividend Distributions.

 Dividends reduce the tax base used to levy the PHC tax. The inclusion in PHCI of certain

income forms (e.g., adjusted income from rents) can be avoided by paying enough dividends to

reduce the amount of other PHCI to below the maximum acceptable level. Some of these

dividends can be paid after year-end (e.g., throwback or consent dividends) in order to engage in

last-minute tax planning.

23. Making an S Election.

 S corporations are statutorily exempt from the tax. An S election is less attractive because the

individual tax rates are now generally above the corporate tax rates, but may avoid double

taxation of corporate earnings that are distributed as dividends.

24. Liquidating the Corporation.

 A PHC can be liquidated and the assets held by the shareholders. The liquidating distributions

are eligible for the dividends-paid deduction and can reduce the UPHCI amount. This election is

less attractive because the individual tax rates are now generally above the corporate tax rates,

but may avoid the penalty tax and avoid double taxation of the corporate earnings that are

distributed as dividends.

25. Avoiding the Accumulated Earnings Tax.

 The primary defense against this line of attack by the IRS is to document that the earnings

accumulations are necessary to meet the future capital needs of the business. The existence of

these plans must be documented each year. The plans should be as specific as possible and be

revised periodically. Completed projects must be documented and abandoned projects deleted

from the plan. A current timetable is also desirable. Transactions that are indicative of

unreasonable accumulations of earnings should be avoided. Corporations with a potential for

accumulated earnings problems may consider making an S election to eliminate accumulated

earnings tax problems on a prospective basis.
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: Corporate Liquidating Distributions

Topic Objective:

At the end of this topic student would be able to:

 Understand the difference between a complete liquidation and dissolution.

 Apply the general shareholder gain and loss recognition rules for a corporate liquidation.

 Determine the tax consequences to the liquidating corporation when the general liquidation rules

apply.

Definition/Overview:

Corporate Liquidations: A corporate liquidation should be considered at two levels, the

shareholder level and the corporate level. On the shareholder level, a complete liquidation can be

thought of as a sale of all outstanding corporate stock held by the shareholders in exchange for

all of the assets in that corporation. Like any sale of stock, the shareholder receives capital gain

treatment on the difference between the amount received by the shareholder in the distribution

and the cost or other basis of the stock. At the corporate level, the corporation recognizes gain or

loss on the liquidation in an amount equal to the difference between the fair market value and the

adjusted basis of the assets distributed.

Key Points:

1. The Shareholder.

 When a corporation is liquidated, the liquidating distribution is treated as an amount received in

exchange for the shareholder's stock. Gain or loss is recognized to the extent that money and the

FMV of property received exceeds the adjusted basis of the stock surrendered. The basis of

property received is its FMV on the liquidation date. Capital gains recognized after May 5, 2003

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

42
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



through 2010 are taxed at a maximum 15% rate as are qualified dividends in tax years 2003

through 2010.

2. The Corporation.

 Section 336 requires the liquidating corporation to recognize gain or loss on the distribution of

property to its shareholders. The gain or loss is the amount of gain or loss that would have been

recognized if the property were sold to the distribute. The tax attributes of the corporation

disappear on liquidation. The tax attributes of a controlled subsidiary generally carry over to its

parent corporation.

 Definition of a Complete Liquidation. The term "complete liquidation" as defined in Reg. Sec.

1.332-2(c) indicates that distributions made by a liquidating corporation must either completely

cancel or redeem all of its stock in accordance with a plan of liquidation or be one of a series of

distributions that completely cancels or redeems all of its stock in accordance with a plan of

liquidation. A distribution that is made before a plan of liquidation is adopted will generally be

taxed under the dividend distribution or stock redemption rules. A liquidation status exists when

the corporation ceases to be a going concern and its activities are merely for the purpose of

winding up its affairs, paying its debts, and distributing any remaining properties to its

shareholders. The retention of a nominal amount of assets does not prevent liquidation from

occurring under the tax rules.

 The liquidation of a corporation does not mean that the corporation has undergone dissolution.

Dissolution is a legal term that implies that the corporation has surrendered the charter it

received from the state. A corporation may complete its liquidation before surrendering its

charter to the state and undergoing dissolution. Dissolution may never occur if the corporation

retains its charter in order to protect the corporate name from being acquired by another party.

3. General Liquidation Rules.

 The liquidation rules are presented in two parts--the general liquidation rules, and the special

rules applying to liquidations of 80%-or-more-owned subsidiary corporations. The general

liquidation rules are divided into two parts--the effects of liquidating on the shareholders, and the

effects of liquidating on the corporation.
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4. Effects of Liquidating on the Shareholders.

 Amount of Recognized Gain or Loss.

o The amount received as a distribution in complete liquidation is treated as full

payment for the stock or debt that is surrendered. Gain or loss is measured as the

difference between the amount realized and the basis of the stock surrendered. Any

liabilities assumed or acquired reduce the amount realized.

 Impact of Accounting Method.

o A shareholder using the accrual method of accounting recognizes gain or loss when

all events have occurred that fix the amount of the liquidating distribution and the

shareholder is entitled to receive it upon surrender of his/her shares. A cash method

of accounting shareholder recognizes gain or loss when they are in actual or

constructive receipt of the distribution.

 Stock Is Acquired.

o A shareholder must compute gain or loss separately for each share or block of stock

owned.

5. Character of the Recognized Gain or Loss.

 Gain or loss is generally a capital gain or loss. For some individual shareholders, the loss may be

ordinary if the stock qualifies as small business corporation stock under Sec. 1244.

6. Basis of Property Received in the Liquidation.

 The basis of property received is its FMV on the date of distribution. The holding period starts

on the day after the distribution date.
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7. Effects of Liquidating on the Liquidating Corporation.

 Recognition of Gain or Loss When Corporation Distributes Property in Redemption of Stock.

Section 336(a) provides that gain or loss must be recognized by the liquidating corporation when

property is distributed in a complete liquidation. The amount and character of the gain or loss

are determined as if the property is sold to the distributee immediately before the distribution at

its FMV.

8. Liabilities Assumed or Acquired by the Shareholder.

 When liabilities assumed or acquired by the shareholder exceed the property's adjusted basis,

gain will be recognized at the time of the distribution in an amount equal to the greater of (1) the

liability assumed or acquired, or (2) the FMV of the property distributed, minus the property's

basis.

 Exceptions to the General Gain or Loss Recognition Rule. There are four exceptions to these

rules, which are listed below.

 No gain or loss is recognized by the liquidating corporation on the distribution of property to an

80% distributee in a complete liquidation of a subsidiary corporation to which Sec. 332 applies.

 No loss is recognized when a distribution of property is made to minority shareholders in a

complete liquidation of a subsidiary corporation to which Sec. 332 applies.

 No loss is recognized in connection with distributions of property to a related person if the

distribution is other than pro rata, or the property being distributed is a disqualified property.

 Losses are limited on the sale, exchange or distribution of properties acquired by the liquidating

corporation in a Sec. 351 transaction, or as a contribution to capital, where the acquisition of the

property by the liquidating corporation is part of a plan that has as its principal purpose the

recognition of a loss by the liquidating corporation.

9. Liquidation of a Controlled Subsidiary Corporation.

 The discussion of the controlled subsidiary exception is divided into three parts--the

requirements for using the exception, the effects of liquidating on the parent corporation, and the

effects of liquidating on the subsidiary corporation. Section 332(a) applies to the parent
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corporation and provides that no gain or loss is recognized when a controlled subsidiary

corporation is liquidated into its parent corporation. Sec. 337 permits the liquidating corporation

to recognize no gains or losses on the assets distributed to the parent corporation. Gains (but not

losses) are recognized on distributions made to shareholders holding minority interests.

10. Requirements.

 The following requirements must all be met for a liquidation transaction to come under the Sec.

332 nonrecognition rules: (1) The parent corporation must own at least 80% of the total

combined voting power of all classes of stock entitled to vote and 80% of the total value of all

classes of stock (other than certain nonvoting preferred stock issues) from the date on which the

plan of liquidation is adopted until receipt of the property of the subsidiary corporation; (2) the

property distribution must be in complete cancellation or redemption of all of the subsidiary

corporation's stock; (3) property distribution must occur within a single tax year or be one of a

series of distributions that are completed within three years of the close of the tax year during

which the first of the series of liquidating distributions is made.

11. Stock Ownership.

 The parent corporation must own 80% of the total combined voting power of all classes of stock

entitled to vote and 80% of the total value of all classes of stock (other than certain nonvoting

preferred stock issues) from the date on which the plan of liquidation is adopted until receipt of

the property of the subsidiary. The Sec. 318 attribution rules do not apply when determining if

the 80% minimum has been met.

12. Cancellation of the Stock.

 The subsidiary corporation must distribute its properties in complete cancellation or redemption

of all of its stock in accordance with a plan of liquidation. All property must be distributed under

the plan of liquidation. Retention of a nominal amount of properties to permit retention or sale

of the corporate name is permitted.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

46
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



13. Timing of Distributions.

 The distribution of all the subsidiary corporation's assets within one tax year of the liquidating

corporation, in complete cancellation or redemption of all its stock, is considered a complete

liquidation. The subsidiary corporation can carry out the plan of liquidation by making a series

of distributions that extend over a period of more than one tax year to cancel or redeem its stock.

A formal plan of liquidation must be adopted when the liquidating distributions extend beyond a

single tax year. A series of distributions must be competed within three years.

14. Effects of Liquidating on the Shareholders.

 Recognition of Gain or Loss.

o The Sec. 332(a) nonrecognition rules apply only to a parent corporation that receives

a liquidating distribution from a solvent subsidiary. They do not apply to a parent

corporation that receives a liquidating distribution from an insolvent subsidiary, to

minority shareholders who receive liquidating distributions, or to a parent corporation

that receives a payment to satisfy the subsidiary's indebtedness to the parent.

 Insolvent Subsidiary.

o The nonrecognition provisions do not apply to a parent corporation that receives a

liquidating distribution from an insolvent subsidiary. In such a situation, generally an

ordinary loss is recognized under Sec. 165(g)(3) in the amount of the adjusted basis

of the parent corporation's stock investment.

 Minority Shareholders.

o Liquidating distributions made to minority shareholders are taxed under the Sec. 331

general liquidation rules. These rules require the minority shareholders to recognize

gain or loss - which is generally capital - upon the redemption of their stock in the

subsidiary corporation.
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 Basis of Property Received.

o Basis of property received by the parent corporation is its basis in the hands of the

subsidiary corporation. Property received by minority shareholders has a basis equal

to its FMV because gain or loss is recognized by the minority shareholders upon

receipt of the liquidating distribution. Upon the liquidation of a foreign subsidiary a

special rule prevents the importation of built-in losses. Specifically, the parent takes

a FMV basis in each transferred property if the following three conditions are met:

(1) the parent is a U.S. corporation, (2) the liquidating subsidiary is a foreign

corporation, and (3) the aggregate adjusted basis of the transferred property exceeds

the aggregate FMV.

15. Effects of Liquidating On The Subsidiary Corporation.

 Recognition of Gain or Loss.

 No gain or loss is recognized by the liquidating corporation on the distribution of property to the

80% distributee in a complete liquidation. The depreciation recapture provisions do not override

the nonrecognition rule. Liquidating distributions that are made to minority shareholders are not

eligible for the protection of Sec. 337(a). The liquidating corporation must recognize gain (but

not loss) when property is distributed to the minority shareholders.

16. Tax Attribute Carryovers.

 Tax attributes disappear when a liquidation is complete. They carry over, however, in the case

of a controlled subsidiary corporation that is liquidated into its parent corporation under Sec.

332. The common tax attributes include NOLs and capital losses. A list of attributes is provided

on p. C:6-14.
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17. Special Shareholder Reporting Issues.

 Partially Liquidating Distributions.

o When a series of partially liquidating distributions are made in complete liquidation,

the complete liquidation rules apply. The shareholder's basis is first recovered and

then gain is recognized once the basis of a particular share or block of stock has been

fully recovered. Losses are generally not recognized until the final liquidating

distribution is actually or constructively received.

18. Subsequent Assessments against the Shareholder.

 A shareholder may be required to pay a contingent liability of the corporation or a liability that is

not anticipated at the time of the liquidating distribution. If the liquidation resulted in a capital

gain being reported in the year of liquidation, then a capital loss is reported in the year the

liability is paid by a cash basis shareholder, or at the time the liability is incurred by an accrual

basis shareholder.

19. Open Versus Closed Transactions.

 Not all properties are susceptible to valuation. Gain, but not loss, is recognized when liquidation

occurs taking into account only those properties that can be valued. As properties that could not

be valued are sold, collected, or able to be valued, the additional amounts received are treated as

a return of capital or as gain that is reported in the same way as was any gain originally reported

when the property that was able to be valued was received. The position of the IRS is that the

FMV of almost any asset should be able to be determined. Thus, the IRS assumes that the open

transaction method should be used only in extraordinary circumstances.

20. Installment Obligations Received by a Shareholder.

 Normally installment obligations received by a shareholder in a distribution are reported at their

FMV to determine the shareholder's recognized gain or loss on the liquidation. Shareholders

who receive an installment obligation that was acquired by the liquidating corporation in
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connection with the sale or exchange of its property are eligible for special treatment in reporting

their gain on the liquidating transaction if the sale or exchange takes place during the 12-month

period beginning on the date a plan of complete liquidation is adopted and ending on the date the

liquidation is completed. These shareholders may report their gain as the installment obligations

are collected.

: Corporate Acquisitions And Reorganizations

Topic Objective:

At the end of this topic student would be able to:

 Identify the types of taxable acquisition transactions.

 Distinguish between taxable and nontaxable acquisitions..

 Explain the types of nontaxable reorganizations and their requirements.

 Determine the tax consequences of a nontaxable reorganization to the target corporation.

Definition/Overview:

Acquisitions: An acquisition, also known as a takeover, is the buying of one company (the

target) by another. An acquisition may be friendly or hostile. In the former case, the companies

cooperate in negotiations; in the latter case, the takeover target is unwilling to be bought or the

target's board has no prior knowledge of the offer. Acquisition usually refers to a purchase of a

smaller firm by a larger one. Sometimes, however, a smaller firm will acquire management

control of a larger or longer established company and keep its name for the combined entity.

This is known as a reverse takeover. Another type of acquisition is reverse merger, a deal that

enables a private company to get publicly listed in a short time period. A reverse merger occurs

when a private company that has strong prospects and is eager to raise financing buys a publicly

listed shell company,usually one with no business and limited assets. Achieving acquisition

success has proven to be very difficult, while various studies have showed that 50% of
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acquisitions were unsuccessful. The acquisition process is very complex, with many dimensions

influencing its outcome. This model provides a good overview of all dimensions of the

acquisition process.

Key Points:

1. Taxable Acquisition Transactions.

 Acquiring corporations have two primary ways to acquire the assets of a target corporation. The

acquiring corporation can acquire the needed assets directly from the target corporation.

Alternatively, the acquiring corporation can acquire an indirect interest in the assets by

purchasing a controlling (more than 50%) interest in the target corporation's stock.

2. Asset Acquisitions.

 The asset acquisition transaction is reported by the seller determining the gain or loss recognized

on the sale of each individual asset. Sale of depreciable assets may give rise to depreciation

recapture. The purchaser's bases for the assets are their acquisition cost. The purchaser can

claim depreciation based upon the property's total acquisition cost.

 There are several advantages to an asset acquisition. First, a significant portion of the acquisition

can be debt-financed. Second, only those assets and liabilities that are designated in the

purchase-sale agreement are acquired.

 The target corporation may be liquidated after the asset sale takes place. The target corporation

recognizes gain or loss with respect to the assets that are sold as well as any properties that are

retained by the target corporation and sold to third parties or distributed to the shareholders as

part of the liquidation. Both the liquidating corporation and the target corporation's shareholders

report gain or loss on the liquidation.
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3. Stock Acquisitions.

 Stock Acquisition with No Liquidation.

o A stock acquisition is the simplest of the acquisition transactions. If part of the

consideration is deferred until a later year, the seller's gain can be reported using the

installment method. If part of the consideration received by the seller represents an

agreement with the purchaser not to compete, the consideration received is ordinary

income. The purchaser's basis for the stock is its acquisition cost.

 Stock Acquisition Followed By a Liquidation.

o If the parent corporation owns at least 80% of the subsidiary stock, then the

liquidation of the acquired subsidiary into the acquiring parent is nontaxable under

Sec. 332 and 337. The subsidiary basis for the assets on its books carries over to the

parent corporation. If the parent paid a premium for the assets then this premium is

lost when the liquidation occurs because the parent basis for the stock disappears

when the tax-free liquidation occurs. This disappearing basis provides no tax

benefit.

 Sec 338 Deemed Liquidation Election.

o The Sec. 338 deemed liquidation election permits the acquiring and target

corporations to elect an indirect (two-step) acquisition of the target corporation's

assets. First the target corporation's shareholders sell their stock to the acquiring

corporation. The acquiring corporation makes a deemed liquidation election with

respect to the acquisition of the target corporation's stock. The transaction requires

that the "old" target corporation recognize gain and loss on the hypothetical sale of

the assets from the "old" target corporation to the "new" target corporation. The

"new" target corporation is treated as a new entity for tax purposes.
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4. Eligible Stock Acquisitions.

 In order to elect under Sec. 338, the acquiring corporation must purchase 80% or more of the

target corporation's voting stock and 80% of the total value of all classes of stock (except certain

nonvoting preferred stock) during a 12-month acquisition period beginning on the day the first

purchase is made.

5. The Election.

 A Sec. 338 election must be made not later than the fifteenth day of the ninth month, beginning

after the month in which the acquisition date occurs. The acquisition date is the first day of the

12-month acquisition period on which the 80% stock ownership requirement is met.

