Topic 1.3, FIT ACCOUNTING


 L.Bravenec (rights reserved), 7/5/01

425-Su01-1.3

Acronyms:

FA = financial accounting
FANI = FA net income
FIT = Federal income tax

FITA = FIT accounting
FIT TI = Federal income tax taxable income
Significance:  FITA is important not only because it determines the timing of reporting of items of income and deduction on the FIT return (1120, 1120S, and 1065).    The timing differences between FITA and FA are the subject of interperiod tax allocation (the “provision for income taxes” on FA statements).   Moreover, modifications of FITA impact “earnings and profits,” the FIT retained earnings account that is the source of taxable “dividends” to shareholders.

You are requested to work “problems for your consideration,” using only your 405 knowledge.   (Of course, you may use as a reference either your basic [405] FIT book or the attached Appendix 1.3.)

Problems for your consideration: [Accrual method C corp. is the taxpayer, unless specified otherwise][References at the end of each problem are to Appendix 1.3A or B]

Accounting Periods

1. Choice of taxable year [A.1]

a. X formed X Corp. on 1/1/01.   Based on the business’s prior earnings history, X Corp. is predicted to have the following approximate business net income (deduction) pattern in the foreseeable future.

Alternative 1
Alternative 2





1/1 – 6/30

  $ 400,000
$(200,000)






7/1 – 12/31

  $(200,000)
$ 400,000

      Would you advise X Corp. to select a taxable year ending 6/30 or 12/31?

b. Y has an existing unincorporated business which is likely to have the above business net income/deduction pattern (same two alternatives).  Assume that Y will have taxable income of $100,000 apart from the business operations.

(1) Should Y incorporate his/her business on 1/1 or 7/1?

(2) What tax year should the corp. pick?

Accounting Methods

2. Long-term contracts.   During 2001, H.B. Construction (“HB”), a U.S. corporation, entered into a long-term contract to construct an office building.  HB fully expects the contract to be completed within two years of its commencement (i.e., during 2003).  The estimated gross contract price is $12.5 million; the estimated total contract costs are $8.75 million.  During 2001, HB incurred $3.5 million in costs and received $2.5 million in income with respect to the contract.  During 2002, HB completed the contract; it incurred $5.25 million in expenses and received $10 million in income in 2002.  For the previous three taxable years, HB has averaged less than $10,000,000 in annual gross receipts.  Based on the information given, determine for FA and FITA purposes the amount of income and expense for 2001 and for 2002.  [B.1.b]

3. Depreciation.   During 2001, Florida Offshore Inc. acquires a depreciable asset for $2,700 and uses 3-year life, mid-year convention in depreciating the asset.   However, it uses MACRS-SL for FANI and MACRS-DDB for FIT TI.   [B.4.a]

4. Tangible personal property acquired by small business.   On January 1, 2001, LB Inc. (“LB”) paid $175,000 for equipment that is considered 5-year property for both FA and FITA purposes.  LB wishes to depreciate the property using the SL method for FA purposes and to maximize the equipment’s depreciation and other cost recovery for FITA purposes.  Based on the information given, determine for FA and FITA purposes the total expense/deduction available to LB for 2001.    [B.4.b]

5. Depreciation on luxury automobiles.   On January 1, 2001, Sherry purchased a passenger car to be utilized for business purposes for $19,800.  The automobile is considered to be “5-year” property for both FA and FITA purposes.  Sherry generally uses the SL method for FA purposes and MACRS - DDB for FITA purposes.  Determine the amount of depreciation expense for 2001 and 2002 for FA and FITA purposes.   [B.2.l]

6. Costs of settling lawsuits.   During 2001, Brickyards Inc. (“BY”) was presented with a worker’s compensation lawsuit.  BY estimated the cost to settle the lawsuit to be $1.5 million.  At the end of 2001, BY settled the lawsuit for $1.2 million, but did not pay the plaintiff until June of 2002.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.  [B.2.j]

7. KoKo’s Kopies, Inc., sold one of its business locations for a promissory note of $100,000 and a cash down payment of $100,000.   The land had a value of $120,000 and a basis of $60,000 to KoKo’s, while the building had a value of $80,000 and a basis of $60,000.   The original basis of the building was $70,000, and straight-line depreciation of $10,000 had been taken.   KoKo’s would like to use the installment method to the extent permissible.   [B.1.a]

8. Organization costs.   Squid Inc. was formed and commenced business on July 5, 2001.   Its organization costs were $4,000, of which $1,800 is amortizable for FIT, while $2,200 is not.   [B.4.a, B.2.n]

9. Amortization of pollution control facilities.   On December 31, 2000, Amcon, Inc. completed a “certified pollution control facility” at the instruction of the federal government.  The cost of the facility equaled $1.2 million.  The company has decided to depreciate the facility over 30 years using the SL method for FA purposes.  For FITA purposes, Amcon would like to maximize its depreciation of the facility.  Based on information given, determine for FA and FITA purposes the amount of depreciation/amortization expense for 2001 and 2002.  [B.4.a]