6. Deemed Sale Transaction.

 When a Sec. 338 election is made, the target corporation is treated as having sold all of its assets

at their FMV in a single transaction at the close of the acquisition date. The asset sale is taxable

with gain or loss being recognized by the target corporation.

7. Basis of the Assets After the Deemed Sale.

 The basis of the acquiring corporation's assets are stepped-up to the amount paid by the acquiring

corporation for the target corporation's stock plus an adjustment for the target corporation's

liabilities on the day following the acquisition date and other relevant items. This amount is

called the adjusted grossed-up basis.

8. Allocation of Basis to Individual Assets.

 The adjusted grossed-up basis is allocated among four classes of assets using the residual

method. Any amount not allocated to tangible or intangible assets of the target corporation is

allocated to goodwill and going concern value. The Omnibus Reconciliation Act of 1993

provides that intangible property acquired after August 6, 1993 is amortizable over a 15-year
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period if used in the active conduct of a trade or business. Among the assets included in the

definition of Sec. 197 intangibles are goodwill, going concern value, covenants not to compete,

etc.

 Tax Accounting Elections for the New Corporation. The "new target corporation continues to

file a tax return and is treated as a new tax entity. Elections can be made with respect to the

corporation's tax year and accounting methods. New MACRS depreciation deductions can be

taken without regard to the ACRS or MACRS elections made by the old corporation. The

holding period for assets begins on the day after the acquisition date. The new corporation is not

considered a continuation of the old corporation for purposes of the tax attribute carryover rules,

thus any loss carryovers of the "old" target corporation are lost. Gain recognized on the deemed

sale transaction can reduce the amount of any target corporation loss and credit carryovers that

might otherwise be lost.

9. Comparison of Taxable and Nontaxable Asset Acquisition Transactions.

 Taxable and Tax-free Asset Acquisitions.

o Topic Review C:7-2 provides a comparison of taxable and nontaxable asset

acquisition transactions. A walk-through of the table with the students contrasting the

results to the target corporation, the acquiring corporation, and the target corporation's

shareholders should be used to focus class attention on the material being covered.

10. Tax Consequences for Target Corporation.

 All gains and losses realized by Target Corporation on selling its assets are recognized. A tax-

free reorganization is one exception to the general rule. Gains realized by Target in a tax-free

disposition of its assets are generally not recognized because it is liquidated and gain is

recognized only if boot property received in the reorganization is retained by the target

corporation. Losses realized on asset dispositions are not recognized. When Target is

liquidated, it recognizes no gain or loss when making a distribution of stock or debt received in
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the reorganization to its shareholders or creditors. It must recognize gain (but not loss) when

other property (e.g., nonmoney boot property) is distributed to a shareholder or creditor.

11. Tax Consequences for Acquiring Corporation.

 Acquiring Corporation does not recognize gain or loss when its stock is issued in exchange for

property in either a taxable or tax-free transaction. Assets that are received in a taxable

transaction have their tax basis adjusted upward or downward to their acquisition cost. The

holding period for the acquired assets commences on the day after the transaction date. If the

assets are acquired in a tax-free reorganization, their bases are generally the same as they were

on Target's books because a basis step-up is permitted only when the target corporation receives

boot property that it retains, and thereby recognizes a gain. The retention of boot by the target

corporation generally does not occur since most acquisitive reorganizations result in the target

corporation being liquidated. Acquiring's holding period tacks on to Target's holding period.

 Because a taxable acquisition is treated as a purchase transaction, all of Target's tax attributes

disappear when it is liquidated. On the other hand, tax attributes are acquired in a tax-free

reorganization.

12. Tax Consequences for Target Corporation's Shareholders.

 When Target Corporation is liquidated as part of a taxable acquisition, its shareholders recognize

gain or loss from the surrender of their stock. The assets received take a basis equal to their

FMV. A tax-free reorganization requires the shareholder to recognize gain only to the extent that

boot is received. The gain is generally taxed as a capital gain, although dividend income may be

reported in certain situations. The stocks and securities received take a substituted basis that

references the basis of the Target stock and securities surrendered. The basis of any boot

property is its FMV.
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13. Comparison of Taxable and Tax-Free Stock Acquisitions.

 Assume that Acquiring Corporation acquires all of the Target Corporation's stock and Target

becomes a controlled subsidiary. If Acquiring Corporation uses cash, debt obligations and its

stock to make the purchase, the acquisition is taxable. If Acquiring Corporation acquires all of

Target's stock using solely its voting stock or voting stock of its parent corporation to effect the

transaction, the acquisition qualifies as a tax-free reorganization.

 Tax Consequences for Target Corporation.

o Target Corporation's basis for its assets does not change as a result of either a taxable

or tax-free transaction.

 Tax Consequences for Acquiring Corporation.

o Acquiring Corporation does not recognize gain or loss when its stock is issued in

exchange for property in either a taxable or tax-free transaction. Acquiring

Corporation's basis for the stock in a taxable acquisition is its acquisition cost. In a

tax-free transaction, basis for the stock is the same as it was in the hands of Target

Corporation's shareholders.

 Tax Consequences for Target Corporation's Shareholders.

o The shareholder's gain is recognized in a taxable acquisition. In a tax-free

transaction, it is only recognized to the extent that boot is received. Gain recognized

on a taxable stock transaction is capital gain if the stock is a capital asset in the

seller's hands. In a tax-free reorganization the gain can be either dividend income or

capital gain, although the latter result usually occurs. The seller's gain can be

reported using the installment method of accounting if part or all of the consideration

is deferred into a later year.
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14. Types of Reorganizations.

 Section 368 authorizes seven types of reorganizations to accommodate the major forms of

business acquisitions, divestitures, and restructurings. The different types of reorganizations are

generally referred to by the subparagraph letter of Sec. 368 that defines them. An acquisitive

reorganization is a transaction where the acquiring corporation obtains part or all of the assets of

the target corporation. Types A, B, C, D, and G reorganizations can be classified as acquisitive

transactions. A divisive reorganization is a transaction in which part of a transferor corporation's

assets are transferred to a second, newly-created corporation that is controlled by either the

transferor or its shareholders. Type D or G reorganizations can be either acquisitive or divisive.

A Type E reorganization is a recapitalization of an existing corporation. A Type F

reorganization changes the identity, legal form, or state of incorporation.

15. Tax Consequences of Reorganizations.

 Target or Transferor Corporation.

 Recognition of Gain or Loss on Asset Transfer. Section 361(a) prevents a target corporation

from recognizing gain or loss on any exchange of property that occurs as part of a tax-free

reorganization in order to prevent the transferee corporation from increasing its basis for the

assets it acquires. The receipt of money or other property does not disqualify the transaction or

trigger the recognition of gain if the money or boot is distributed to shareholders or creditors.

The retention of boot by the target corporation generally does not occur since most acquisitive

reorganizations result in the target corporation being liquidated.

16. Depreciation Recapture.

 The depreciation recapture rules do not override the nonrecognition of gain provisions of Sec.

361. Depreciation recapture potential carries over to the acquiring corporation.
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17. Assumption of Liabilities.

 The acquisition or assumption of liabilities of the target corporation by the acquiring corporation

will not trigger the recognition of gain.

 The target corporation recognizes gain if the sum of the liabilities assumed or acquired exceeds

the total adjusted bases of the properties transferred and the tax-free reorganization is either an

acquisitive or divisive Type D reorganization.

18. Recognition of Gain or Loss on Distribution of Stock and Securities.

 No gain or loss is recognized by the target corporation when it distributes the stock and securities

received in a tax-free reorganization to its shareholders or creditors as part of the reorganization

plan. Distributions of boot property made pursuant to the reorganization plan require the

recognition of gain, but not loss. If property is distributed to a shareholder or creditor subject to

a liability, the FMV of the property is considered to be not less than the amount of the liability.

19. Acquiring or Transferee Corporation.

 Amount of Gain or Loss Recognized.

o No gain or loss is recognized by the acquiring corporation when it receives money or

other property in exchange for its stock or securities as part of a tax-free

reorganization.

 Basis of Acquired Property.

o The basis of property received in a tax-free reorganization is its basis in the target

corporation's hands increased by any gain recognized by the target corporation.

There will generally be no step-up in basis because gain or loss is usually not

recognized by the target corporation.
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 Holding Period of Acquired Property.

o The holding period includes the target corporation's holding period for the acquired

property.

20. Shareholders and Security Holders.

 Amount of Gain or Loss Recognized. No gain or loss is recognized when stock or securities of

the target corporation are exchanged for stock or securities, either in the acquiring corporation or

in another corporation that is also a party to the reorganization. Section 356(a) requires that gain

be recognized to the extent of the lesser of the realized gain or the amount of money plus the

FMV of other boot property received. Nontraditional preferred stock (for example, preferred

stock that must be redeemed or purchased by the issuer) may also be considered boot property.

 Gain is also recognized if the principal amount of the securities received exceeds the principal

amount of the securities surrendered. The boot amount is the FMV of the excess principal

amount.

21. Character of the Recognized Gain.

 Section 356(a)(2) requires that gain recognized be characterized as a dividend if the receipt of

property has the same effect as the receipt of a dividend. The Sec. 302(b) stock redemption rules

are employed to test whether the exchange has the effect of a dividend distribution. Tax-free

reorganizations do not generally involve actual redemptions of the stock of the target

corporation's shareholders. Instead, the shareholder is treated as having exchanged his target

corporation stock in a tax-free reorganization solely for stock in the acquiring corporation. After

having received the acquiring corporation's stock, a hypothetical redemption of a portion of the

acquiring corporation's stock occurs in exchange for the boot property. Capital gain treatment

results only if the boot that is received causes the hypothetical redemption to qualify for

exchange treatment under Sec. 302(b).
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22. Basis of Stocks and Securities Received.

 If no gain or loss is recognized by the shareholders or security holders, the stock and securities

received take a substituted basis from the stock and securities exchanged. If gain is recognized,

the substituted basis is increased by the amount of the gain recognized and reduced by the

amount of money plus the FMV of any other boot property received.

23. Holding Period.

 The holding period for stocks and securities that are nonrecognition property includes the

holding period for the stocks and securities that are surrendered. The holding period for stocks

and securities that are boot property and any other boot property begins on the day following the

transaction date.

 At this point Topic Review C:7-4 may be used to summarize the tax consequences of a tax-free

reorganization to the target corporation, the acquiring corporation, and the target corporation's

shareholders.

In Section 3 of this course you will cover these topics:
Consolidated Tax Returns

Partnership Formation And Operation

Special Partnership Issues

You may take as much time as you want to complete the topic coverd in section 3.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Consolidated Tax Returns

Topic Objective:

At the end of this topic student would be able to:
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 Determine whether a group of corporations is an affiliated group..

 Understand how an affiliated group makes a consolidated return election and how it discontinues

the election..

 Calculate consolidated taxable income for a consolidated group..

 Determine whether a transaction is an intercompany transaction.

Definition/Overview:

Tax Returns: Tax returns in the United States are reports filed with the Internal Revenue

Service (IRS) or with the state or local tax collection agency (California Franchise Tax Board,

for example) containing information used to calculate income tax or other taxes. Tax returns are

generally prepared using forms prescribed by the IRS or other applicable taxing authority.

Key Points:

1. Definition of an Affiliated Group

 Requirements.

o Stock Ownership Requirement. Only an affiliated group of corporations can elect to

file a consolidated return. The stock ownership requirements that must be satisfied

are: (1) a parent corporation must directly own stock having at least 80% of the total

voting power of all classes of stock entitled to vote and at least 80% of the total value

of all outstanding stock in at least one includible corporation; (2) for each other

corporation eligible to be included in the affiliated group, stock having at least 80%

of the total voting power of all classes of stock entitled to vote and at least 80% of the

total value of all outstanding stock must be owned directly by the parent corporation

and the other group members.
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o The definition of stock excludes most nonvoting preferred stock. Special rules are

provided regarding the treatment of warrants, convertible obligations, and options as

stock, inadvertent failure of the 80% of value test, and transfers of stock within the

affiliated group to bring about deconsolidation.

 Includible Corporation Requirement.

o As few as two corporations may satisfy the definition of an affiliated group. In the

United States, some affiliated groups are composed of hundreds of corporations. Not

all subsidiaries are able to participate in the consolidated tax return because they are

not includible corporations. If both the stock ownership and includible corporation

requirements are satisfied, the subsidiary corporation must be included in the

consolidated return election made by the parent.

2. Comparison with Controlled Group Definition.

 There are three types of controlled groups: brother-sister groups, parent-subsidiary groups, and

combined groups (see Chapter C:3). Brother-sister groups cannot file a consolidated tax return.

Parent-subsidiary groups and the parent-subsidiary portion of combined controlled group can

elect to file a consolidated tax return.

3. Difference Between Definitions.

 Only affiliated groups can elect to file consolidated tax returns. Four differences between the

definitions of Sec. 1504 and Sec. 1563 (parent-subsidiary controlled group) do exist. These

differences cause some members of a controlled group to be excluded from the affiliated group.

4. Consolidated Tax Return Election

 Consolidated Return Regulations.

o Code Secs 1501 and 1504 are the primary statutory provisions governing the filing of

consolidated tax returns. The statute is very general and primarily defines the
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composition of affiliated groups that are eligible to file a consolidated tax return.

Regulations provide much of the guidance needed to file consolidated tax returns.

5. Termination of the Affiliated Group.

 An affiliated group remains in existence for a tax year if the common parent remains as the

common parent and at least one subsidiary that was affiliated with it at the end of the prior year

remains affiliated with it at the beginning of the year. The parent corporation need not own the

same subsidiary throughout the entire tax year nor own any subsidiary throughout the tax year.

6. Good Cause Request to Discontinue Status.

 The IRS sometimes grants permission to discontinue filing a consolidated tax return. For

example, this permission may be granted in response to a taxpayers good cause request. In new

intercompany transaction regulations issued in the mid-1990s, the IRS gave blanket permission

to all affiliated groups to discontinue their consolidated tax return election.

7. Effects on Former Members.

 The termination of an affiliated group affects its former members in several ways. Some of these

ways are listed on p. C:8-xx. In addition, disaffiliation of a corporation from an affiliated group

prevents the corporation from being included in a consolidated return with the same affiliated

group, or any other affiliated group having the same common parent, until five years after the

end of the tax year in which it ceased to be a member of the group.

8. Consolidated Taxable Income

 The corporate alternative minimum tax, or one of the other special tax levies, may increase this

amount.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

63
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



9. Income Included in the Consolidated Tax Return.

 A consolidated tax return includes the parent corporation's income for its entire tax year, except

for any portion of the year that it was a member of another affiliated group that filed a

consolidated tax return. A subsidiary corporation's income is included in the consolidated tax

return only for the portion of the affiliated group's tax year for which it was a group member.

When a member of the affiliated group is a member for only part of the year, the member's

income for the remainder of the year is included in a separate tax return or the consolidated tax

return of another affiliated group. The short period return is a full tax year for purposes of NOL

and other carryovers.

 A corporation that becomes or ceases to be a group member during a consolidated return year

changes its status at the end of the day on which such change occurs (i.e., the change date). Its

tax year ends for federal income tax purposes at the end of the change date. Transactions that

occur on the change date that are allocable to the portion of the day after the event resulting in

the change (e.g., a stock sale or merger) are accounted for by the group member (and all related

parties) as having occurred on the next day.

 Tax returns for the years that end and begin with a corporation becoming, or ceasing to be, a

member of a consolidated group are separate return years. The returns are, in general, short

period returns (i.e., for applying the MACRS rules), but do not require annualization of the tax

liability or estimated tax calculations when a corporation joins a consolidated group. Allocation

of income between the consolidated tax return and a member's separate return year takes place

according to the accounting methods employed by the individual corporation. If this allocation

cannot be readily determined, the allocation of items included in each tax return (other than ones

considered to be extraordinary) can be based upon the relative number of days of the original tax

year included in each tax year.

10. Intercompany Transactions

 An intercompany transaction is a transaction between corporations that are members of the same

consolidated group immediately after the transaction. The Regulations specify two general rules

for including the income, gains, deductions, or losses related to intercompany transactions: the

matching rule and the acceleration rule. The intent of these rules is to determine consolidated
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taxable income on a single entity basis. The Regulations denote the two corporations involved in

the intercompany transaction as S (the corporation selling goods or services) and B (the

corporation buying goods or services).

11. Terminology. There are three important terms related to the matching and acceleration

rules.

 Intercompany item.

o Ss income, gain, deduction, and loss from an intercompany transaction.

 Corresponding item.

o Bs.income, gain, deduction, and loss from an intercompany transaction or from

property acquired in an intercompany transaction.

 Recomputed corresponding item.

o The corresponding item B would have if S and B were divisions of a single

corporation and the transaction were between those divisions.

12. Matching rule.

 Ss intercompany item is included in consolidated taxable income such that, when it is combined

(i.e., matched) with Bs corr4esponding item, the result is the same as the recomputed

corresponding item (i.e., the same result as if the consolidated group were a single corporation).

The amount of Ss intercompany item that is included in consolidated taxable income can be

calculated as follows:

 Amount of recomputed corresponding item - Amount of Bs corresponding item = Amount

of Ss intercompany item taken into account for consolidated taxable income
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13. Acceleration rule.

 If it becomes impossible to match Bs corresponding item to Ss intercompany item (e.g., S or B

departs the consolidated group before Bs corresponding item occurs), the acceleration rule

requires that Ss intercompany item be included in consolidated taxable income immediately

before the time it first becomes impossible to apply the matching rule.

 The matching and acceleration rules are more conceptual, rather than mechanical, in nature.