10. Restricted stock.  Gorbachev Corp. sold restricted stock in the corp. to key employee Yeltsin for $100,000.   The stock was worth $150,000 at the time of the sale in 2001 and $200,000 one year later when the restrictions lapsed.   Yeltsin elected to be taxed on the stock at the time of his purchase.   Gorbachev Corp. gave Yeltsin a proper form.   Determine the amount of the corp.’s expense in 2001 and 2002 for FA and FITA purposes.   [A.4.d, B.6.i]

11. Estimated future repairs.   American Moving Co. estimates that repairs to a damaged forklift will cost $3,000 in 2001.  However, such repairs are not made until the following year.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.   [B.2.j]

12. Prepayment for services to be received.  In 2001, Mike’s Sporting Goods Corp. (“Mike’s”) contracts a local accountant to audit its financial books.  Mike’s prepays $6,000 for the accountant’s services that are to be completed by March 31, 2002.  The accountant did not begin work until January 2, 2002, but finished the work as specified by the contract.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.

13. Warranties.   JoJo Corp. sells tractors, which it warrants against defects for two years.   For 2000 and 2001 it had the following sales and costs:



Cost of 
Estimated 
Actual cost of

Sales
 _
Goods Sold
Warranty Cost
Warranty Repairs
2000
$200,000
$100,000
$20,000
$15,000

2001
$300,000
$150,000
$30,000
$25,000

What is JoJo’s income and expenses for FA and FITA for 2000 and 2001?  [B.2.j]

14. Non-qualified deferred compensation.   As of December 31, 2001, Shark Inc. accrued for FANI $15,000 in employee vacation pay.  However, Shark did not actually pay its employees until spring and summer of 2002.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.  [B.2.f]

15. Unpaid expenses of accrual method taxpayer payable to cash method related party.   Tom Corp. (“Tom”), an accrual method taxpayer, accrues $6,000 of expenses payable to its sole shareholder Beth, who is a cash method taxpayer, in 2001.  Tom fulfills its obligation to Beth in 2002.  Based on the information given, determine for FA and FITA purposes Tom’s expense for 2001 and for 2002.   [B.2.d]

16. Deferred losses on sales between related corporations.   In 2001, Siamese Inc. sold manufacturing equipment to Twins Inc. for $35,000.  The equipment had an adjusted basis to Siamese of $45,000.  Siamese and Twins are members of the same “controlled group.”  During 2002, Twins sold the equipment to an unrelated party for $40,000.  Based on the information given, determine for FA and FITA purposes the amounts of income and loss to be recognized in 2001 and 2002.  Consolidated returns are not filed.   [B.2.c]

17. Demolition of structures.   During 2001, Amken Inc. demolished a building located on a recently purchased plot of land near Houston.  Total demolition costs equaled $34,000.  Before the demolition, the land’s fair market value and cost/basis equaled $123,000 and the building was considered worthless but had an undepreciated cost of $20,000.   Determine the expense/deduction available to Amken in 2001 relating to the demolition and also determine the post-demolition cost/basis of the land for both FA and FITA purposes.   [B.2.m]

18. Prepayments generally.   During 2001, Doug Corp. received prepaid interest of $25,000 relating to 2002.  What is the amount of income for FA and for FITA 2001 and for 2002?   [B.3.c]

19. Prepayments for services to be performed.   During 2001, Constance Corp. received $25,000 for services to be performed in 2002.   What is the amount of income for FA and for FITA for 2001 and for 2002?   [B.3.c]

20. Amortization of goodwill.   As a result of an acquisition completed on March 1, 2001, Star Inc. recorded goodwill at $1.3 million.  Determine for FA and FITA purposes the amount of amortization expense relating to goodwill for 2001.   [B.4.a]

21. Interest on state and municipal bonds.   During 2001, Jimbo Meats Inc., a domestic corporation, purchased bonds issued by the state of Arizona.  As of 12/31/98 and 12/31/99, Jimbo received $25,500 and $27,800 in interest from such bonds.  Based on the information given, determine for FA and FITA purposes the amount of income to be recognized for 2001 and 2002.   [B.5.b]

22. Life insurance proceeds.   During 2001, a key employee of Cheryl Corp. died and the corp. received the proceeds from a term life insurance contract on the employee’s life.  Total premiums paid were $150,000.  The life insurance proceeds equaled $500,000.  For FA and FITA purposes, determine the amount of income to be recognized for 2001.   (Would your answer change if the policy had a cash value at the time of death?)  [B.5.a]

23. Expenses relating to tax-exempt income.   During 2001, as a result of trading in qualified municipal bonds, Lakeway Inc. incurred $5,400 in investment expenses.  For FA and FITA purposes, determine the amount of the expense available to Lakeway for 2001.   [B.6.a]

24. Golden parachute.   As of June 31, 2001, the control of Lewis Inc. effectively changed.  Such change in control automatically entitled its CEO to a payment equal to four times her salary in effect at the time of her dismissal.  At such date, her annual salary was $850,000.  Based on the information given, determine Lewis’ 2001 deduction associated with the parachute payment for FA and FITA purposes.  [B.6.g]

25. Excessive employee compensation.   The CEO of Oxymoron Corp. was paid a salary of $800,000 and a bonus of $400,000 in the year 2001, a total of $1,200,000.   The corporation had net profits of $200,000,000, an increase of 40% over 2000. Determine Oxymoron’s FA and FITA expense for 2001.   [B.6.h]

26. Contested liabilities.  Alpha Corp. has a dispute with Omega Corp. over the value of Omega’s services, which Omega asserts are worth $100,000.   In order to maintain a good relationship, Alpha and Omega in 2001 agree to resolve the matter through arbitration, and Alpha pays Omega $75,000, subject to increase or decrease when the arbitration award is made.   An arbitration award of $50,000 is made in 2002, and Omega returns $25,000.   Determine the amount of income & expense to be reported by Alpha and by Omega in 2001 and in 2002 for FA and for FITA purposes. [B.4.e]

Interperiod Tax Allocation

27. Is interperiod tax allocation needed?   Assume that a corporation is taxed at a 35% rate and that it has $9,000 of FANI and of FIT TI each year without considering depreciation on an asset acquired in 2001.   In 2001, it acquires a depreciable asset for $2,700, and uses 3-year life, mid-year convention in depreciating the asset.  However, it uses MACRS-SL for FANI and MACRS-DDB for FIT TI.   Thus, its depreciation will be as follows:
FANI
FIT TI
2001
450
   900

2002
900
1,200

2003
900
   400

2004
450
   200

Without interperiod tax allocation, the corporation’s FIT expense will be the same as its FIT payable; and its FANI will be as follows:


   FIT

   FANI
   FIT



_FITTI

Payable
BeforeFIT
Expense
_FANI_

2001
  8,100

  2,835

  8,550

  2,835

  5,715


2002
  7,800

  2,730

  8,100

  2,730

  5,370


2003
  8,600

  3,010

  8,100

  3,010

  5,090


2004
  8,800

  3,080

  8,550

  3,080

  5,470


33,300

11,655

33,300

11,655

21,645

Under interperiod tax allocation, FIT expense is based on FA timing and thus is not the same as FIT payable.

   FIT

   FANI
   FIT



_FITTI_
Payable
BeforeFIT
Expense
_FANI  _

2001
  8,100

  2,835

  8,550

  2,992.5
  5,557.5


2002
  7,800

  2,730

  8,100

  2,835

  5,265


2003
  8,600

  3,010

  8,100

  2,835

  5,265


2004
  8,800

  3,080

  8,550

  2,992.5
  5,557.5


33,300

11,655

33,300

11,655

21,645

Which view is correct?

Assuming that you agree with interperiod tax allocation, what is the “plug” account?

28.  Profitable corporation; 3-year history (since incorporation); change rate from 33% to 34%.
Whirlpond Inc., a domestic appliance manufacturer, incorporated on January 1, 1999.  During the incorporation process, Whirlpond incurred $854,000 in organizational expenditures and opted to amortize such expenses.  The company’s 1999, 2000 and 2001 net income figures were as follows: $1.2 million, $5.4 million and $7.8 million, respectively.  In addition, Whirlpond incurred the following expenses:

	
	1999
	2000
	2001

	Estimated product warranties
	$250,000
	$285,000
	$285,000

	Actual warranty expense
	$163,000
	$154,000
	$315,000

	Meals & entertainment
	$35,000
	$36,500
	$42,400

	Federal income tax (estimated payments)
	$360,000
	$885,000
	$1.67 million

	Estimated pension cost
	$56,000
	$56,000
	$72,000

	Actual amount contributed to pension fund
	$48,000
	$64,000
	$69,000


Other information:

· On January 1, 1999, the company purchased manufacturing equipment for $56,000.  Such equipment is considered to be 5-year property for both FA and FITA purposes.  Whirlpond wishes to use MACRS-1.5DB for FA and MACRS-DDB for FITA.

· On January 1, 1999, the firm purchased two passenger vehicles, considered 5-year property, to be used for business purposes.  Each vehicle cost $18,500.

· On November 31, 2000, the company sold part of its unimproved business land with an adjusted basis of $15,000 for $25,000.  However, it did not receive payment on such sale until the following January.  At that time, it received $5,000 and did so, thereafter, every 6 months.  Whirlpond would like to elect the installment method.  