They require someone applying them to think about the reporting of the transaction by the two

corporation involved on a separate entity basis (i.e., how S and B would each report the

transaction if their affiliation with each other were ignored) and about the reporting of the

transaction on a single entity basis (i.e., how a single corporation with S and B as two divisions

would report the transaction). Students may find it easier to understand the matching and

acceleration rules by applying them to specific sets of facts and circumstances. The application

of the two rules to several situations are illustrated on pp.

14. Intercompany sale of stock.

 Application of the matching rule often results in Ss gain or loss on the sale of stock to B to be

included in consolidated taxable income when B sells the stock to a third party. However, if Bs

sale to a third party is an installment sale, the inclusion of Ss gain or loss in consolidated taxable

income could be spread over several years.

15. Intercompany sale of depreciable property.

 If S sells depreciable property to B at a gain, the ant-churning rules require B to depreciate the

property as S would have to the extent Bs basis does not exceed Ss adjusted basis. To the extent

that Bs basis exceeds Ss adjusted basis. B depreciates the excess basis as newly-acquired

depreciable property. Application of the matching rule usually results in Ss gain being included

in consolidated taxable income as B reports depreciation deductions on the stepped-up portion of

its basis.
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: Partnership Formation And Operation

Topic Objective:

At the end of this topic student would be able to:

 Differentiate between general and limited partnerships.

 Explain the tax results of a contribution of property or services in exchange for a partnership

interest.

 Determine the permitted tax years for a partnership.

 Differentiate between items included in partnership ordinary income or loss and those that must

bhe separately stated.

Definition/Overview:

Partnership: A partnership is a type of business entity in which partners (owners) share with

each other the profits or losses of the business undertaking in which all have invested.

Partnerships are often favored over corporations for taxation purposes, as the partnership

structure does not generally incur a tax on profits before it is distributed to the partners (i.e. there

is no dividend tax levied). However, depending on the partnership structure and the jurisdiction

in which it operates, owners of a partnership may be exposed to greater personal liability than

they would as shareholders of a corporation.

Key Points:

1. Definition of a Partnership

 For tax purposes, the term partnership includes a syndicate, group, pool, joint venture, or other

unincorporated organization, which carries on a business or financial operation or venture. If two
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people (or business entities) work together to carry on any business or financial operation with

the intention of making a profit and sharing that profit as co-owners, a partnership exists for

federal income tax purposes. A partner is any individual, trust, estate, or corporation that is a

member of a partnership.

2. General and Limited Partnerships.

 Each state has laws governing the rights and restrictions of partnerships. They are usually

patterned after the Uniform Partnership Act or the Uniform Limited Partnership Act.

 General Partnership.

o A general partnership exists any time two or more partners join together and do not

specifically provide that one or more of the partners are a limited partner.

 Limited Partnership.

o In a limited partnership, there are two classes of partners. There must be one general

partner who has the same rights and liabilities as a general partner in a general

partnership. A limited partner is limited in liability only to the amount invested in the

limited partnership plus any additional amount he has committed to contribute. He

has no rights to actively manage the partnership.

 Limited Liability Limited Partnership (LLLP).

o The LLLP is a partnership formed under a states limited partnership laws but that can

elect under the states laws to provide the general partners with limited liability. Only

about 20 states provide for this type of partnership. It becomes potentially useful in

states that do not extend LLC status to personal service firms but allow such firms to

operate as an LLLP.

 Limited Liability Companies (LLCs).
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o With the advent of LLCs, businesses have the chance to be taxed as a partnership

while having limited liability protection for every owner. State law provides the

limited liability. Check-the-box regulations permit each LLC to choose whether to be

taxed as a partnership or as a corporation.

 Limited Liability Partnerships (LLPs).

o Many states have added LLPs to the list of business forms that can be formed. The

primary difference between a general partnership and an LLP is that a partner is not

liable for damages resulting from failures in the work of other partners or of people

supervised by other partners. LLPs can be taxed under the check-the-box regulations

as a partnership or as a corporation.

 Electing Large Partnerships.

o Partnerships that qualify as large partnerships may elect to be taxed under a

simplified reporting arrangement. To qualify as a large partnership, the partnership

must not be a service partnership and must not be engaged in commodity trading.

The partnership must have at least 100 partners throughout the tax year.

3. Overview of Taxation of Partnership Income

 Partnership Profits and Losses.

o A partnership is not a taxpaying entity and income earned by a partnership is not

subject to two layers of federal income taxes. Each partner reports his share of the

partnership's income, gain, loss, deduction and credit items as part of his regular tax

return. The partnership files a Form 1065 [U.S. Partnership Return of Income], an

information return, which provides the IRS with information about the partnership's

income and its allocation to the partners.

 The Partner's Basis.
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o A partner's basis in his partnership interest begins with his or her contribution to the

partnership. The partner's basis is increased by the partner's share of the partnership

liabilities. In addition, basis is increased by the partner's share of income and

decreased by the partner's share of loss. Basis serves to limit the amount of losses

deductible by the partner and can never be less than zero.

 Partnership Distributions.

o Distributions are generally tax-free to partners because they already have paid taxes

on the earnings of the partnership. Distributions reduce the partner's basis in his

partnership interest. If the distribution exceeds basis, it generally will be taxed as

capital gain. A loss is recognized when the partner receives only cash, inventory, and

unrealized receivables in complete liquidation of their partnership interest (Chapter

C:10 presents detailed coverage of current and liquidating distributions.).

4. Tax Implications of Formation of a Partnership

 Contribution of Property.

o Nonrecognition of Gain or Loss. Formation of a partnership is governed by Sec.

721. When property is exchanged for a partnership interest, no gain or loss will be

recognized by the partner or the partnership. The partnership's basis in the property is

the partner's basis increased by any gain recognized by the partner.

 Recognition of Gain or Loss.

o Exceptions to the general nonrecognition rule occur when liabilities are contributed in

excess of the property's basis such that the partner would have a negative basis for his

partnership interest (including his allocation of general partnership liabilities)

immediately after the contribution, or where the partnership would be considered an

investment company if incorporated. Gain will also be recognized where there is a

contribution of property followed by a distribution in an arrangement that may be

considered a sale rather than a contribution.
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 Effects of Liabilities.

o Each partner's basis is increased by his share of the partnership's liabilities as if he

had contributed cash to the partnership in the amount of his share of the partnership

liabilities. A partner whose personal liabilities are assumed by the partnership is

treated as though cash had been distributed to him in the amount of the assumed

liability. You may wish to discuss the Stop and Think material, which illustrates why

loss property should not be contributed to a partnership. The rules for nonrecourse

liabilities are different from the rules explained here and are discussed later in the

chapter.

 Partner's Basis in Partnership Interest.

o A partner's beginning basis in his partnership interest equals the sum of money

contributed plus a substituted basis from the contributed property. Beginning basis

also includes the partners share of partnership liabilities at the time of contribution.

Gain recognized because of the assumption of a partner's liability (that is treated as a

deemed cash distribution) is not used to increase basis. This is commonly called the

outside basis.

 Holding Period for Partnership Interest.

o The holding period for the partnership interest includes the transferor's holding

period for the contributed property if that property is a capital asset or a Sec. 1231

asset in the transferor's hands.

 Partnership's Basis in Property.

o The partnership's basis in contributed assets is the same as its basis in the hands of

the contributing partner increased by any gain recognized under the investment

company rules (but not the liability assumption rules). Properties that are unrealized

receivables, inventory, or capital loss property in the hands of the contributing partner

and were contributed to a partnership after March 31, 1984, generally retain their
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character for subsequent partnership dispositions. This is commonly called inside

basis.

 Unrealized Receivables.

o An unrealized receivable is any right to payment for goods or services that has not

been included in income because of the method of accounting being used. If an

unrealized receivable is contributed to a partnership, ordinary income or loss is

recognized when a subsequent disposition or collection occurs.

 Inventory.

o If property is inventory in the hands of a contributing partner, it remains inventory to

the partnership for a five-year period. After five years, the character of the property

may be changed if the property is a capital asset or Sec. 1231 asset in the partnership's

hands.

 Capital Loss Property.

o A loss recognized by a partnership on disposition of contributed capital loss property

within five years of its contribution is a capital loss. The amount of loss so

characterized is limited to the amount of loss that would have been recognized had

the asset been sold on the date of contribution.

 Partnership's Holding Period.

o The partnership's holding period for its contributed assets includes the holding period

of the contributing partner.

 Section 1245 and 1250 Recapture Rules.

o Depreciation is not recaptured on contribution of Sec. 1245 or Sec. 1250 property to a

partnership unless gain is recognized. The adjusted basis and recapture potential

carry over to the partnership.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

72
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



 Contribution of Property After Formation.

o Anytime property is contributed in exchange for a partnership interest, the rules

outlined above apply. They apply whether the contribution occurs during the

formation of the partnership or at a later point in time. Most contributions of property

in exchange for a partnership interest are nontaxable even if they occur years after the

partnership was formed.

5. Contribution of Services.

 A partner who receives a partnership interest in exchange for services has been compensated and

recognizes ordinary income. Generally no income is realized on the receipt of a restricted

interest in a partnership, until the restriction lapses or the interest can be freely transferred. Much

of the uncertainty in this area of tax law was resolved when Rev. Proc 93-27 was issued which

provides that the IRS generally will not tax a profits interest received for services. Such a profits

interest will be taxed upon receipt only in three specified instances in which a FMV is readily

ascertainable. The Treasury Department has issued proposed regulations, and the IRS will issue

a new revenue procedure that will alter the landscape of taxing partnership interests transferred

for services. The new rules also will make Rev. Proc 93-27 obsolete. However, taxpayers may

not rely on the proposed rules until they are finalized and may continue to rely on existing rules

and procedures. Notice 2005-43, 2005-24 I.R.B. 1221.

 Consequences to the Partnership. Payments made by the partnership in the form of a partnership

interest are either deductible as an expense or capitalized. The timing of the partnership's

deduction for the expense matches the timing for the partner to include the value of the

partnership interest in income. The expense deduction is allocated among the partners other than

the service partner.

 Partnership Gain or Loss. When an interest in a partnership is transferred for services rendered,

gain or loss will be recognized by the partnership on the difference between the FMV of the

property deemed transferred by the partnership and its adjusted basis.
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6. Organizational and Syndication Expenditures.

 The costs of organizing a partnership are treated as capital expenditures. The partnership can

elect to deduct the first $5,000 of these expenditures in the tax year it begins business. The first

$5,000 of these expenditures must be reduced by the amount by which total organizational

expenditures exceed $50,000 although the $5,000 cannot be reduced below zero. Any remaining

organizational expenditures are amortized over a period of 180 months beginning the month the

partnership commences business.

7. Partnership Elections

 Partnership Taxable Year. The selection of a partnership tax year determines the timing of when

each partner takes his share of income, expense, gain, loss, deduction and credit items into his or

her return. The partnership must use the same tax year as one or more majority partners (i.e.,

those partners who have an aggregate interest in partnership profits and capital in excess of

50%). If such a rule does not apply, then the tax year of all of its principal partners (i.e., a

partner who owns a 5% or more interest in capital or profits) must be used or the tax year which

provides the "least aggregate deferral" is used. An alternative tax year based on an acceptable

business purpose (e.g., natural business year) may be used.

 The Revenue Act of 1987 provided an election under Sec. 444 which permits a partnership, that

does not either (1) establish a business purpose for its tax year, (2) adopt or change to a tax year

that conforms to the taxable year of its principal partners, or (3) did not obtain IRS approval for

its tax year, to elect under Sec. 444 to retain either the tax year used in 1986 or a tax year-end

which results in a deferral period of the lesser of the current deferral period or three months.

 At this point you may wish to use Topic Review C:9-2 to review the rules covering the allowable

tax year for a partnership.

8. Other Partnership Elections.

 In general, all elections that can affect the computation of taxable income from the partnership

must be made by the partnership. Three elections are specifically reserved for the partners. These
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are treatment of discharge of indebtedness, deduction and recapture of certain mining exploration

expenditures, and the choice between deducting and crediting foreign income taxes.

9. Partnership Reporting of Income

 Partnership Taxable Income. Partnership taxable income is calculated much the same way as the

taxable income of individuals with a few differences. Taxable income is divided into separately

stated items and ordinary income or loss. Certain deductions are not allowed to partnerships.

These include income taxes paid or accrued to a foreign country or U.S. possession, charitable

contributions, oil and gas depletion, and net operating loss (NOL) carrybacks or carryovers.

 Separately Stated Items. As a general rule, an item must be separately stated if the income tax

liability of any partner that would result from treating the item separately is different from the

liability that would result if that item is included with partnership ordinary income.

 Partnership Ordinary Income. All items that are not separately stated are combined into a single

amount called partnership ordinary income or loss. Each individual partner's share of ordinary

income or loss is reported on Schedule E of Form 1040.

 U.S. Production Activities Deduction. In the case of a partnership, the U.S. production activities

deduction applies at the partner level, so the partnership must report each partners share of

qualified production activities income on the partners Schedule K-1. For the 50% salary

limitation, each partner is allocated a share of the partnerships W-2 wages.

: Special Partnership Issues

Topic Objective:

At the end of this topic student would be able to:

 Determine the amount and character of gain or loss a partner recognizes in a nonliquidating

partnership distribution.

 Determine the partners basis of assets received in a nonliquidating partnership distribution.

 Identify the partnership's Sec. 751 assets.

 Determine the tax implications of a sale or a cash distribution when the partnership has Sec. 751

assets.
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Definition/Overview:

Partnerships distributions: Generally, a partner is not taxed on distributions from a partnership.

This is because tax was already paid on partnership income, regardless of whether the income

was distributed. However, a partner will recognize gain on a distribution if the amount of money

received in a distribution exceeds the partners adjusted basis in the partnership.

Key Points:

1. Nonliquidating Distributions.

 There are two categories of distributions from a partnership: liquidating distributions and

nonliquidating distributions. A liquidating distribution is one distribution or series of

distributions that terminates a partner's entire interest in the partnership. All other distributions,

including those that substantially reduce a partner's interest, are governed by the nonliquidating

distribution rules.

2. Recognition of Gain.

 A current distribution that does not involve Sec. 751 assets results in no recognition of loss.

Partners recognize gain only if they receive money in excess of basis. For distribution purposes,

money includes cash, deemed cash from reductions in a partner's share of liabilities and the fair

market value of marketable securities.

 While a current distribution causes gain or loss to be recognized only in the conditions listed

above, the distribution event may also trigger recognition of previously unrecognized

precontribution gain or loss. This recognition of the remaining precontribution gain or loss can

occur if contributed property is distributed to any partner (other than the contributing partner)
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within seven years of the contribution date. It also may occur if the contributing partner receives

a distribution with a fair market value in excess of his adjusted basis in his partnership interest.

In this case, the remaining precontribution gain on any property he contributed to the partnership

in the preceding seven years may have to be recognized.

 The contributing partner must recognize the precontribution gain or loss when a property

contributed after October 3, 1989, is distributed to any other partner within seven years of the

contribution. The gain that is recognized is the amount that would have been allocable to the

contributing partner if the property had been sold for its FMV on the distribution date. The

partner's basis in the partnership interest and the partnership's basis in the property immediately

before the distribution are adjusted for any recognized gain or loss.

 Property distributions made to a partner may force the partner to recognize his remaining

precontribution gain if the fair market value of distributed property exceeds the partner's basis in

the partnership interest immediately prior to the property distribution. The gain to be recognized

under Sec. 737 is the lesser of (1) remaining precontribution net gain or (2) the excess of the fair

market value of distributed property over the adjusted basis of the partnership interest

immediately before the property distribution (but after reduction for any money distributed at the

same time).

 If gain is recognized under Sec. 737, the partner's basis in his partnership interest is increased by

the recognized gain. Further, the partnership's basis in the property which was the source of the

precontribution gain is increased by the recognized gain.

3. Basis Effects of Distribution.

 A partner's basis in property distributed by the partnership carries over from the partnership. The

partner's basis is reduced by the amount of money received plus the basis claimed for the

distributed property.

 The total bases of all distributed property in the partners hands are limited to the partner's

predistribution basis in his partnership interest plus gain recognized on the distribution under

Sec. 737. The order of allocating partnership basis to the individual properties is important.

First, cash and deemed cash distributions reduce the partner's basis. Next the remaining basis is

allocated first to unrealized receivables and inventory, and then any remaining basis to all other
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property. Where there are several assets distributed in each category, the basis allocated to that

category is allocated to the individual assets in proportion to their relative bases in the hands of

the partnership and their FMV. First, each asset is given its basis to the partnership, and then the

difference between the carryover basis from the partnership and the partner's basis in the

partnership interest is calculated. There is a decrease to allocate if the partner's basis in the

partnership interest (after any money distribution) is smaller than the carryover basis from the

partnership.

4. Holding Period and Character of Distributed Property.

 The partner's holding period for property distributed in a current distribution includes the

partnership's holding period for the property. Special rules determine the character of gain or

loss recognized when a partner subsequently sells or exchanges unrealized receivables or

inventory distributed to the partner. If the partnership distributes property that is an unrealized

receivable in its hands, the distribute partner recognizes ordinary income or loss on a subsequent

sale of that property. If inventory is distributed, a subsequent sale of the inventory by the

distributee partner results in ordinary income or loss if the sale occurs within five years of the

distribution date. If the sale occurs more than five years after the distribution date, the character

of any gain or loss is determined by the character of the property in the partner's hands.

5. Nonliquidating Distributions With Sec. 751.

 Sec. 751 assets include unrealized receivables and inventory. These two categories include all

property that is likely to generate ordinary income when sold or collected.

 Unrealized Receivables.

o Unrealized receivables are certain rights to payments to be received by a partnership

that have not already been recognized as income. The term also includes most

potential ordinary income recapture items (e.g., Sec. 1245 gains).
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 Inventory.

o Inventory includes items held for sale in the normal course of business, other property

which if sold by the partnership would not be considered a capital asset or Sec. 1231

asset, and any other property which if held by the distributee partner would be one of

the two previous types of property. For purposes of calculating the impact of Sec.