· The firm acquired computer software on January 1, 2000, for $65,000.  It chooses to amortize such software over a five-year period for FA purposes.  

· The applicable corporate federal income tax rate was 33% in 1999 and 2000.  However, the rate increased to 34% in 2001.

Directions:  For each year, determine the amount of taxable income and the current and deferred tax payable/(receivable).

Appendix 1.3.A:  FITA

Accounting Methods and Periods--Generally

1.  Taxable year (“TY”)

a.  The TY is a 12-month period ending with the last day of a calendar month, for example, January 31.   A 52-53 week TY may be used, ending with a day of the week, for example, the last Saturday of each January (1/28/96-1/25/97, and 1/26/97-1/31/98).  Alternatively, the Saturday which is closest to the end of January (which could be a Saturday in February)(2/4/96-2/1/97, and 2/2/97-1/31/98). 

b.  Professional service corps. and FIT passthrough entities (S corps. and partnerships) are generally required to use the calendar year.

c.  C corps. (other than professional service corps.): initial choice of TY is unrestricted; generally free to change TYs.

d.  Short TYs.  Is annualization required?

(1)  Yes, if the short TY results from change of TY.

(2)  No, if the short TY is the taxpayer’s 1st TY or its last TY.  

2.  Timing

a.  Basic methods of accounting: cash v. accrual

(1)  The basic method will be selected by a taxpayer in his/her/its 1st return.

(2)  The cash method is not available to account for inventories and related accounts (sales, accounts receivable, purchases, and accounts payable).

(3)  The cash method also is not available to a C corp. (other than personal service corporations) having 3-years’ average gross receipts exceeding $5,000,000, a partnership with such a corp. as a partner, and a “tax shelter.”
(4)  Hybrid: The taxpayer is permitted to use a cash-accrual mixture if related items of income and deductions are reported under the same method, subject to the requirements of (2) and (3) above. 

b.  Submethods: A taxpayer has a choice of a variety of submethods, e.g., installment method, depreciation methods, amortization (including organization costs of corps.), and LIFO v. FIFO for inventories.

c.  A taxpayer is generally required to get IRS permission to change a method of accounting.   If this permission is granted, the taxpayer must compute a positive or negative adjustment reflecting the impact of the change at the beginning of the taxable year of the change.  A positive/negative adjustment for a change from one proper method to another will generally be reported over a 4-year period (1/4th each year), beginning with the year of change.

--Accrual Method of Accounting

3.  Income is includible under the accrual method when (i) all the events have occurred which fix the taxpayer’s right to the income and (ii) the income can be estimated with reasonable accuracy.

a.  FITA is not the same as FA.  For example, the IRS position is that income is accruable at the earlier of three events: (i) when the taxpayer has performed services, delivered goods, etc., (ii) when the taxpayer has received payment, or (iii) when the taxpayer has a right to immediate payment.  [You can recognize that “ii” and “iii” are practically identical and that they depart from FA.  Further, note that there can be income under “ii” and “iii” even though services have not been performed, goods delivered, etc.]  The IRS position has generally met with success in litigation.

b.  Exceptions
(1) An IRS revenue procedure permits deferral under specified conditions in the case of amounts prepaid for services. The services must be performed in the year of receipt or in the following TY.  FIT income reporting may not be deferred beyond FA reporting. Example: an accrual method taxpayer receives $100,000 cash in 2000 for services to be performed in 2000 and 2001.
(2) The regulations permit deferral under specified conditions in the case of amounts prepaid for goods; FIT income reporting may not be deferred beyond FA reporting.  [Also, the regulations permit deferral of amounts received under notional principal contracts.]

(3) [The Internal Revenue Code permits deferral for prepaid subscription income. Also, the Internal Revenue Code permits deferral for prepaid dues of certain membership organizations.]

4.  Deductions under the accrual method

a.  General requirements for deduction of expenses.

(1)  Ordinary and necessary

(2)  Not capital in nature.   But—Certain capital costs may be deducted currently (e.g., equipment purchased by a “small” business) and/or recovered quickly (e.g., 15-year amortization for purchased goodwill and 60-month amortization for corporation and partnership organization expenses). 

(3)  Reasonable in amount.  [The excess could be a “dividend,” gift, etc.]

(4)  Not against public policy

(a)  No bribes & kickbacks, fines & penalties

(b)  Lobbying at Federal and state level is limited

(5)  Not related to tax exempt income such as tax exempt interest

(6)  Not another party’s expense.  [This payment could be a “dividend,” gift, etc.]

(7)  Current business/investment activity only.   But—special FITA rules for investigation costs of new business/investment activity:

(a)  New business is entered into: 60-month amortization (investigation)

(b)  New investment (i.e., stock) is purchased—capitalize

(c)  New business/investment is not purchased—no deduction

(8)  Activity not predominantly personal, i.e., not a hobby

b.   Three special requirements for FITA deductibility under the accrual method

(1)  Obligation to pay has become fixed (traditional requirement).

(2)  Amount can be estimated with reasonable accuracy (traditional requirement).

(3)  Economic performance occurs (enacted in 1989).

(a)  To the taxpayer: If services are to be performed for or goods delivered to or used by the taxpayer, economic performance occurs when the services are performed or the goods delivered or used.

(b)  From the taxpayer: If services are to be performed or goods provided by the taxpayer, economic performance occurs as to the costs of providing such services/goods when the services are performed or the goods provided.

(c)  Special rule for torts, workmen’s comp., rebates & refunds, awards & prizes, insurance contracts, taxes, etc.   Economic performance occurs when the taxpayer makes payments.

(d)  Exception (but not for torts & workmen’s comp.): There may be accrual at the end of a taxable year when economic performance occurs within 8 ½ months after the close of the year, the item is recurring and receives consistent treatment from year-to-year, and either the item is not material or its reporting in the current year produces a better matching of deductions with related income than delayed reporting.

(e)  1st Example: Ezzon Oil Corp., a calendar year, accrual method taxpayer, enters into an oil and gas lease during March 2001.  In November 2001 Ezzon installs a platform and commences drilling.  The lease obligates Ezzon to remove its offshore platform and well fixtures upon abandonment of the well or termination of the lease.  During 2010, Ezzon removes the platform and well fixtures at a cost of $200,000.  FIT result—Ezzon may deduct $0 in 2001 and $200,000 in 2010.

(f)  2nd Example: John Doe Corp., a calendar year, accrual method taxpayer, sells tractors under a three-year warranty that obligates it to make any reasonable repairs to each tractor it sells.  During 2001, it sells 10 tractors and estimates its warranty costs at $20,000.  In 2003 it repairs at a cost of $5,000 two tractors which had been sold during 2001.  FIT result—Doe has no 2001 expense deduction with respect to 2001 sales and warranties.  It may deduct $5,000 in 2003.

(g)  3rd Example: OK Instruments Corp., a calendar year, accrual method taxpayer, manufactures and sells electronic circuitry.  On 11/15/01, it enters into a contract with Y that entitles it to the exclusive use of a product owned by Y for the 5-year period beginning on 1/1/02, in exchange for a payment of $100,000 on 12/30/01.  FIT result—OK may deduct $20,000 each year beginning in 2002.

(h)  4th Example: Vegas Corp., a calendar year, accrual method taxpayer, owns a casino on Lake Somerville that contains progressive slot machines.  A progressive slot machine provides a guaranteed jackpot amount that increases as money is gambled through the machine or until a maximum predetermined amount is reached.  On 1/1/01, the guaranteed jackpot was $40,000 on one machine (XXX).  On 7/1/01, the guaranteed jackpot amount on XXX reached the maximum predetermined amount of $50,000.  On 10/1/02, the XXX $50,000 jackpot is paid to Trey Cherry.  FIT result—Vegas may deduct $0 in 2001 and $50,000 in 2002.

c.  Limitations on accrual method deductions

(1)  “Related” parties.  If the taxpayer is “related” to a cash method creditor, he/she/it may not deduct the item until the creditor is required to include it in income.   “Related” parties include the following:

(a) Two corps. if the same persons own >50% of the stock of each.

(b) An individual and a C corp. if the individual owns >50% of its stock.

(c) An S corp. and one of its S/Hs (regardless of the S/Hs % interest).

(2)  Compensation for services.   Compensation which is deferred under a “plan” may not be deducted until it is paid.  Compensation is presumed to be deferred under a “plan” if it is paid after 2 ½ months of the close of the taxable year to which it relates.   [Safe harbor for compensation paid within the 2 ½ month period.]   The 2 ½ month presumption may be overcome by a showing that it was impractical to avoid deferral, e.g., the employer’s solvency might be jeopardized; or the amount of compensation could not be determined within the 2 ½ month period. 

(3)  Special timing rules, e.g., the rules relating to the receipt of stock and other property for services.

d.  Limitations on deductions [such as At Risk imitation, Passive Investment, Adjusted Basis, Capital Losses, Charitable Contributions]
--Cash Method of Accounting

5.  Income is includible under the cash method when cash or the equivalent of cash is actually or constructively received.

a.  According to the IRS, accounts and notes receivable are the equivalent of cash when property is sold.  [This matter is unclear.]   However, they generally are not considered to be the equivalent of cash when services are performed. 

b.  If a taxpayer-creditor has a right to immediate payment from a debtor, if the debtor recognizes his/her/its duty to make immediate payment to the taxpayer and is ready and able to make payment, and if the taxpayer does not have to give up any substantial rights to receive payment, the taxpayer constructively receives income.

c.  Special IRC sections may modify the timing rules for the cash method taxpayer, e.g., the rules relating to the receipt of stock and other property for services.