751 on distributions (but not sales), inventory is only considered a Sec. 751 asset if

the inventory is substantially appreciated. The test to determine whether inventory is

substantially appreciated is purely mechanical. Inventory is substantially appreciated

if its FMV exceeds 120% of its adjusted basis to the partnership. For purposes of

testing whether inventory is substantially appreciated, inventory also includes

unrealized receivables.

6. Terminating An Interest In A Partnership.

 Liquidating Distributions.

o A liquidating distribution is defined as a distribution or series of distributions that

terminates a partner's interest in a partnership.

 Gain or Loss Recognition by the Partner.

o Gain is recognized only if the money distributed (including money deemed

distributed to the partner from a liability reduction or the FMV of marketable

securities that are treated like money) exceeds the partner's predistribution basis in his

partnership interest.

o A loss is recognized only if (1) the distribution consists of money (including money

deemed distributed), unrealized receivables, and inventory, but no other property, and

(2) the partners basis in the partnership interest exceeds the total basis of these

distributed properties including cash. The amount of the loss that is recognized is the

difference between the partner's basis and the money plus the partnership's basis in

the receivables and inventory received.
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 Basis in Assets Received.

o The basis in unrealized receivables and inventory is generally the same as the basis in

the partnership's hands. In some instances these bases may be reduced because the

partner's basis in the partnership interest is smaller than the basis of the distributed

property in the hands of the partnership. In this case, the remaining basis in the

partnership interest must be allocated between the assets received based first on their

decline in value and then on their relative bases as adjusted to reflect the decline in

value.

 Holding Period in Distributed Assets.

o The distributee partner's holding period for any assets received in a liquidating

distribution includes the partnership's holding period for such property. If a

contributing partner held the property, the holding period will also include the

holding period of the contributing partner.

 Effects of Sec. 751.

o Sec. 751 has the same impact for both liquidating and nonliquidating distributions.

 Effects of Distribution on the Partnership.

o A partnership recognizes no gain or loss on a liquidating distribution to its partners.

If a Sec. 751 deemed sale occurs, the partnership may be required to recognize gain

or loss on assets deemed sold to its partners. Finally, the partnership may be subject

to optional or mandatory basis adjustments.

 Sale of a Partnership Interest.

o When a partner sells a partnership interest, capital gain or loss is recognized as if

corporate stock was sold. To the extent Sec. 751 applies, the partner recognizes
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ordinary income or loss from the sale of his share of unrealized receivables and

inventory.

 Section 751 Properties.

o First, the definition of Sec. 751 property is slightly different for sales or exchanges

because inventory does not have to be substantially appreciated to be included. All

inventory and all unrealized receivables are Sec. 751 assets in a sales or exchange

situation. As with distributions, the effect of Sec. 751 must first be calculated. First,

determine the amount realized for the Sec. 751 property and calculate the adjusted

basis of such property to the partner.

o After the Sec. 751 portion of the sale is analyzed, the remainder of the sale is

analyzed. Any gain or loss on the sale of the remaining partnership interest is

considered to be gain or loss derived from the sale of a capital asset. The Stop and

Think discussion at this point illustrates why the sale of a partnership interest is not

treated in the same way as the sale of stock.

 Liabilities.

o When the partnership interest is sold, a partner is relieved of his share of the

partnership liabilities. The amount realized includes the seller's distributive share of

the partnership liabilities that are assumed or acquired by the purchaser.

 Impact on the Partnership.

o When a partner sells his interest in a partnership, there is usually no effect on the

partnership. The partnership is affected if the interest sold is sufficiently large so that

under Sec. 708 the partnership is terminated for tax purposes. Also, the partnership

may have to make optional or mandatory basis adjustments to its assets.
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7. Retirement or Death of a Partner.

 If a partner dies or retires from a partnership, that partner's interest can be sold either to an

outsider or to one or more existing partners. Frequently, however, a partner or a deceased

partner's assignee departs from the partnership in return for payments made by the partnership

itself. These payments are made in exchange for the former partner's interest in partnership

property and other payments.

8. Payments for Partnership Property.

 The valuation placed on the retiring partner's interest in the partnership properties by the partners

in an arm's-length transaction is generally accepted by the IRS. The payments are taxed under

the liquidating distribution rules with two exceptions. These two exceptions, for unrealized

receivables and goodwill not provided for in the partnership agreement made to general partners

in a service partnership, are taxed as ordinary income. The remaining payments are likely to

generate no gain or capital gain, except to the extent they are for substantially appreciated

inventory. These property payments are not deductible by the partnership.

 If the retiring or deceased partner was a general partner and the partnership is a service

partnership, payments made for unrealized receivables and goodwill are not considered payments

for property absent a provision for goodwill. These payments will be considered "other

payments."

9. Other Payments.

 Payments made to a retiring partner or to a deceased partner's successor in interest which exceed

the value of that partner's share of partnership property have a very different tax result for both

the retiring partner and for the partnership. Very few payments which do represent payments for

property (e.g., payments to a general partner retiring from a service partnership for his interest in

unrealized receivables and for his interest in partnership goodwill) are also taxed under these

rules.

 Payments are taxed either as a distributive share or a guaranteed payment. If the payment is a

function of partnership income, it is considered a distributive share of partnership income.
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 If the payment for other property is determined without regard to partnership income, the

payment is treated as a guaranteed payment. The payment is taxable to the retiring partner as

ordinary income, and is deductible by the partnership.

10. Exchange of a Partnership Interest.

 An exchange of a partnership interest in one partnership for a partnership interest in a different

partnership will trigger the recognition of gain or loss from the sale or exchange of a partnership

interest.



11. Exchange for Corporate Stock.

 A partnership interest may be exchanged for corporate stock in an exchange that qualifies under

Sec. 351. The basis of the corporate stock is determined by the basis in the partnership interest.

The holding period for the stock includes the holding period for the partnership interest. As a

result of the exchange, one of the corporation's assets is an interest in a partnership, and the

corporation reports its distributive share of the partnership income in the corporate tax return

along with all of its other earnings.

12. Incorporation.

 When a partnership becomes extremely profitable or when limited liability is important, the

entire partnership may choose to incorporate. Normally the transaction can be structured under

Sec. 351 and be partially or totally tax-exempt. There are three ways a partnership can choose to

incorporate, which are listed on p. C:10-21. These methods may have different tax

consequences.

13. Formation of an LLC, LLP or LLLP.

 A second option for obtaining limited liability for all owners is for the partnership to become and

LLC, LLP, or LLLP. Under the check-the-box regulations, an LLC with more than one member

is treated as a partnership unless it elects to be taxed as a corporation. Change from a general
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partnership to one of these forms will not cause the recognition of income on the transfer of

property. Further, the transfer of property does not cause the tax year of the partnership or any

partner to change. Basis of the partners interest in the partnership will be changed only if the

liability shares for the partners change. In some states partners can achieve limited liability

through a limited liability limited partnership (LLLP).

14. Income Recognition and Transfers of a Partnership Interest.

 The partnership year closes with respect to any partner who sells or exchanges his entire interest

in a partnership or any partner whose interest in the partnership is liquidated. The year closes

with the date of the sale or exchange, or the final payment in the case of a liquidation. As a

result, that partner's share of all items earned by the partnership must be reported in the partner's

tax year that includes the transaction date. A partner's tax year now closes on the date of death.

The partner's final return will include all partnership income up to the date of death.

15. Termination of a Partnership.

 Events Causing a Termination to Occur. Only two conditions terminate a partnership. These are

discussed below:

16. No Business Operated as Partnership.

 If no partner continues to operate any business, financial operation, or venture of a partnership

through the same or another partnership, the original partnership terminates. To avoid

termination, a partnership must maintain both partners and business activity.

17. Sale or Exchange of at Least a 50% Interest.

 A partnership terminates if there is a sale or exchange of at least 50% of the total interests in both

partnership capital and profits within a 12-month period.
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18. Effects of Termination.

 When a partnership terminates, its tax year is closed, requiring the partners to include their share

of partnership earnings for

 the short-period partnership tax year in their tax returns. This may cause a bunching of income,

particularly if the partnership is on a fiscal year.

 Liquidating Distributions and Contributions.

o When a termination occurs for tax purposes, a pro rata liquidating distribution is

deemed to have been made to all partners. Gain or loss must be recognized by the

partners under the liquidating distribution rules. The basis of assets deemed

distributed must be adjusted as they would be in an actual liquidating distribution. If

the partnership is terminated because of a greater than 50% change in ownership, the

business of the partnership will likely continue. In that case, a deemed contribution

of property to the new partnership must follow the deemed distribution.

 Changes in Accounting Methods.

o Termination of the partnership will end all partnership elections. New elections must

be made for the partnership tax year and accounting methods.

19. Mergers and Consolidations.

 When two or more partnership's merge, an old partnership, whose partners own more than 50%

of the profits and capital interests of the new partnership, is considered to be continued as the

new partnership. The new partnership continues with the tax year and accounting methods and

elections of the old partnership. All the other old partnerships are considered terminated. When

two or more partnerships meet the more than 50% of profits and capital interests requirement, the

partnership that is considered contributing the greater dollar value of assets to the new

partnership is considered the continuing partnership. If no partnership contributed the requisite

amount, all of the partnerships terminate and the new entity can make its own tax year and

accounting method elections.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

85
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



20. Division of a Partnership.

 When a partnership is divided into two or more partnerships, any of the new partnerships whose

partners own collectively more than 50% of the profits and capital interest in the old partnership

are considered a continuation of the old partnership. The new partnership(s) are bound by the

accounting method and tax year elections of the continuing partnership.

21. Optional and Mandatory Basis Adjustments

 In general, a partnership makes no adjustment to the basis of its property when a partner sells or

exchanges his or her interest in the partnership, when a partners interest transfers upon the

partners death, or when the partnership makes a property distribution to a partner.

22. Adjustments on Transfers.

 If an incoming partner purchases his or her partnership interest from an existing partner, the new

partners basis in the partnership interest equals the purchase price plus the new partners share of

partnership liabilities. The new partners basis in the partnership is likely to be different from his

or her share of basis of the underlying assets in the partnership. If an incoming partner makes an

election under Sec. 754, or an election is already in place for the partnership, Sec 743 mandates a

special basis adjustment equal to the difference between the transferee partners basis in the

partnership interest and the transferee partners share of basis of partnership assets. This basis

adjustment belongs only to the transferee partner and eliminates the inequities of different inside

and outside basis.

 For sales or exchanges of partnership interests occurring after October 22, 2004, the 2004 Jobs

Act impose a mandatory basis adjustment if the partnership has a substantial built-in loss and has

no Sec. 754 optional basis adjustment election in effect. A substantial built-in loss exists if the

partnerships adjusted basis in its property exceeds the FMV of the property be more than

$250,000.
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23. Adjustments on Distributions.

 If a Sec 754 election is in place a partnership makes the adjustments listed on p. 10-28. For sales

and exchanges after October 22, 2004 a mandatory basis adjustment is required if the partnership

has a substantial built-in loss and has no Sec. 754 optional basis adjustment election in effect.

The built-in loss is considered substantial if the difference between basis and FMV exceeds

$250,000.

In Section 4 of this course you will cover these topics:
S Corporations

The Gift Tax

The Estate Tax

You may take as much time as you want to complete the topic coverd in section 4.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: S Corporations

Topic Objective:

At the end of this topic student would be able to:

 Explain the requirements for being taxed under Subchapter S.

 Apply procedures for electing to be taxed under Subchapter S.

 Identify the events that will terminate an S election.

 Determine the permitted tax years for an S corporation.
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Definition/Overview:

S Corporation: An S corporation, for United States federal income tax purposes, is a

corporation that makes a valid election to be taxed under Subchapter S of Chapter 1 of the

Internal Revenue Code.

In general, S Corporations do not pay any income taxes. Instead, the corporation's income or

losses are divided among and passed through to its shareholders. The shareholders must then

report the income or loss on their own individual income tax returns.

Key Points:

1. Should An S Election Be Made.

 There is no general rule that can be applied to determine whether an S election should be made.

The management and shareholders should examine the long- and short-run advantages and

disadvantages of filing as a C corporation and as an S corporation before making a decision. The

election can be revoked or terminated at any time with minimal effort.

2. S Corporation Requirements.

 The S corporation requirements are divided into two categories -- shareholder-related

requirements and corporation-related requirements. A corporation that satisfies both sets of

requirements is known as a small business corporation.

 Shareholder-Related Requirements.

o There can be no more than 100 shareholders. A husband and wife are automatically

counted as one person. If stock is owned jointly by more than one person, each is

counted as a single shareholder. After 2004, this single shareholder rule expends to

include all members of a family if any family member so elects. Members of a
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family for this purpose include the common ancestor, lineal descendants of the

common ancestor, the spouses (or former spouses) of the common ancestor or lineal

descendents and their estates. The election remains in effect until terminated as

provided by regulation.

o Corporations and partnerships in general cannot own S corporation stock. Seven

types of trusts can own S corporation stock--grantor trusts, voting trusts, testamentary

trusts, qualified Subchapter S trusts (QSSTs), trusts that distribute all of their income

to a single beneficiary, who is treated as the owner of the trust, qualified retirement

plan trusts, and small business trusts. An election must be made in order for a trust

to be classified as a QSST or a small business trust.

o Organizations that are exempt from the federal income tax under Sec. 501(a) (e.g., a

tax-exempt public charity or private foundation) can hold S corporation stock starting

in 1998. These organizations count as one shareholder when calculating the 100-

shareholder rule.

o Individuals who are not U.S. citizens can only own S corporation stock if they are

U.S. residents or are married to a U.S. citizen or resident alien and make an election

to be taxed as a resident alien.

o Small business trusts can own S corporation stock starting in 1997. These trusts can

be complex trusts, and are primarily used as estate planning devices. Interests in

small business trusts cannot be purchased, but are generally acquired as a result of a

gift or bequest. All current beneficiaries of a small business trust must be individuals

or estates. An affirmative election is required to obtain small business trust status.

Charitable remainder unitrusts and charitable remainder annuity trusts do not qualify

as small business trusts. While both trusts may provide income interests to individual

shareholders, a remainder interest must be provided to a charitable organization,

which is not an eligible shareholder.

o The 2004 Jobs Act provides that a bank that otherwise would qualify for making an S

election can now do so even if an IRA trust holds some of its stock. This provision

applies only with respect to bank stock held in IRA trusts on October 22, 2004.
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o An unincorporated eligible entity that makes a valid S election is automatically

treated as making an election to be treated as a corporation under the check-the-box

regulations. Thus the entity does not have to make two separate elections.

3. Corporation-Related Requirements.

o Foreign corporations and unincorporated entities not taxed as an association cannot

be an S corporation. However, an unincorporated entity that elects to be treated as a

corporation under the check-the-box regulations may be an S corporation.

o Corporations that maintain a special federal income tax status are not eligible to make

an S election. For example, financial institutions that use the reserve method for bad

debts and insurance companies are not eligible. Corporations that have elected the

special Puerto Rico and U.S. possessions tax credit or the special Domestic

International Sales Corporation tax exemption are ineligible to make the S election.

o Starting in 1997, S corporations can own the stock of a C corporation or another S

corporation without any limitation on the percentage of voting power or value that is

held. The prohibition against a C corporation owning the stock of an S corporation

remains. An S corporation that owns the stock of a C corporation cannot participate

in the filing of a consolidated tax return. An S corporation can own the stock of a

Qualified Subchapter S Subsidiary (QSSS). A QSSS is a domestic corporation that

qualifies as an S corporation, is 100% owned by an S corporation, and for which an

affirmative election to be treated as a QSSS is made. The assets, liabilities, income,

deductions, losses, etc. of the QSSS are treated as those of its S corporation parent

and reported on the parent's tax return.

o An S corporation can have only one class of stock. A second class of stock is not

created if the only difference in the two classes of stock is voting rights.

o The determination of whether all outstanding shares of stock confer identical rights to

distribution and liquidation proceeds is made based on the corporate charter, articles

of incorporation, bylaws, applicable state law, and binding agreements relating to

distribution and liquidation proceeds.
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o Debt instruments, corporate obligations, or deferred compensation arrangements are

in general not treated as a second class of stock. A series of safe harbors exist for

characterizing S corporation obligations as debt.

4. Election of S Corporation Status.

 S corporations are exempt from all taxes except the built-in gains tax, excess net passive income

tax, LIFO recapture tax and recapture of any investment tax credits. S corporations are exempt

from the personal holding company tax, the accumulated earnings tax and the corporate

alternative minimum tax in the year in which the election is first effective and in all subsequent

years until the election is terminated.

 Shareholders pay tax on their pro rata share of the corporate income. Most distributions to the

shareholders will be tax-free. The basis in the shareholder's stock is adjusted for their ratable

share of ordinary income and separately stated items.

5. Making the Election.

 The S election can only be made by qualified small business corporations. It must be made in a

timely manner by filing the election on a Form 2553. The election can be made any time during

the preceding tax year, or on or before the fifteenth day of the third month of the tax year in

which the election is to be effective.

 A new corporation can make an S election at any time during the first two and a half months of

its existence. An S corporation's initial year commences on the earliest date that it has

shareholders, acquires assets or begins business.

 A corporation must remain a small business corporation on each day of the tax year preceding

the election, on the election day, and on all days after that in order for a retroactive election to be

valid.

 The tax law provides some relief for improper elections. If the corporation misses the deadline

for making the S corporation election, the IRS can treat the election as timely made if the IRS

determines that the corporation had reasonable cause for making the late election. If the election

was ineffective because the corporation inadvertently failed to qualify as a small business
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corporation or because it inadvertently failed to obtain shareholder consents, the IRS can honor

the election if the corporation and shareholders take steps to correct the deficiency within a

reasonable period of time.

 Consent of Shareholders.

o Each shareholder must consent to the election. This includes all shareholders on the

date of the election, and all prior shareholders for the tax year, if the election is

retroactive.

o Each tenant (whether husband and wife or not) must consent to the S election. If the

stock is owned as community property, the consent must be made by husband and

wife. A minor or his legal representative must consent to the S election.

 Termination of the Election.

o The S election is terminated either when the corporation revokes the election, or the

election is terminated because the corporation ceases to be a small business

corporation. The termination generally occurs on the day of the terminating event. If

the corporation revokes the S election, shareholders owning more than one-half the

stock on the day of revocation must consent to the revocation. A revocation made by

the fifteenth day of the third month is retroactive to the beginning of the tax year

unless another subsequent date is requested. All other revocations are effective on the

date of the revocation or some subsequent date, at the election of the corporation.

 Termination of the Election.

o The S election is terminated if the corporation fails one or more of the small business

corporation requirements.

o The passive income requirement is applied annually. A termination will result if

more than 25% of the corporation's gross receipts are passive income for each of

three consecutive tax years and the corporation has Subchapter C earnings and profits

at the end of each tax year. If the test is failed for three consecutive years, the

election terminates on the first day of the fourth year.
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o Passive investment income includes royalties, rents, dividends, interest, annuities, and

gains from the sale or exchange of stocks and securities. Passive investment income

excludes income derived from the active conduct of a trade or business.

 Allocation of Income.

o If a termination occurs at a time other than the first day of a tax year, an S termination

year occurs. The S termination year is divided into an S short year and a C short

year. The S short year commences on the first day of the tax year and ends on the last

day preceding the day the termination is effective. The C short year commences on

the day of the terminating event.

o The S short year's income is allocated to the shareholders. The C short year taxable

income is annualized to determine the corporate tax liability. Income is allocated

between the two short years on a daily basis unless an election is made to allocate the

income using the corporation's tax accounting elections. All shareholders during the

S short year and on the first day of the C short year must consent to this election. A

pro rata allocation cannot be used when an S termination year occurs and during such

year sales or exchanges of 50 percent or more of the corporation's outstanding stock

occur. In such case, the corporation's tax accounting elections must be used to make

the allocation.

 Inadvertent Termination.

o If an inadvertent termination occurs, the S corporation and its shareholders must take

the necessary steps within a reasonable time after discovering the disqualifying event

to restore the corporation's small business corporation status. The IRS may require

adjustments to be made if the S election is to remain in effect continuously. After

2004, the IRS can grant relief for inadvertent terminations of the election to treat a

subsidiary as a QSSS and the election to treat family members as one shareholder.

 Other IRS Waivers.
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o The IRS cannot only waive a termination that it deems to be inadvertent, it can

validate certain invalid elections. Validation of an invalid election can occur when

the election failed to meet the basic S corporation requirements of IRC Sec. 1361 or

failed to provide the necessary shareholder consents. The IRS also can exercise this

authority in situations where a corporation never filed an election. Relief can also be

obtained for filing a late election. The authority to validate certain invalid elections

applies to tax years beginning after December 31, 1982.

 New Election Following a Termination.

o A corporation that terminates its S election must wait five tax years before making a

new election. The IRS may waive this rule if the termination was inadvertent, or if

more than 50% of the stock is owned by persons who did not own the stock when the

termination occurred. Congress enacted a special one-time waiver of the 5-year

reelection-waiting period for S corporations terminations occurring in tax years

beginning before January 1, 1997. These corporations can re-elect S corporation

status immediately without IRS consent.

6. Avoiding Termination of an S Election.

 A number of negative tax consequences can occur if an S election is inadvertently terminated.

7. S Corporation Operations.

 S corporations make the same accounting period and accounting method elections as C

corporations.

8. Taxable Year.

 TRA86 requires an S corporation to use a calendar year, a fiscal year for which the necessary

business purpose has been established, or a fiscal year for which IRS permission has been

received based on the facts and circumstances of the situation as its tax year. Alternatively, a
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special election can be made under Sec. 444 to use a fiscal year, which results in a deferral

period equal to the lesser of three months or the deferral period that is presently being used, or to

retain the tax year that it used for its last tax year beginning in 1986. Such an election requires

the S corporation to make a required payment under Sec. 7519.

 At this point you may wish to use Topic Review C:11-2 to review the alternative S corporation

tax years.

9. Accounting Method Elections.

 Most accounting method elections are made by the S corporation. These elections are

independent of the elections made by the shareholders. The three elections that are made by the

S corporation's shareholders relate to income from the discharge of indebtedness, deducting and

recapturing of mining exploration expenditures, and deducting or crediting foreign income taxes.

10. Ordinary Income or Loss and Separately Stated Items.

 S corporations are treated as individuals for income tax purposes. They report ordinary income

or loss and separately stated items in the same manner as partnerships. The character of the

income or deduction is not changed because it passes through to the shareholder.

 Similarity to C Corporation Treatment.

o S corporations are treated as corporations for certain tax matters. For example, an S

corporation can elect to amortize its organizational expenditures under Sec. 248.

Also, the 20% reduction in certain tax benefits under Sec. 291 applies to an S

corporation if the corporation (or a predecessor corporation) was a C corporation in

any of its three preceding tax years.

 Carrybacks and Carryforwards When Status Changes.
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o Carryforwards and carrybacks that originate in a C corporation tax year cannot be

used in an S corporation tax year (other than to reduce the built-in gains tax).

Likewise, carryforwards and carrybacks originating in an S corporation tax year

cannot be used in a C corporation tax year.

 U.S. Production Activities Deduction.

o The 2004 Jobs Act added a new deduction for businesses engaged in U.S. production

activities for tax years beginning after 2004. In the case of an S corporation, the

deduction applies at the shareholder level, so the S corporation must report each

shareholders share of qualified production activities income on the shareholders K-1.

11. Special S Corporation Taxes. S corporations are subject to four special tax levies.

 Excess Net Passive Income Tax.

o The excess net passive income tax is levied when an S corporation has passive

investment income for the tax year that exceeds 25% of its gross receipts, and it has

Subchapter C E&P at the close of the tax year. Tax on the excess net passive income

is assessed at the highest marginal corporate rate (35%).

 Built-in Gains Tax.

o The built-in gains tax is imposed on any gain that would have been included in

income before the conversion from C corporation to S corporation status if the

corporation had used the accrual method of accounting and which is reported during a

10-year period commencing on the day the S election takes effect. Built-in losses

reduce the amount of recognized built-in gains when determining the built-in gains

tax liability.

 LIFO Recapture Tax.
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o If a C corporation using the LIFO inventory method makes an S election, Sec.

1363(d)(3) requires the corporation to include its LIFO recapture amount in gross

income for its last C corporation tax year. The tax increase is paid in four annual

installments commencing with the final C corporation tax year.

o At this point you may wish to use the Stop and Think material as a discussion tool

with your students to point out why certain taxes are levied at the corporate level

when a C corporation is converted to an S corporation.

: The Gift Tax

Topic Objective:

At the end of this topic student would be able to:

 Understand the concept of the unified transfer tax system.

 Describe the gift tax formula.

 Identify a number of transactions subject to the gift tax.

 Determine whether an annual gift tax exclusion is available.

Definition/Overview:

Gift Tax: A gift tax is a tax imposed on the gratuitous transfer of ownership of property. When a

taxable gift is made the tax is usually imposed on the donor (the giver) unless there is a retention

of an interest which delays completion of the gift. A transfer is completely gratuitous where the

donor receives nothing of value in exchange for the gifted property. A transfer is gratuitous in

part where the donor receives some value but the value of the property received by the donor is

substantially less than the value of the property given by the donor. In this case, the amount of

the gift is the difference.
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Key Points:

1. Concept of Transfer Taxes.

 Gifts and inheritances are specifically excluded from the income of a recipient. The donor must

pay a gift tax on the value of property transferred by gift. The estate pays an estate tax on the

value of property in the taxable estate.

2. History and Purpose of Transfer Taxes.

 The United States has had an estate tax since 1916 and a gift tax since 1932. The structure of

these taxes has remained fairly constant. One of the most important purposes of the gift tax is to

raise revenue. Because of the generous exclusion, the gift tax raises a very small amount of the

total revenue. Another purpose of the gift tax is to provide a backstop for the estate tax. The

gift tax prevents wealthy donors from transferring large portions of their assets during life to

escape the estate tax.

3. The Unified Transfer Tax System.

 Unified Rate Schedule.

o Before the 1976 Act, there was a separate rate schedule for gift tax purposes

that was only 75% of the estate tax rates. Since that time there has been a unified

rate schedule with graduated rates, currently up to a maximum of 45%.

 Impact of Taxable Gifts on Death Tax Base.

o Taxable gifts are added into the estate tax base. They are valued at their FMV

on the date of the gift. The addition of post-1976 adjusted taxable gifts to the

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

98
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



estate tax base results in higher marginal rates being applied to transfers made at

death. Gift taxes paid on these gifts are subtracted from the estate tax liability.

 Unified Credit.

o The unified credit reduces dollar-for-dollar a certain amount of the tax

computed on the taxable gifts or the taxable estate. The amount of the credit

varies depending on the year of transfer. For years 2008 and 2009, the amount of

the credit is $345,800. This number is to remain constant while the credit for

estate tax purposes increases.

4. Gift Tax Formula

 Determination of Gifts.

o A determination must first be made as to whether any transfers made by a

taxpayer constitute a gift. The transfer is valued at the FMV of the property on

the date of the gift. The aggregate amount of gifts for the period is then

determined. Aggregate gifts are reduced by any exclusions or deductions to

determine taxable gifts.

 Exclusions and Deductions.

o For 2009, the amount of the annual exclusion is $12,000 per donee per year. If

the amount of a gift to a person does not equal $12,000, the exclusion is limited to

the FMV of the gift. Exclusions may be claimed for an unlimited number of

donees. Unlimited deductions are allowed for marital transfers and gifts to

charities. The annual exclusion is indexed for inflation using multiples of $1,000.

 Gift-Splitting Election.
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o Congress authorized gift-splitting provisions to provide for comparable tax

results for residents of community property and common law states. Under this

provision, gifts made to third parties by one spouse will be treated as made one-

half by each for purposes of the annual exclusion and unified credit.

 Cumulative Nature of Gift Tax.

o Computation of gift tax liabilities is cumulative in nature. The marginal tax

rate depends on both the taxable gifts of the current and prior periods.

 Unified Credit.

o Prior to 1977, the Code allowed a $30,000 specific exemption. The exemption

was repealed and replaced by the unified credit. The unified credit amount has

changed over the years. A table showing the amount of the unified credit and

credit equivalent is provided on the inside back cover. In 2009, the credit amount

is $345,800. In 2010, the credit will be $330,800, the tax on $1 million at a top

rate of 35%.

5. Transfers Subject to the Gift Tax.

 Transfers for Inadequate Consideration.

o Property transferred for less than adequate consideration in money or money's

worth is deemed a gift. A transfer is subject to the gift tax even though not

entirely gratuitous if the value of the property transferred exceeds the value of

money or other consideration given.

 Bargain Sales.

o Family members may wish to transfer property at less than adequate and full

consideration. A part-sale, part-gift will then occur. The amount of the gift is the
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difference between the sales price and the property's FMV on the date of the

transfer.

 Transfers in Normal Course of Business.

o A transfer arising in the ordinary course of business, which is bona fide, arm's

length, and free from any donative intent is considered made for adequate

consideration.

6. Statutory Exemptions from the Gift Tax.

 There are certain statutory exemptions from the gift tax.

 Payment of Medical and Tuition Expenses.

o A qualified transfer is not treated as a gift. A qualified transfer is defined as an

amount paid on behalf of an individual to an educational organization for tuition

or to any person who provides medical care as payment for such medical care.

The payment must be made directly to the educational institution or the person or

entity providing the medical care. It includes tuition, but not room, board and

books. The identity of the person benefiting is not important and does not need to

be a relative. If payments made are for the support of an individual under state

law, the payments do not constitute a gift. State law determines the definition of

support. At this point you may wish to discuss the material in the ethics box

relating to gifts to cover tuition costs.

 Transfers to Political Organizations.

o Transfers to a political organization are not considered gifts.
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 Property Settlements in Conjunction with Divorce.

o Section 2516 sets out circumstances in which property settlements in

connection with a divorce are exempted from being treated as a gift. To come

under these provisions, the

o spouses must adopt a written agreement concerning their marital property rights

and the divorce must occur during a three-year period beginning one year before

the agreement is made.

 Qualified Disclaimers.

o People may sometimes wish to disclaim a gift if they are old, ill or very

wealthy. States provide disclaimer statutes, which allow an individual to disclaim

a gift. People making a qualified disclaimer will be treated as though they never

received the property. State law and/or another provision in the will address how

to determine who will receive the property after the original beneficiary declines

to accept it. A qualified disclaimer must meet the four tests listed on p. C:12-10.

 Cessation of Donor's Dominion and Control.

o A gift does not occur until a transfer becomes complete. A gift is complete and

thus is deemed made and valued when the donor has parted with dominion and

control so as to leave him without power to change its disposition, whether for his

own benefit or the benefit of another.

 Revocable Trusts.

o A transferor who conveys property to a revocable trust has not made a

completed transfer. If the trustee makes a distribution from a revocable trust to a

beneficiary, a completed gift is made.
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 Other Retained Powers.

o Transfers to an irrevocable trust may not be deemed complete with respect to

the portion of the trust that the creator keeps control over. If a donor reserves any

power over the property's disposition, the gift may be wholly or partially

incomplete depending upon the facts in the case. A gift is incomplete to the

extent the donor can name new beneficiaries or change the interests of

beneficiaries.

7. Valuation of Gifts.

 General Rules.

o All gifts are valued at their FMV on the date of the gift. FMV is defined as the

price at which such property would change hands between a willing buyer and a

willing seller, neither being under any compulsion to buy or sell, and both having

reasonable knowledge of relevant facts.

 Life Estates and Remainder Interests.

o The interest rate is to be revised every month to the rate that is 120% of the

Federal midterm rate applicable for the month of the transfer. You may at this

point wish to use the Stop and Think example, which illustrates the effect the age

of the income beneficiary has on the value of the remainder interest.

 Special Valuation Rules: Estate Freezes.

o In recent years Congress became concerned that individuals were able to shift

wealth to other individuals, usually in a younger generation, without paying their

fair share of the transfer taxes. An approach commonly used was the estate

freeze, where a corporation was recapitalized.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

103
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



8. Gift Tax Consequences of Certain Transfers.

 Some transactions that cause the transferor to be considered as having made a gift are not

straightforward.

 Creation of Joint Bank Accounts.

o Funding a joint bank account is an incomplete transfer. A gift occurs when one

party withdraws an amount in excess of the amount they deposited.

 Creation of Other Joint Tenancies.

o A completed gift occurs when a transferor titles real estate or other properties

in the names of him and another as joint tenants. Each joint tenant is deemed to

have an equal interest in the property. The person furnishing consideration for the

property is deemed to have made a gift to the other joint tenant in an amount

equal to the value of the donee's pro rata interest in the property.

 Transfer of Life Insurance Policies.

o The mere naming of another as the beneficiary on a life insurance policy is an

incomplete transfer. If the owner of a policy irrevocably assigns all ownership

rights in the policy to another, a completed gift has been made. Ownership rights

include the ability to change the beneficiary, borrow against the policy, and cash

the policy in for its cash surrender value. The payment of premiums on a policy

is considered a gift to the policy's owner in the amount of the premium paid.

 Exercise of a General Power of Appointment.

o A power of appointment exists when a person transfers property and grants

someone else the power to specify who will eventually receive the property.
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Powers can be general or special. A person possesses a general power of

appointment if he has the power to appoint the property to himself, his creditors,

his estate, or the creditors of his estate. A gift occurs when a person exercises a

general power of appointment and names some other person to receive the

property. The gift is made to the person receiving the property. The exercise of a

power of appointment in favor of the holder of power is not a gift.

 Net Gifts.

o A net gift occurs when an individual makes a gift to a donee who agrees to pay

the gift tax as a condition to receiving the gift. The amount of the gift is the

excess of the value of the transferred property over the amount of the gift tax paid

by the done.

: The Estate Tax

Topic Objective:

At the end of this topic student would be able to:

 Describe the formula for the estate tax.

 Describe the methods for valuing interests in the gross estate.

 Determine which interests are includible in the gross estate.

 Identify deductions available for estate tax purposes.

Definition/Overview:

Estate Tax: The estate tax in the United States is a tax imposed on the transfer of the "taxable

estate" of a deceased person, whether such property is transferred via a will or according to the

state laws of intestacy. The estate tax is one part of the Unified Gift and Estate Tax system in the

United States. The other part of the system, the gift tax, imposes a tax on transfers of property
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during a person's life; the gift tax prevents avoidance of the estate tax should a person want to

give away his/her estate just before dying.

Key Points:

1. Estate Tax Formula.

 The federal estate tax is a wealth transfer tax, not a property tax or an income tax. The tax base

for the federal estate tax is the total of the decedent's taxable estate and adjusted taxable gifts.

2. Gross Estate.

 The process of arriving at the decedent's estate tax liability begins with determining the items to

be included in the gross estate. Such assets are valued at the date of death or the alternate

valuation date. The estate tax is levied on dispositions that are testamentary in nature. A transfer

is considered testamentary if the transferor's control or enjoyment of the property ceases at death,

not before death. The gross estate may include gifted property if either the right to receive the

income generated by the property or control over the property is retained for the donor's

lifetime.

3. Deductions.

 Adjusted Taxable Gifts and Tax Base.

o Adjusted taxable gifts are added to the taxable estate to determine the amount

of the estate tax base. Adjusted taxable gifts are taxable gifts made after 1976

other than gifts that are included in the gross estate.