6.  Deductions under the cash method

a.  General requirements for deduction of expenses.   Same as for the accrual method, as described in “4.a.”

b.  Cash method requirement: actual payment with cash or equivalent of cash

(1)  Notes are not the equivalent of cash; checks are conditional payment.

(2)  No constructive payment doctrine: actual payment is required.

(3)  A prepayment is generally currently deductible when it meets the “1-year” rule.   However, the Internal Revenue Code requires that interest expense be both paid and accruable.

      c.
Limitations on deductions.   See “4.d” above.

Appendix 1.3.B:   Differences between FA and FITA

--Timing Differences

1. Revenues or gains are taxed after FA accrual
a. Installment method.

b. Long term contracts (FA, % completion; FITA, completed contract to the extent permitted).

c. Revenues from leasing (FA, financing method)

d. Foreign subsidiary earnings (FITA, generally not until remitted)

e. Non recognition provisions

(1)  Like kind exchanges (if FA does not defer gain recognition).

(2)  Involuntary conversions.

2.   Expenses or losses are deducted for FITA after FA accrual

a. FITA limitations with limited carryover periods

(1) Operating losses in excess of operating profits. [2 years back; 20 forward]

(2) Excess capital losses. [3 years back; 5 forward]

(3) Excess charitable contributions. [5 years forward]

(4) Excess interest expense to non-taxed related party such as a non-profit corp. or a foreign corp.  [3 years forward]

b. FITA limitations with unlimited carryover periods (suspensions)

(1) At risk limitation for closely held corps. (“CHC”).

(2) Passive activity loss limitation for personal service corporations and CHC.

(3) Basis limitation for deduction of net losses from interest in a partnership.

c. Deferred losses on sales between controlled corporations (50% relationship).   Losses on sales of property between members of a controlled group are deferred until the property leaves the group.

d. “Unpaid” expenses of accrual method taxpayer payable to cash method related party or to foreign related party.

e. Excess “deferral” of shareholder salary by personal service corp. with taxable year other than calendar year.

f. Compensation for services deferred under a “plan” (2 ½ month rule), such as deferred compensation, bonuses, and vacation & severance pay (FITA, when “paid”).

g. Pension costs.   (FITA, not until contributed to pension fund)

h. Reserve for bad debts (FITA, not until wholly or partially worthless).

i. Estimated losses on inventories that are in excessive supply, but which have not been written down for sale.  (FA, but not FITA, permits current writedown.)

j. FITA economic performance requirement for deductions.

(1) Estimated costs of guarantees (FITA, when paid)

(2) Estimated costs of product warranties (FITA, when repairs made)

(1) Estimated future repairs.   (FITA, when repairs made) 

(2) Estimated losses on disposal of facilities and of discontinuing or relocating operations  (FITA, not when anticipated but when incurred).

(3) Self‑insurance and estimated costs for torts and workmen’s compensation (FITA, when paid).

(4) Estimated expenses of settling lawsuits (FITA, generally when accruable, but when paid for torts and workmen’s compensation)

k. Special FITA rules for intangibles (FITA period could be longer than FA period)

(1)  FITA amortization of purchased intangibles is 15 years (180 month) (FA is more flexible).  [Includes going concern value, workforce in place, operating base and other information base, patent‑copyright‑formula‑process‑and similar items, customer‑based intangible, supplier‑based intangible, governmental license or permit, covenant not to compete, and franchise‑trademark‑trade name.]

(2)  FITA amortization for computer software is 36 months.

(3)  FITA amortization of mortgage servicing rights is 108 months. 

(4)  FITA purchase price for favorable leasehold (with realty) is allocable to building.

(5)  Lessee’s improvements to land/building.   FITA depreciation over life of improvement, not over life of lease.   Abandonment loss when the lease terminates.   Example: the lessee under a 20-year lease constructs a commercial building.   The depreciation period is 39 or 40 years and not 20.

(6)  FITA cost absorption rules for inventory and for constructed assets are often more inclusive than FA.

l. Depreciation.

(1) Accelerated method or life for FA; straight line for FITA.   [Not likely]

(2) Luxury automobiles, computers, mobile phones.

(3) Buildings constructed on leased premises are depreciated under normal MACRS life and not shorter lease period (deduction for remaining basis on termination of the lease).