 Tentative Tax on Estate Tax Base.
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o After the tax base is determined, the next step is to calculate the tax on this

base. The unified tax rates are found on the inside back cover. The tax

determined by the rate schedule is reduced by the decedent's post-1976 gift taxes

calculated using date of death rates, In 2009, the top marginal tax rate is 45%

 Reduction for Post-1976 Gift Taxes.

o Gifts are not taxed twice because post-1976 gift taxes that are paid reduce the

amount of the estate tax payable at death. This credit against the estate tax is

calculated using the unified rate schedule in effect in the year of death and the

unified credit for the year of the gift.

 Unified Credit.

o The unified credit allows a tax base of a certain size, referred to as an

exemption equivalent or applicable exclusion amount, to be completely free of the

transfer tax. The amount of the credit varies depending on the year of death. For

2009 the unified credit exemption equivalent is $3,500,000. The amount of the

credit is $1,455,800. The credit will increase in 2009 so that the exemption

equivalent is equal to $3,500,000.

 Other Credits.

o In addition to the unified credit - the only credit available for gift tax purposes -

the Code authorizes three credits for estate tax purposes. These credits are

discussed in more detail later. (pp. C:13-24 through C:13-25.)
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4. The Gross Estate - Valuation.

 Date-of-Death Valuation.

o All property included in the gross estate is valued at its FMV at the date of

death or alternate valuation date. The valuation date election is an all-or-nothing

proposition.

o Fair market value is defined as the price at which the property would change

hands between a willing buyer and a willing seller, neither being under any

compulsion to buy or to sell and both having reasonable knowledge of relevant

facts. Life insurance is valued at its face value at the date of death rather than at

its interpolated terminal reserve value as in the case of a gift.

 Listed Stocks.

o Stocks traded on a stock exchange are valued at the average of their highest and

lowest selling price on the date of death. If no sales occur on the date of death,

the FMV is a weighted average of the high and low sales prices on the nearest

trade dates before and after the date of death.

 Interests in Firms Whose Stock Is Not Publicly Traded.

o Detailed guidelines are found in Rev. Rul. 59-60 which provide guidance in

valuing stock that is not publicly traded. Relevant factors, including book value

and earning capacity, are included in that revenue ruling. If the stock represents a

minority interest in a closely held firm, the courts often grant a discount for the

minority interest.

 Real Estate.

o Specific guidance is not provided for the valuation of real estate. Appraisal

literature discusses three techniques for valuing real estate: comparable sales,
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reproduction cost, and capitalization of earnings. The method used depends on

the real estate being valued. At times, all three methods are used.

o Annuities, Interests for Life or a Term of Years, Reversions, Remainders.

 Alternate Valuation Date.

o The executor can elect under Sec. 2032 to value all property included in the

gross estate at its FMV on the date of death or the alternate valuation date (six

months after the date of death). In situations where the property is distributed,

sold, exchanged, or otherwise disposed of within the six-month period, the

alternate valuation date is the date of disposition.

o If the executor elects the alternate valuation date, generally any changes in

value that occur due to the mere lapse of time are to be ignored in determining the

property's value. An example of this is the valuing of a patent.

o The basis of property received because of another's death is its value on either

the date of death or alternate valuation date. The alternate valuation date value

can only be elected if the election decreases the value of the gross estate and the

estate tax liability (after the reduction for credits). The Stop and Think example

at this point provides an illustration of when the alternate valuation date can prove

effective for both estate tax and income tax purposes.

5. The Gross Estate - Inclusions.

 Comparison of Gross Estate with Probate Estate.

o The probate estate can be defined as encompassing those properties that pass

subject to the will and are subject to court administration. The probate estate is

defined by state law. The gross estate is a federal tax law concept and includes

property not included in the probate estate.
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 Property in Which the Decedent Had An Interest.

o The gross estate includes the value of all property the decedent beneficially

owned at the time of death. Its scope extends beyond property in which the

decedent held title.

 Dower or Curtesy Rights.

o State law in some states defines dower and curtesy rights. Under these rules,

state law entitles the surviving spouse to a certain portion of the decedent spouse's

estate, even though the decedent may have willed a smaller portion to the

surviving spouse.

 Transferor Provisions.

o Sections 2035 to 2038 serve to pull property back into the gross estate that the

decedent transferred earlier and when the decedent has not received full and

adequate consideration for the property.

 Gifts Made Within Three Years of Death (Sec. 2035(a)).

o Certain gifts made within three years of death, i.e., life insurance proceeds and

transfers made under Secs. 2036 through 2038 are pulled back into the gross

estate and valued as of the date of death.

 Gross-Up Rule (Sec. 2035(b)).

o The donor-decedent's gross estate is increased by any gift tax that he or his

estate pays on any gift that he or his spouse makes during the three-year period

ending with the date of death.

 Transfers with Retained Life Estate (Sec. 2036).
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o Property is included in the gross estate when the transferor keeps the income or

enjoyment of the property or the right to control other individuals' income or

enjoyment.

o The retention of voting rights in stock of a controlled corporation that has been

transferred will also cause the stock to be included in the decedent's gross estate

under these provisions.

 Reversionary Interests

o The gross estate includes earlier transferred property if the decedent stipulates

that another person must survive him in order to own the property, and the value

of the decedent's reversionary interest exceeds 5% of the value of the transferred

property. Actuarial techniques are used to value the reversionary interest.

 Revocable Transfers

o Section 2038 covers the rules for revocable transfers. This provision also taxes

transfers over which the decedent has, as of the time of his death, the power to

change the enjoyment by altering, amending, revoking, or terminating an interest.

Revocable trusts, sometimes called living trusts, are popular arrangements from a

non-tax standpoint because assets held by a revocable trust pass outside of

probate. Unlike a will, a revocable trust is not a matter of public record.

 Annuities and Other Retirement Benefits.

o Under Sec. 2039, an annuity is includible in the gross estate if payments have

been made under a contract or agreement, and the decedent is receiving these

payments at death and has the right to receive them alone or with another person.

If the annuity simply ceases with the death of the decedent in question, nothing is

to be received by another party and nothing is included in the gross estate.
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 Annuities Not Related to Employment.

o The amount included in the gross estate with respect to annuities or other

retirement benefits is a fraction of the value of the annuity or lump-sum payment

to be received by the surviving beneficiary.

 Employment-Related Retirement Benefits.

o Contributions made by a decedent's employer (or former employer) are treated

as contributions made by the decedent, provided such payments are made as a

result of the employment relationship. 100% of the benefits from an

employment-related annuity are included in the gross estate.

 Jointly Owned Property.

o Jointly owned property passes at the death of one joint owner to the other

automatically where property is held in a joint tenancy with right of survivorship

or tenancy by the entirety.

 Ownership Involving Persons Other Than Spouses.

o When persons other than spouses own property jointly, the portion of the

property included in the gross estate is determined based upon the amount of

consideration provided.

 Ownership Involving Only Spouses.

o If only spouses are joint owners, the property is classified as a qualified joint

interest. The decedent's gross estate includes one-half the value of the qualified

joint interest. This rule is automatic regardless of the amount of consideration

provided.
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 General Powers of Appointment.

o Section 2041 provides that the holder of a general power of appointment must

include the property over which he holds the power in his gross estate. A general

power of appointment exists if the holder can exercise the power in favor of

himself, his estate, his creditors, or the creditors of his estate. If the power of

appointment is limited by an ascertainable standard, it is not a general power of

appointment.

 Life Insurance.

o Under Sec. 2042, life insurance policies owned by the decedent are included in

the gross estate to the extent that they are payable to his estate, or he held any

incidents of ownership in the policy at the time of his death. Section 2033

includes life insurance policies owned by the decedent on the lives of others.

 Consideration Offset.

o The gross estate is reduced by an offset for partial consideration received in

certain transactions. If consideration is received in an earlier transaction for

property that is transferred, the value of the property included in the gross estate is

reduced by the amount of consideration received, not a pro rata portion of the cost

paid by the decedent. )

 Recipient Spouse's Interest in QTIP Trust.

o If a marital deduction is claimed for QTIP property, the property is generally

included in the recipient spouse's gross estate. The property is valued at the date

of death or alternate valuation date FMV.
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In Section 5 of this course you will cover these topics:
Income Taxation Of Trusts And Estates

Administrative Procedures

U.S. Taxation Of Foreign-Related Transactions

You may take as much time as you want to complete the topic coverd in section 5.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: Income Taxation Of Trusts And Estates

Topic Objective:

At the end of this topic student would be able to:

 Understand the basic concepts concerning trusts and estates.

 Distinguish between the accounting concept of principal and income.

 Calculate the tax liability of a trust or estate.

 Understand the significance of distributable net income.

Definition/Overview:

The trust's income: A trust will usually earn income from the money or property settled on the

trust. The money or property is used as an investment to earn further revenue, or as capital to

fund a trading operation. This revenue becomes the trust's income as it is earned. The initial
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settlement on the trust is not income for tax purposes, but the settlor may have to pay gift duty on

it, depending on the value of the settlement.

How a trust or estate starts: To create a trust, a person (the settlor) gives money or property to

another person (the trustee), to be held in trust for the benefit of either the trust's beneficiaries, or

a purpose recognised by law.

Key Points:

1. Inception of Trusts.

 Trusts may be created at any time by transferring property to one for tax or asset conservation

reasons. The property in the trust is administered by the trustee (named by the transferor) for the

benefit of the beneficiaries.

 If the trust is created during the grantor's lifetime, it is an inter vivos trust and the transferor is

called a grantor. A trust created by will is called a testamentary trust. A trust may continue as

long as provided by the trust agreement subject to the Rule Against Perpetuities.

2. Inception of Estates.

 Estates come into being due to the death of the individual (decedent) whose assets are being

administered. An estate continues until the duties of the executor or administrator (where the

decedent died without a will) to manage and distribute the property have been completed. The

estate is a separate tax entity and will be terminated for federal income tax purposes after a

reasonable length of time for performance of administrative duties.
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3. Reasons for Creating Trusts.

 Tax Saving Aspects of Trusts

o Irrevocable trusts are able to achieve income splitting. After TRA86, trusts do

not offer the same advantages for income splitting that they previously did due to

the compressed tax rate schedules. Sprinkling trusts allow the trustee some

discretion in making distributions. The trustee has the option of distributing

income to the beneficiary (ies) having the lowest rates. By making distributions

when the rate is low, the trustee can minimize the amount of income that will be

taxed at the highest tax brackets.

o Trusts also may save estate taxes provided the transferor does not retain the

right to receive the trust income or the power to control which other persons

receive the income, or have, at the time of death, the power to alter the identity of

any persons named earlier to receive such assets.

 Nontax Aspects of Trusts.

o Trusts are often used so that a trustee can manage the assets. This reason will

be true where minors or incapacitated adults are involved. Trusts also are used

where the beneficiary is deemed to not have sufficient management skill, or is

likely to consume the assets. In addition, trusts are sometimes needed to protect

assets from creditors.

o Revocable trusts are used for a number of reasons other than tax reasons. They

allow the grantor to determine how well the trustee is capable of managing the

trust assets. They also provide a reduction in the cost of administering an estate

as well as an increased degree of privacy as to the disposition of assets.
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4. Basic Principles of Fiduciary Taxation.

 Trusts and Estates as Separate Taxpayers.

o An estate or trust is a separate taxpaying entity. The tax is calculated on Form

1041. The rates are annually indexed for inflation. The rates are very compressed

compared to those for individuals. As is true for individuals, an estate or trust's

long-term capital gains are taxed at a top tax rate of 15% if the asset was held for

more than 12 months. The top tax rate for qualified dividends is also 15%.

 No Double Taxation.

o There is no double taxation with income earned by a trust or estate. A

deduction for income distributed to beneficiaries is provided. The beneficiaries

report the distributed trust income on their individual returns. If all income is not

distributed, some of it will be taxed to the fiduciary.

 Conduit Approach.

o Distributed income has the same character in the hands of the beneficiary as it

has in the trust.

 Similarity to Rules for Individuals.

o In general, the income tax consequences for a trust or estate is determined in

the same manner as for individuals. The top tax rate for individuals is the top tax

rate for trusts.

5. Principles of Fiduciary Accounting.

 The Importance of Identifying Income and Principal.
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o One of the most important features of Subchapter J is determining the

difference between principal (corpus) and income. Income, as referred to in

Subchapter J, means the amount of income in the estate or trust for the taxable

year determined under the terms of the governing instrument and local law.

 Effects of State Law or Terms of the Trust Instrument.

o The trust instrument can specify the accounting rules to follow in determining

principal and income. Absent a provision in the trust instrument, state law will

control. For this purpose, many states have adopted the Revised Uniform

Principal and Income Act (1962). In recent years a number of states have adopted

the Uniform Principal and Income Act (1997). This Act provides that if certain

conditions are met the trustee may shift distribution amounts between principal

and income as deemed necessary.

6. Principal and Income - The Uniform Act.

 Income Receipts.

o Income is defined as the return in money or property derived from the use of

principal.

 Principal Receipts.

o Principal is defined as the property which has been set aside by the owner or

the person legally empowered so that it is held in trust eventually to be delivered

to the remainderman while the return or use of the principal is in the meantime

taken or received by or held for accumulation for an income beneficiary. The

1997 Act allows the trustee to make adjustments between the principal and

income accounts to the extent the trustee deems them necessary, provided certain

additional requirements are met.
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 Expenditures.

 Categorization of Depreciation.

o Depreciation is charged against income under the Uniform Act, which reduces

net accounting income and the maximum amount that can be distributed to a

beneficiary when the trust instrument does not authorize the distribution of

corpus. Many states have departed from this rule and allocate depreciation to

corpus.

o At this point you may wish to introduce Topic Review C:14-1, which

summarizes the treatment under the Uniform Act of 1962 of the major receipts

and expenditures of fiduciaries.

7. Formula for Taxable Income and Tax Liability.

 Gross Income.

o The items included in a trust's or estate's gross income are the same as those

included in an individual's gross income. This income must be allocated between

principal (corpus) and income.

 Deductions for Expenses.

o Fiduciaries incur deductible expenses in the same manner as individuals. In

addition, the fiduciary's administration fee is deductible. There is no limit on the

trust's charitable contribution deduction.

o Depreciation or depletion deductions are available to the trust or estate only to

the extent they are not allowable to the beneficiaries. Depreciation is allocable

between the beneficiaries and the trust pursuant to the terms of the trust
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agreement. If the trust instrument is silent, depreciation is allocated based on the

amount of income allocated to each.

o Costs incurred for trustees' and executors' fees are incremental costs

attributable to the holding of the property by a trust or estate as are the costs of

having income tax returns prepared for trusts and estates. Thus, trustees' and

executors' fees and tax return preparation fees are not categorized as

miscellaneous itemized deductions. Thus, these deductions are not subject to the

2% floor; in addition, they are subtracted to arrive at hypothetical AGI and

thereby reduce the amount of disallowed miscellaneous deductions. However, the

Sixth Circuit Court of Appeals later held that amounts paid for investment counsel

fees also were not subject to the 2% of AGI floor p. C:14-8.

8. Distribution Deduction.

 Simple Trusts.

o Trusts that must distribute all of their income currently and are not empowered

to make charitable contributions are called simple trusts. If the accounting

income that must be distributed exceeds the trust's DNI, the distribution deduction

is limited to DNI. The amount deductible by the trust is taxed to the beneficiaries

irrespective of the amount they actually receive.

 Complex Trusts.

o Trusts not required to distribute all of their income currently are called complex

trusts. The distribution deduction for complex trusts and estates is the sum of the

income required to be distributed currently and any other amounts properly paid,

credited, or required to be distributed for the year. The distribution deduction

may not exceed the trust's or estate's DNI reduced by tax-exempt income (net of

deductions). Beneficiaries report income equal to the amount of the distribution

deduction.
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 Personal Exemption.

o Estates are entitled to a $600 exemption. If the trust instrument requires that all

income be distributed annually, the trust receives a $300 exemption. Otherwise

the exemption is $100. Trusts may qualify for a $300 exemption in one year, and

a $100 exemption in the next, depending upon the income distribution

requirements.

 Credits.

o The rules governing credits for trusts and estates are the same as those

governing individuals. Some of the personal credits such as household and

dependent care credits are not available. The foreign tax credit must be allocated

between the beneficiaries and the trust or estate.

 U.S. Production Activities Deduction.

o The 2004 Jobs Act added a new deduction for businesses engaged in U.S.

production activities for tax years beginning after 2004. If upon the death of a

sole proprietor, his or her business passes to an estate or trust, the U. S.

production activities deduction applies at the beneficiary level. The estate or trust

will need to determine each beneficiarys share of the businesss qualified

production activities income and report these amounts on the beneficiaries K-1s.

9. Distributable Net Income.

 Significance of DNI.

o DNI sets the ceiling on the amount of the distributions that are taxed to the

beneficiaries. DNI also determines the maximum amount that can be deducted by

the fiduciary. The distribution deduction is reduced further by the amount of tax-
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exempt income (net of expenses). DNI determines the character of the

beneficiary's income. The character of each type of income is allocated in the

same proportion that the total of each class of income bears to DNI. A special

allocation among beneficiaries is possible provided the provision in the trust

instrument has economic effect independent of the tax results.

 Definition of DNI.

o DNI is the fiduciary's taxable income adjusted as described on p. C:14-11. If

capital gains and extraordinary dividends are allocated to corpus, they are

excluded from DNI. DNI includes tax-exempt income reduced by nondeductible

expenses allocated to the income. The distribution deduction is DNI reduced by

tax-exempt income (net of expenses).

o DNI and accounting income are different in that expenses charged to principal

reduce DNI, but not accounting income. This adjustment reduces the amount

taxable to the income beneficiary without reducing the amount of income that can

be distributed to the income beneficiary. See Topic Review C:14-2.

 Manner of Computing DNI.

o DNI can be calculated by starting with taxable income (exclusive of the

distribution deduction) and making the adjustments to taxable income that the

Code specifies. The second method of determining DNI is to calculate the

amount of net accounting income and reduce such amount by an expense charged

to principal.
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: Administrative Procedures

Topic Objective:

At the end of this topic student would be able to:

 Understand the role of the IRS in our tax system.

 Discuss how returns are selected for audit and the alternatives available to tax payers whose

returns are audited.

 Describe the IRS's ruling process.

 Identify the due dates for tax returns and penalties associated with not abiding by such dates.

Definition/Overview:

IRS: The Internal Revenue Service (IRS) is the United States federal government agency that

collects taxes and enforces the internal revenue laws. It is an agency within the U.S. Dept of the

treasury responsible for interpretation and application of Federal tax law.

Key Points:

1. Role of the Internal Revenue Service.

 The Internal Revenue Service is a part of the Treasury Department. It is headed by the

Commissioner of Internal Revenue and supervised by an oversight board consisting of nine

members. These members are appointed by the President. The Commissioner of Internal

Revenue is appointed by the President. The IRS employs about 100,000 people. The

responsibilities of the IRS include enforcing and interpreting the tax laws.

 Enforcement and Collection.
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o The United States employs a system of voluntary compliance. Audits are

performed on selected taxpayers and certain nonfilers. The IRS attempts to

uncover positions taken on returns in certain gray areas with which they do not

always agree with taxpayers. They also act to enforce collection.

 Interpretation of the Statute.

o Statutory language is so general that administrative and judicial interpretation is

necessary. The IRS issues revenue rulings, revenue procedures, announcements,

notices, and information releases. These are available to the public. Private letter

rulings are issued to individual taxpayers upon request.

 Organization of the IRS.

o The IRS is organized functionally into four divisions: (1) Wage and

Investment, (2) Small Business, (3) Middle Market/Large Corporate, and (4) Tax

Exempt. Each division is headed by a divisional director.

o The Wage and Investment Division is responsible for individual taxpayers who

report only wage and investment income. The Small Business Division is

responsible for sole proprietors, small corporations and partnerships, and

individuals with supplemental income. The Middle Market/Large Corporate

Division is responsible for corporations with assets of $5 million or more. The

Tax Exempt Division is responsible for tax-exempt organizations, employee

plans, and state and local governments. There are ten service centers throughout

the nation that receive and process tax returns.

2. Audits of Tax Returns.

 One of the IRS's most significant enforcement activities is the auditing of tax returns. Besides

mathematical verification of the return, a computer-matching program compares individual tax
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returns with information returns filed with the IRS. If the service center detects an error, a notice

is sent to the taxpayer detailing the additional tax or refund due.

 Percentage of Returns Audited.

o Only a small fraction of returns are audited. Statistics are provided in the text

material. Over one-half of the returns are subjected to a computerized "instant"

audit.

 Selection of Returns for Audit.

o Returns are selected for audit in a variety of ways, with many returns being

selected for audit under the discriminant function (DIF) process. The DIF

selection process has decreased the number of no-change individual returns

selected for audit. Recently the IRS began an audit approach known as the

Market Segment Specialization Program (MSSP). Under this program, IRS

personnel develop industry expertise and audit guides by industry.

 Discriminant Function Program.

o For 2006, only about 27% of the returns audited were selected under the DIF

program. The rest of the returns that were audited were selected under 12

different audit initiatives some of which involve nonfilers, tax shelter related

write-offs, computer matches of third-party information, claims for refund, return

preparers, and unallowable items. DIF formulas are developed based on

information from the Taxpayer Compliance Measurement Program (TCMP).

o In 2002, the IRS launched the National Research Program (NRP). The NRP

update data compiled in the TCMP audits and develop new statistical models for

identifying returns most likely to contain errors. The NRP differs from the TCMP

in two significant respects. First, it relies on pre-existing audit data as well as

data compiled in ordinary, as opposed to special, audits. Second, it focuses on
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specific portions of a tax return, not all line-by-line items. The NCR is based on

data gathered primarily in audits of about 50,000 individual tax returns.

o The IRS conducts what are called financial status or lifestyle audits. The

purpose of these audits is to identify inconsistencies between a taxpayer s reported

income and his or her lifestyle. Although the courts have generally sanctioned the

use of financial status audits, Congress has limited their use to situations in which

the IRS has a reasonable indication of unreported income.

 Other Methods.

o The IRS widely uses several other methods for selecting returns for audit.

Sometimes a return is audited when a claim for refund is filed. Other returns are

audited because the IRS receives a tip that the taxpayer is not filing his return

correctly. In 1997, the IRS launched an investigation of about 200,000 trusts

(representing approximately 7% of the total trust returns), which it believed had

been established for tax avoidance purposes. In 2003, through a combination of

audits, summons, and targeted litigation, the IRS launched an initiative to identify

and deter promoters of abusive tax shelters.

 Alternatives for a Taxpayer Whose Return Is Audited.

o When a taxpayer is notified of an audit, he or she is told whether the audit will

be a correspondence audit, office audit, or field audit. The notice informing the

taxpayer about the audit indicates which items will be examined and what

information should be brought to the audit. Field examinations are common for

business returns and more complex individual returns. The IRS employee

conducts these audits at either the taxpayer's place of business or residence or at

his/her tax advisor's office.

 Special Relief Rule.
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o A taxpayer who receives an audit notice can request that the examination be

suspended while a review is conducted to determine whether the audit should

proceed if his return was audited for the same item in at least one of the two

previous years and the earlier audit did not result in a change in his tax liability.

 Meeting with a Revenue Agent.

o The taxpayer and/or his representative can meet with a revenue agent. If

additional tax is due, the taxpayer may disagree with the agent. A meeting with

the agent's supervisor may lead to agreement on the issue. If the taxpayer agrees

with the result of the audit, a Form 870 (Waiver of Statutory Notice) is signed.

This form indicates the taxpayer agrees to waive any restrictions on the IRS's

ability to assess the tax and consents to the IRS's collecting the tax. If Form 870

is signed, interest ceases to accrue, and the taxpayer has 10 days from the date the

additional tax is billed to make the payment.

 Technical Advice Memoranda.

o Sometimes highly complex, technical issues will be involved in an audit. An

IRS employee may request advice from the IRS's National Office. The taxpayer

may also urge that the employee seek advice on the issue. The advice is given in

the form of a Technical Advice Memorandum, which is made public in the form

of a letter ruling.

 Appeal to Appeals Division.

o If the taxpayer does not sign Form 870, the IRS will send the taxpayer a report,

known as a 30-day letter, detailing the proposed changes and notifying the

taxpayer of his right to pursue the matter in the Appeals Office. The taxpayer has

30 days from the date on the letter to request an appeal. If the audit was a field

audit and the amount in question exceeds $10,000, a formal protest letter must be
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filed within the 30-day period. If the taxpayer does not respond to the 30-day

letter, the IRS follows up with a 90-day letter.

 Ninety-Day Letter.

o A 90-day letter is a statutory notice of deficiency. It details information

concerning the deficiency and informs the taxpayer that the IRS will assess the

deficiency unless a petition is filed in the Tax Court within 90 days of the date the

letter is mailed. Taxpayers who pay the assessment can sue for refund in a U.S.

district court or the U.S. Court of Federal Claims.

3. Litigation.

 Taxpayers must consider the time and expense involved in litigating an issue. Even though they

may disagree with the IRS position, they may decide to pay the additional assessment. If the

decision is made to litigate, it is important to select the proper court.

 Tax Court.

o Taxpayers desiring to litigate in the Tax Court must file their petition with the

Tax Court within 90 days of the date of the Statutory Notice of Deficiency (90-

day letter). There are some advantages of going the Tax Court route, including

not having to pay the deficiency as a prelude to filing suit. If the deficiency does

not exceed $50,000, an informal small case procedure may be used. Small case

decisions cannot be appealed.

 A U.S. District Court or U.S. Court of Federal Claims.

o As a condition of going to a U.S. district court or the U.S. Court of Federal

Claims, the taxpayer must pay his deficiency and file a claim of refund. The

claim will be denied by the IRS, and the taxpayer can file a suit for refund.
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 Appeal of a Lower Court's Decision.

o Whichever party loses, the government or the taxpayer, an appeal of the lower

court decision may be made to an appellate court. An appeal from the Tax Court

or a district court goes to the appellate court in the circuit in which the taxpayer

resides, or the corporation has its principal place of business. Cases originating in

the U.S. Court of Federal Claims are appealable to the U.S. Court of Appeals for

the Federal Circuit.

o Either the taxpayer or the government can request a writ of certiorari for the

Supreme Court to review the appellate court's decision. If the Supreme Court

decides to hear a case, it will grant certiorari.

o You may wish at this point to discuss with the class the Stop and Think

material which illustrates the importance of selecting the proper court to litigate

in. p. C:15-10.

 Requests for Rulings.

o Information to Be Included in Taxpayer's Request.

o Early in each year, the IRS issues a revenue procedure that details how to

request a ruling and the information to be contained in the ruling request.

 Will the IRS Rule?

o With respect to income tax and gift tax matters, the IRS will only rule on

prospective transactions and on completed transactions for which a return has not

yet been filed. For estate tax matters, a ruling generally will not be issued if the

estate tax return has been filed or involves the estate tax consequences of a living

person.
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o There are certain topics on which the IRS will not rule. A list of these areas is

issued in a revenue procedure early each year. The IRS has announced that

except in

o extraordinary circumstances it will discontinue granting letter rulings

addressing "issues that are clearly and adequately addressed by published

authorities."

 When Rulings Are Desirable.

o In some circumstances it is useful to get the IRS's position on a particular

transaction. Where favorable rulings using the same fact pattern were issued in

the past, the taxpayer may still wish to receive assurance that his transaction will

be viewed in the same way. The IRS has restricted a taxpayer's ability to obtain a

"comfort" ruling in situations where the outcome of the ruling is well established.

Where the outcome of a ruling is uncertain, it may be better for the taxpayer not

to request a ruling.

4. Due Dates and Penalties.

 Due Dates for Returns.

o Returns for individuals, fiduciaries, and partnerships, are due on the fifteenth

day of the fourth month following the close of the tax year. Corporate returns (for

both C and S corporations) are due on the fifteenth day of the third month

following the close of their tax year. All corporations subject to tax and

partnerships must file a return annually.

 Extensions.
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o Extensions are granted for a reasonable period of time, not to exceed six

months unless the taxpayer is abroad. Individuals are eligible for a 6-month

extension.

 Individuals.

o Individuals can receive an automatic extension by filing Form 4868

(Application for Automatic Extension of Time to File U.S. Individual Income Tax

Return).

 Corporations.

o Corporations request an automatic extension for filing by submitting Form

7004 (Application for Automatic Extension of Time to File Corporation Income

Tax Return) by the original due date of the return. The automatic extension is for

six months, and no additional extension is available.

 Due Dates for Payment of Tax.

o Obtaining an extension extends the time for filing a return, not for paying the

taxes. The first individual estimated tax installment is due on the due date for the

preceding year's return, and the additional payments are due two, five, and nine

months later. Slightly different time periods apply to corporations. If the IRS

computes the tax due, taxpayers have 30 days from the date the IRS mails the

notice stating the amount of tax payable to pay the amount that is owed.

o Interest is assessed on all taxes not paid by the return due date. Additional

taxes that are projected to be owed must be paid with the request for extension. If

the gift tax return is also being extended, any gift tax due must be included with

the request for extension.
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 Interest on Tax Not Timely Paid.

o Any tax not paid on the original due date is subject to interest. Instances where

interest is assessed are listed on p. C:15-14.

 Determination of Rate.

o The interest charged on unpaid taxes varies with the short-term federal rates as

determined at the beginning of each calendar quarter. The rate for overpayments

is two percentage points higher than the short-term federal rate. For corporate tax

overpayments in excess of $10,000, the interest rate is reduced to the federal

short-term rate plus one-half percentage point starting in 1995.

 Daily Compounding.

o Interest is accrued using daily compounding.

o Rev. Proc. 95-17 contains tables to use for calculating the compounded

interest. In addition, software packages are available for the interest calculation.

 Accrual Period.

o Interest is usually imposed from the due date of the return until the date of

payment. If a Form 870 is signed, no interest is assessed from 30 days after the

execution of Form 870 until the date the IRS issues its notice and demand. No

additional interest is charged if the taxpayer pays the tax due within 10 days of the

billing date. Taxpayers litigating in the Tax Court may make a deposit to reduce

the interest potentially owed. If the court decides that the taxpayer owes a

deficiency, interest will not accrue on the amount of the deposit.

 Abatement.

o The IRS dos not abate interest except for unreasonable errors or delays

resulting from its managerial or ministerial acts.
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 Penalties.

o In addition to the interest charged, penalties are assessed for failure to pay by

the due date and failure to file on time.

 Failure to File.

o Taxpayers who fail to file a return are assessed a failure-to-file penalty of 5% a

month (or a fraction thereof) not to exceed 25%. The penalty is waived for the

showing of reasonable cause. Taxpayers owing any tax at all are subject to a

$100 minimum penalty if they fail to file a return within 60 days of the due date.

 Failure to Pay.

o The failure-to-pay penalty is imposed at 0.5% per month to a maximum of

25%. The failure-to-pay penalty may be waived with the showing of reasonable

cause. If both the failure-to-pay and failure-to-file penalty are assessed, the

combined penalty cannot exceed 5% per month.

: U.S. Taxation Of Foreign-Related Transactions

Topic Objective:

At the end of this topic student would be able to:

 Understand the principles underlying U.S. authority to tax foreign-related transactions.

 Determine the foreign tax credit available to U.S. taxpayers.

 Calculate the earned income exclusion available to U.S. individuals working abroad.

 Determine whether a foreign citizen is a U.S. resident or nonresident alien.
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Definition/Overview:

U.S Taxation for foreign-related transactions: Foreign Trusts (i.e., Non-U.S. Trusts) have

complex U.S. reporting requirements, which are different from the reporting requirements

imposed on U.S. domestic trusts. The U.S. taxation of the income and distributions from a

foreign trust depends on the type of foreign trust and the status of the trust's beneficiaries at the

time of distribution. This publication will provide an overview of the questions that must be

addressed by foreign trustees, U.S. owners of foreign trusts, and U.S. beneficiaries of foreign

trusts under current U.S. law.

Key Points:

1. Jurisdiction to Tax.

 The U.S. income tax laws use the following four characteristics to determine the tax treatment

accorded foreign-related transactions:

o Taxpayer's country of citizenship

o Taxpayer's country of residence

o Type of income earned

o Location where the income is earned

 U.S. citizens and domestic corporations are taxed by the United States on their worldwide

income. Individuals who are not U.S. citizens (aliens) and foreign corporations are taxed

according to their country of residence or incorporation.

 Individuals who are not citizens are divided into two classes: resident aliens and nonresident

aliens. Resident aliens are taxed on their worldwide income. Nonresident aliens are taxed on

U.S. investment income and their U.S. trade or business income.
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 A domestic corporation is defined as a corporation created or organized under federal law or the

laws of one of the 50 states or the District of Columbia. All other corporations are foreign

corporations.

 U.S. citizens, resident aliens, and domestic corporations are taxed on their worldwide income

whether earned in the United States or a foreign country. In 2008, U.S. citizens and resident

aliens working abroad for extended periods of time can exclude up to $87,600 of income earned

from performing personal services in foreign countries.

2. Taxation of U.S. Citizens and Resident Aliens.

 Foreign Tax Credit.

o The foreign tax credit reduces a U.S. taxpayer's total worldwide tax liability on

income earned in a foreign country or U.S. possession by the lesser of the foreign

tax liability or the U.S. tax liability on the foreign income.

 Creditable Taxes.

o Foreign tax credit benefits are available only for income taxes paid or accrued

to a foreign country or a U.S. possession. Other foreign taxes are deductible to

the extent of the Code Sec. 164 provisions.

 Eligibility for the Credit.

o Accrual basis taxpayers must claim the foreign tax credit in the year that the tax

levy accrues. Cash basis taxpayers take the credit in the year that the tax is paid

unless they make a special election to accrue the taxes.

 Translation of the Foreign Tax Payments.
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o The amount of foreign taxes paid must be translated into U.S. dollars. Cash

basis taxpayers use the exchange rate for the day when the tax is paid. Accrual

basis taxpayers use the average exchange rate for the year over which the tax

accrues. They may elect to translate such taxes into U.S. dollars based on the

exchange rate prevailing on the payment date, provided the taxes are denominated

in a currency other than that used in the taxpayers regular course of business. If

accrual method taxpayers pay the accrued taxes two years after the close of the

tax year to which the taxes relate, they must use the exchange rate as of the

payment date to account for any currency fluctuation.

 Foreign Tax Credit Limitation.

o The formula for the limitation of the foreign tax credit is provided on p. C:16-

5. The overall limitation permits taxpayers to offset "excess" foreign taxes paid in

one country against "excess" limitation amounts that result from activities in other

countries during the same taxable year. Total foreign taxes paid or accrued on

foreign source taxable income may not exceed the total U.S. tax that is due on

such income. For 2004 and later years, individuals must reduce taxable income

by any nonrefundable credits before claiming the foreign tax credit. Individuals

with less than $300 of foreign tax credits ($600 for joint filers) are exempt from

the foreign tax credit limitation provided foreign source income is exclusively

from passive income.

 Determining the Income Amounts.

o Income amounts used in the credit limitation calculation are determined

according to the U.S. source of income rules.

 Foreign Tax Credit Carrybacks and Carryovers.
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o Excess foreign tax credits can be carried back one year and forward ten years to

a tax year in which the taxpayer has an excess foreign tax credit limitation.