(4) Purchase of a leasehold from the lessee becomes part of the cost of the building.

m. Demolition of structures (FITA, increases cost of land).

n. Organization costs not amortizable (FITA, increases non amortizable account)

3. Revenues or gains are taxed before FA accrual

a. Prepaid services (FITA, possibly taxed when received)  [1.b of Appendix 1.3.A]

b. Prepayments for goods (FITA, possibly taxed when received)  [1.c of Appendix 3-A-1]

c. Other prepayments (rents, royalties, dues, interest, etc.) (FITA, probably taxed when received)  [1.a of Appendix 1.3.A]

d. Profits on intercompany transactions (FITA separate tax returns and FA consolidated financial statements)

e. Sale‑leaseback (FITA, often taxed on date of sale)

4. Expenses or losses are deducted for FITA before FA accrual

a. Depreciation and amortization

(1) Depreciation (accelerated method or life for FITA)

(2) FITA 60-month amortization of pollution control facilities.

(3) FITA 15-year amortization period for goodwill, going concern value, and certain other intangibles could be shorter than under FA (FA could have up to 40 years) [See “2.k” above.]

(4) FITA 60-month amortization of certain organization costs.

b. Current tax deduction for certain capital costs, as examples:

(1) Research and experimentation.

(2) Newspaper & magazine circulation expenses.

(3) Write-off of tangible personal property acquired by a small business, $20,000 in 2000, $24,000 in 2001 and 2002, and $25,000 in 2003+.

c. Interest and taxes during construction of an asset (but: FITA requires capitalization in some cases).

d. Startup or pre-operating expenses

(1) Current FITA deduction for investigating the extension of a business.

(2) FITA 60-month amortization of investigation costs of a purchased new business (not an extension of an existing business).

e. FITA deduction of contested liabilities that are paid.

f. Intangible drilling costs, and mineral exploration and development costs.

--Permanent Differences

5. Income Excluded for FITA (no offsetting adjustments)

a. Life insurance proceeds.

b. Interest on state and municipal bonds.

c. Income from discharge of indebtedness when insolvent before and after discharge.

6. Deductions Disallowed for FITA  

a. Expenses relating to tax exempt income (“5.a”& “5.b” above).

b. Illegal bribes & kickbacks, certain lobbying and political expenditures, fines and penalties, 2/3 of anti-trust treble damages, certain foreign advertising expenses, stock redemption expenses, and certain employee compensation > $1,000,000.

c. Interest on certain corporate bonds not in registered form and interest on deep discount bonds.

d. Federal income tax.

e. Losses on sales between a corporation and a “related” individual shareholder.

f. One-half of meals and entertainment.

g. Golden parachutes.

h. Excessive employee remuneration (>$1,000,000)

i. Restricted stock and stock options (Chapter 1) could give rise to a FIT deduction that is smaller than the related FA expense (and that is taken in a different year).

j. The timing differences described in “2.a” will become permanent after the carryover period expires.

7. Special (“Free”) Deductions for FIT 

a. FIT dividends received deduction.   No reduction in basis of stock unless the dividend is “extraordinary” or unless consolidated returns are filed.   [FA uses compulsory consolidated statements or compulsory equity method.]

b. Percentage depletion in excess of cost depletion.  [Not dependent on basis.]

Appendix 1.3.C: Examples of Timing Differences 

for Interperiod Tax Allocation (the Tax Provision)
(from Professor Carlton Stolle)

1.   Creation of Deferred Tax Liabilities.  [Future FIT TI will exceed future FANI because the payment of taxes is being deferred to a future period.]

a. Expenses or losses are tax deductible for FIT TI in an earlier period than they are recognized as expenses in FANI.   The cost of an asset may have been deducted for FIT purposes faster than it was expenses for financial reporting.   The payment of FIT is being deferred to a future period.   See “4” of Appendix 1.3.B.   Professor Stolle’s examples:

(1) Depreciation of property, depletion of resources, and amortization of intangibles, when FIT TI cost recovery is quicker than FANI.

(2) Prepaid expenses that are deducted on the tax return in the period paid.

b. Revenues or gains are taxable in a later period than they are recognized in financial income.   The income may have been included in financial income but not in taxable income until a later period when the asset is sold or the cash collected.   See “1” of Appendix 1.3.B.   Professor Stolle’s examples:

(1) Unrealized gains in equity trading securities are written up to market for FANI.

(2) Investments accounted for under the equity method for FANI purposes and under the cost method for FIT TI purposes.

(3) Installment sale gains accounted for on the accrual method for FANI and on the installment method for FIT TI purposes.

2.  Creation of Deferred Tax Assets.   [Future FANI will exceed future FIT TI because taxes are being paid currently and thus will not have to be paid in the future.]

a. Expenses or losses are tax deductible in a later period than they are expenses in financial income.   See “2” of Appendix 1.3.B.   Professor Stolle’s examples:

(1) Pension expenses and other postretirement benefits are normally expensed prior to the tax deductible funding or the making of benefit payments.

(2) Unrealized losses in equity trading securities are written down to market for FANI.

(3) Estimated uncollectible accounts.