Excess credits are used in a FIFO ordering.

 Special Foreign Tax Credit Limitations.

o Section 904 creates baskets of income for which separate foreign tax credit

limitation calculations must be made. These baskets include those listed on p.

C:16-7. Beginning in 2007, the number of foreign tax credit limitation baskets

will be reduced to two, one for passive investment income and the other for

general limitation income. If all income falls into the "other" category, only one

credit limitation calculation needs to be made. Excess credit limitations arising in

one basket cannot be used to offset taxes paid in another basket.

o At this point you may wish to use Topic Review C:16-1 to summarize the

provisions for the foreign tax credit.

 Foreign-Earned Income Exclusion.

o Special earned income exclusions exist for individuals working in foreign

countries, Puerto Rico, and certain U.S. possessions.

 U.S. Citizens and Resident Aliens Employed Abroad.

o U.S. citizens and resident aliens employed abroad are taxed on their worldwide

income. This includes their regular compensation and any special allowances to

compensate for the higher foreign living costs and the inconveniences

encountered when living abroad.

o To make American business more competitive abroad, a $85,700 in 2007

($87,600 in 2008) exclusion is available for U.S. citizens who are bona fide

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

137
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



residents of a foreign country for an entire tax year or who are physically present

in a foreign country(ies) for 330 full days out of a 12-month period.

 Foreign-Earned Income Defined.

o Earned income means wages, salaries, professional fees, and other amounts

received as compensation for personal services (including self-employment

income) actually rendered. Most fringe benefits are excluded from gross income

and thus the foreign earned income total.

 Amount of the Exclusion.

o The earned income exclusion is available only for the number of days in the tax

year during which the taxpayer meets either the bona fide resident requirement or

the physical presence requirement. The earned income exclusion is limited to the

lesser of the individual's foreign-earned income or the amount of the daily

exclusion times the number of days during the tax year that the individual

qualifies for the exclusion

 Housing Cost Exclusion or Deduction.

o An individual taxpayer who is eligible for the foreign-earned income exclusion

can exclude or deduct a housing cost amount determined under the formula on p.

C:16-11. For 2007, the maximum foreign earned income exclusion is $85,700.

The base housing amount for 2007 is $13,712, and the daily base housing amount

is $37.57. Although as of the date of this publication, the IRS has not released the

2008 annual and daily base housing amounts, they are estimated to be $14,016

and $38.30, respectively.

o Any portion of the housing cost amount that is not attributable to employer-

provided amounts is a for AGI deduction. An individual who has an employer-

provided housing amount to exclude and self-employment income must divide up

the housing cost amount into excludible and deductible portions.
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o The housing cost exclusion is limited to 30 percent of the maximum foreign

earned income exclusion (computed on a daily basis). Employer-provided

amounts encompass any income that is foreign earned and included in the

employers gross income for the tax year.

 Disallowance of Deductions and Credits.

o Deductions and credits are disallowed with respect to excluded income. Any

employment-related expenses that are allocated to a taxpayer's excluded foreign-

earned income are nondeductible. No restriction is placed on deducting the

housing cost amount other than the annual ceiling described above.

o Foreign income taxes that are paid or accrued with respect to excluded foreign-

earned income cannot be credited or deducted.

3. Taxation of Nonresident Aliens.

 Definition of Nonresident Alien.

o Aliens are U.S. residents if they meet either the lawful resident test or

substantial presence test listed on p. C:16-14. The United States amended its tax

laws to reduce the incentive for U.S. citizens and long-term U.S. residents to give

up their U.S. citizenship or residency. The U.S. government can impose

expatriation taxes as part of the income, estate and gift tax rules when a tax

avoidance motive is established for the change in citizenship or residency.

 Investment Income.

o Passive or investment income is taxed to a nonresident alien only when it is

U.S. source income. Capital gains earned in the United States (other than in the

conduct of a U.S. trade or business) are taxed to nonresident aliens only if they
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are physically present in the United States for at least 183 days during the tax

year.

o Ordinary income and capital gains earned by a nonresident alien are taxed at a

30% rate. The rate is applied to the gross income amount. No deductions or

losses can reduce the amount taxed. The U.S. payor withholds the tax levy from

the amount paid to the alien. If the tax is not withheld, the U.S. payor becomes

liable for the taxes if the alien does not pay them.

 Trade or Business Income.

o Nonresident aliens owning or operating a business in the United States

involving the sale of services, products, merchandise, etc. are considered

conducting a trade or business in the United States. A partner or beneficiary is

considered conducting a trade or business in the United States if the partnership or

trust conducts a trade or business in the United States.

o Nonresident aliens who are in the United States for less than 90 days in the

year, are employed by a nonresident alien, a foreign partnership, or a foreign

corporation that does not engage in the conduct of a U.S. trade or business, and

who do not earn more than $3,000 for their services are considered not to have

engaged in the conduct of a U.S. trade or business.

 Special Election for Real Estate Investors.

o A special election permits an aliens' real estate activities to be considered a

trade or business even though they would not otherwise meet the trade or business

requirements. This allows all deductions and losses from the activity to be

claimed. If the election is not made and the activity does not constitute a trade or

business, the real estate income is subject to the flat 30% withholding tax levied

on a gross basis.
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 Effectively Connected Test.

o Income is effectively connected with the conduct of a U.S. trade or business if

either an asset-use or business-activities test is satisfied. The asset-use test is

satisfied if an asset is held or used in the conduct of a U.S. trade or business. The

business-activities test is met if the activities of the U.S. trade or business are a

material factor in the realization of income. Capital gain income that is

effectively connected with the conduct of a U.S. trade or business under either test

is taxable without regard to the number of days that the individual is physically

present in the United States.

o Income from the sale of inventory and other personal property by a nonresident

alien is U.S. source and, therefore, taxable if the alien has a U.S.office and the

sale is attributable to that office. When property is produced here and sold

abroad, a portion of the income is allocated to the United States and taxed.

 Calculating the Tax.

o Two separate tax calculations may be required. Investment income is taxed at a

flat 30% rate. Trade or business income is taxed net of any related expenses,

itemized deductions (but not a standard deduction) are allowed and there is a limit

of one personal exemption.

o Single nonresident aliens are taxed using the single rate schedule. Married

nonresident aliens are taxed using the married-filing-separately schedule unless an

election to file a joint return is made with a U.S. citizen or resident alien. The

individual alternative minimum tax applies to nonresident aliens on their U.S.

trade or business activities. The tax liability owed on trade or business income

can be reduced by any available credits. Estimated tax payments or remittances

with the tax return will satisfy the tax liability.

o At this point you may wish to introduce Topic Review C:16-3 in order to

summarize the rules covering taxation of nonresident aliens and foreign

corporations.
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 Taxation of U.S. Businesses operating Abroad.

o Foreign subsidiaries of U.S. corporations generally are exempt from U.S.

taxation unless they conduct a U.S. trade or business or make U.S. investments.

This exemption extends to the foreign subsidiarys U.S. owners, who generally are

not taxed on their share of the subsidiarys earnings until they are received as a

dividend.

 Domestic Subsidiary Corporations.

o Foreign sales activities can be operationally separate from any domestic

activities through use of a domestic subsidiary corporation. The subsidiary's

liabilities can be kept separate from the parent. Profits are taxed when earned,

and losses deducted when incurred. Foreign losses can be deducted against

domestic profits on a consolidated tax return.

 Foreign Branches.

o A foreign branch is an office or other establishment of a domestic entity that

operates in a foreign country. Profits from the overseas operations are reported by

the domestic corporation in the year earned. The use of a foreign branch allows

start-up losses to be deducted against domestic operating profits. Once the

foreign branch becomes profitable it can be incorporated in the foreign country

and the subsidiary's U.S. tax liability on its profits deferred until they are remitted

to the United States.

 Foreign Corporations.

o The advantages of conducting a business overseas through a foreign

corporation are listed on p. C:16-19.
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 Deferral Privilege.

o A foreign corporation's earnings are taxed as dividend income when they are

remitted to the United States. No U.S. tax is imposed on the foreign earnings

until they are remitted to the United States as dividends unless the Subpart F rules

apply.

o Losses incurred by a foreign corporation cannot be deducted by any of its

shareholders. Losses reduce the profits reported by the foreign corporation in

other years that can be distributed as dividend income to its shareholders.

 Foreign Tax Credit.

o In order to claim a deemed paid foreign tax credit, the foreign corporation must

make a dividend payment to the domestic corporation out of its E&P and the

domestic corporation must own at least 10% of the foreign corporation's voting

stock on the distribution date. The dividend paid and the foreign taxes must be

translated into U.S. dollars using the appropriate foreign exchange rates.

 Multiple Foreign Tax Credit Baskets.

o A separate foreign tax credit limitation is required for noncontrolled foreign

corporation dividends received by a corporate shareholder owning at least 10% of

the foreign corporation's stock.

 Taxation of a Foreign Corporation's U.S. Activities.

o A foreign corporation that earns investment income in the United States or

conducts a U.S. trade or business is taxed by the U.S. government. The rules

governing

o U.S. taxation of a foreign corporation's income parallels those for nonresident

aliens. In addition to the regular tax, foreign corporations are also subject to the
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alternative minimum tax, accumulated earnings tax and personal holding

company tax.

o Foreign corporations that conduct their U.S. activities by using a U.S.

subsidiary corporation are subject to a second level of taxation when the

subsidiary corporation's profits are distributed in the form of a dividend. This

additional levy is in the form of a withholding tax at a 30% rate or at a lower rate

that is specified in a tax treaty.

o Income earned by the unincorporated U.S. branch of a foreign corporation is

taxed twice: first at the branch level when earned; second, at the foreign

corporate level when remitted. The branch level tax is imposed on branch income

effectively connected with the conduct of a U.S. trade or business. The corporate

level tax is imposed on a dividend equivalent amount deemed to have been paid

by the U.S. branch to the foreign corporation. This tax is assessed on a gross

basis at a flat 30% rate. The 30% rate may be reduced by treaty. This tax is

analogous to the 30% withholding tax on U.S. corporate dividends paid to foreign

shareholders.

 Controlled Foreign Corporations.

o Under the Subpart F rules, certain forms of "tainted" income are taxed in the

year in which they are earned. Because of these rules, a major tax-planning

objective is to structure overseas activities in such a way that CFC status is

avoided, or the reporting of "tainted" Subpart F income is avoided.

 CFC Defined.

o A CFC is a foreign corporation having more than 50% of its voting stock or

more than 50% of the value of its outstanding stock owned by U.S. shareholders

on any day of the foreign corporation's tax year. A U.S. shareholder is a U.S.
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person who owns at least 10% of the foreign corporation's voting stock. The

constructive ownership rules of Sec. 318 and 958(b) apply.

 Constructive Distributions of Subpart F Income.

o A U.S. shareholder is taxed on Subpart F income where the foreign corporation

has been a CFC for at least 30 days during the tax year. Each U.S. shareholder

reports its share as a constructive dividend distributed on either the last day of the

CFCs tax year or the last day on which the foreign corporation was a CFC. The

constructive dividend is included in the U.S. shareholder's gross income and

increases the shareholders basis in the CFC stock. The deemed paid foreign tax

credit is available if the shareholder is a domestic corporation. An individual

shareholder may elect under Sec. 962 to have the constructive dividend taxed as if

he or she were a domestic corporation.

 Subpart F income.

o Subpart F income falls into five categories of income: income from the

insurance of U.S. and foreign risks that originate outside the country of

organization, foreign base company income, boycott-related income, income

equal to the amount of any bribes or other illegal payments paid by or on behalf of

the CFC, and income from countries where for political or other reasons the

deferral privilege is denied.

 Increase in Earnings Invested in U.S. Property.

o Each U.S. shareholder receives a constructive distribution of their share of the

lesser of the U.S. shareholder's share of the average amount of U.S. property held

at the close of each quarter over E&P previously taxed under Sec. 956, or the

shareholder's ratable share of the CFC's earnings for the year. Earnings that have
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been taxed as Subpart F income may be invested in U.S. property without

incurring any additional tax liability.

 Distributions from a CFC.

o Distributions made by a CFC are deemed to be paid first from any increase in

earnings invested in U.S. property and its most recently accumulated Subpart F

income, then out of its tax-deferred earnings, if any. Distributions of any tax-

deferred earnings are not deemed to have been made until after these three forms

of previously taxed income have been distributed. Distributions of previously

taxed income are tax-free to the U.S. shareholder and reduce the basis in CFC

stock.

 Disposition of CFC Stock.

o If a U.S. person owns at least 10% of a CFC's voting stock at any time within

five years of a disposition and CFC status was retained by the foreign corporation

during the 5-year period, gain recognized on the sale is taxed as a dividend to the

extent it is attributable to accumulated E&P.

 Section 482 Rules.

o Under Sec. 482, the IRS has the power to distribute; apportion; or allocate

gross income, deductions, credits, allowances, or any items affecting taxable

income between or among controlled entities to prevent tax evasion and to clearly

reflect the income of the entities. These rules apply to entities owned or

controlled by the same parties. The transactions covered include many types of

business transactions (e.g., sales of inventory), licensing of intangibles, as well as

loans and advances.

o Sec. 482 regulations issued in 1993 involving the transfer of tangible and

intangible property between controlled entities are much more specific about their
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application to achieve a result approximating an arm's-length transaction between

uncontrolled entities.

o A net Sec. 482 transfer pricing adjustment for the sale of property or services,

or the use of property, can constitute a substantial valuation misstatement under

Sec. 6662(e)(1)(B) if it exceeds the lesser of $5 million or 10% of the taxpayer's

gross receipts. An accuracy related penalty of 20% of the amount of the tax

underpayment attributable to the transfer pricing violation can be imposed under

this provision.

o Foreign Sales Corporations Regime and Extraterritorial Income Exclusion.

o Before 2005, two special tax incentives to encourage the export of U.S. goods

abroad were available to U.S. taxpayers: the foreign sales corporation (FSC)

regime and the extraterritorial income (ETI) exclusion. The FSC regime

exempted from U.S. taxation a portion of foreign trade income earned by an FSC

organized by a U.S. taxpayer in a treaty country. The ETI exclusion exempted

from U.S. taxation foreign trading gross receipts accruing to a U.S. corporation as

a result of activities conducted abroad. In response to World Trade Organization

rulings that the FSC regime and the ETI exclusion constitute prohibited export

subsidies, Congress repealed both measures. As a phase-out of the ETI exclusion,

80% of the otherwise available ETI benefits was available to U.S. taxpayers in

2005, and 60% was available in 2006.

 Inversions.

o U.S. corporations are taxed on their worldwide income, both U.S.- and foreign-

source. Foreign corporations are taxed almost exclusively on their U.S.-source

business and investment income. This difference in tax treatment creates an

incentive for U.S. corporations with substantial foreign-source income to
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reorganize as a foreign corporation in transactions known as inversions.

Typically in an inversion, a U.S. corporation merges into a foreign entity or

transfers substantially all of its assets to the foreign entity, the owners of the U.S.

business exchange stock in the U.S. corporation for equity in the foreign entity,

and the same owners continue to conduct their U.S. business, as well as their

foreign operations. Following the merger or asset transfer, income from the U.S.

business continues to be subject to U.S. taxation, but income from the foreign

business largely escapes U.S. taxation

o Two provisions were added in Sec. 367 to stop the erosion of the corporate tax

base. Under the first provision, a foreign corporation will be deemed to be a U.S.

corporation for U.S. tax purposes if: (1) the foreign corporation acquired

substantially all the assets of the U.S. corporation, (2) former shareholders of the

U.S.

o corporation own 80% or more (by vote or value) of stock in the foreign

corporation

o by reason of their U.S. stock ownership, and (3) the foreign corporation and its

affiliates do not conduct substantial business in the foreign country of

incorporation.

o Under the second anti-inversion provision, income recognized in an inversion

transaction, as well as related taxes, cannot be offset by the U.S. corporations

otherwise available tax attributes for a ten-year period if conditions (1) through

(3) above are met, with the substitution of 60% ownership for 80% ownership.

Excepted from the rule are sales of inventory and similar property to a foreign

related person.

 Election to Accrue Foreign Taxes.
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o Cash method taxpayers may elect to accrue foreign taxes for credit purposes.

The election permits them to credit foreign income taxes that have accrued but not

yet been paid. It does not affect the application of the cash method of accounting.

 Special Earned Income Elections.

o Taxpayers may revoke a previous election to exclude foreign-earned income or

not make the initial election if they find themselves in one of two situations: (1)

they are employed in a foreign country where the foreign tax rate exceeds the U.S.

tax rate, or (2) they incur a loss from overseas employment or trade or business

activities.

o Taxpayers may not elect to exclude or deduct the housing cost amount. A

qualifying taxpayer who receives only this amount (W-2 income) from his or her

employer must exclude it from gross income. If the taxpayer earns only self-

employment income, he or she must deduct the housing cost amount. If a

combination of the two types of income is earned, the housing cost amount must

be apportioned between an exclusion and a deduction based on the relative

amounts of income earned. A taxpayer can waive the foreign earned income

benefits by making an election on his or her current return or on an amended

return.

 Tax Treaties.

o A treaty is an agreement between two or more sovereign nations. The United

States has concluded tax treaties with over 60 countries. Income tax treaties have

two primary objectives: (1) to reduce or eliminate double taxation and (2) to

facilitate cooperation between the taxing authorities of countries. A taxpayer who

takes a position based on a treaty provision that overrules an IRC provision is

required to disclose such position on his or her tax return or on a statement

attached to the return.
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 Special Resident Alien Elections.

 Two special elections permit nonresident aliens to be treated as resident aliens for U.S. tax

purposes. The first election is usually made when a foreign national moves to the United States

too late in the year to qualify under the substantial presence test
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