(4) Product warranty liabilities and contingent losses.

b. Revenues or gains are taxable before they are recognized in financial income.   For FIT purposes a payment received in advance is included in FIT TI at the time of receipt.   The income is recognized for FANI when earned in a later period.   See “3” of Appendix 1.3.B.   Professor Stolle’s examples:

(1) Advances taxed at time of receipt but recognized as FANI when later earned.

(2) Prepaid contracts and royalties received in advance.

Solutions to Problems for Your Consideration:

1.   [solution not prepared]

2. Long-term contracts.   During 2001, H.B. Construction (“HB”), a U.S. corporation, entered into a long-term contract to construct an office building.  HB fully expects the contract to be completed within two years of its commencement (i.e., during 2003).  The estimated gross contract price is $12.5 million; the estimated total contract costs are $8.75 million.  During 2001, HB incurred $3.5 million in costs and received $2.5 million in income with respect to the contract.  During 2002, HB completed the contract; it incurred $5.25 million in expenses and received $10 million in income in 2002.  For the previous three taxable years, HB has averaged less than $10,000,000 in annual gross receipts.  Based on the information given, determine for FA and FITA purposes the amount of income and expense for 2001 and for 2002.  [1.b]

FA
2001, $1,500,000 profit ($3.75 x [$3.5 ÷ $8.75]) [% of completion method]


2002, $2,250,000 profit ($3.75 x [$5.25 ÷ $8.75])

FITA
2001, $0; and 2002, $3,750,000 profit [completed contract method]


Note: the completed contract method can be used when the taxpayer estimates that the contract can be completed within the two year period beginning on the contract commencement date and when the taxpayer’s prior 3-years’ annual average gross receipts are =/< $10,000,000.

3.   [Solution not prepared.]

4.   Tangible personal property acquired by small business.   On January 1, 2001, LB Inc. (“LB”) paid $175,000 for equipment that is considered 5-year property for both FA and FITA purposes.  LB wishes to depreciate the property using the SL method for FA purposes and to maximize the equipment’s depreciation and other cost recovery for FITA purposes.  Based on the information given, determine for FA and FITA purposes the total expense/deduction available to LB for 2001.    [4.b]

FA
If half-year convention is used, 1st year depreciation is $17,500.

FITA
Immediate deduction of $24,000.   Remaining cost ($151,000) is the cost to be depreciated.   Under  MACRS, the 1st year depreciation is $151,000 x 20%

5.   Depreciation on luxury automobiles.   On January 1, 2001, Sherry purchased a passenger car to be utilized for business purposes for $19,800.  The automobile is considered to be “5-year” property for both FA and FITA purposes.  Sherry generally uses the SL method for FA purposes and MACRS - DDB for FITA purposes.  Determine the amount of depreciation expense for 2001 and 2002 for FA and FITA purposes.   [2.l]

FA
2001,  $1,980; and 2002,  $3,960

FITA
2001  $3,960, but limited to $2,560 because of “luxury automobile” limit


2002  $6,336, but limited to $4,100 because of “luxury automobile” limit


According to my computations, a luxury automobile costs more than $12,800.

6.   Costs of settling lawsuits.   During 2001, Brickyards Inc. (“BY”) was presented with a worker’s compensation lawsuit.  BY estimated the cost to settle the lawsuit to be $1.5 million.  At the end of 2001, BY settled the lawsuit for $1.2 million, but did not pay the plaintiff until June of 2002.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.  [2.j]

FA
2001, accrual for $1.2 million.

FITA
2002, when payment made for workmen’s compensation (economic performance requirement)

7.   [Solution not prepared.]

8. [Solution not prepared.]

9. Amortization of pollution control facilities.   On December 31, 2000, Amcon, Inc. completed a “certified pollution control facility” at the instruction of the federal government.  The cost of the facility equaled $1.2 million.  The company has decided to depreciate the facility over 30 years using the SL method for FA purposes.  For FITA purposes, Amcon would like to maximize its depreciation of the facility.  Based on information given, determine for FA and FITA purposes the amount of depreciation/amortization expense for 2001 and 2002.  [4.a]

FA
Depreciate over 30-year period

FITA
Amortize cost over 5-year (60-month) period

10. Restricted stock.  Gorbachev Corp. sold restricted stock in the corp. to key employee Yeltsin for $100,000.   The stock was worth $150,000 at the time of the sale in 2001 and $200,000 one year later when the restrictions lapsed.   Yeltsin elected to be taxed on the stock at the time of his purchase.   Gorbachev Corp. gave Yeltsin a proper form.   Determine the amount of the corp.’s expense in 2001 and 2002 for FA and FITA purposes.   [6.i]

FA
?

FITA
2001 Yeltsin has income of $50,000 and basis of $150,000


2002 No income


(If the election had not been made, Yeltsin would have no income in 2001, but would have had $100,000 income in 2002 and basis of $200,000.

11.   Estimated future repairs.   American Moving Co. estimates that repairs to a damaged forklift will cost $3,000 in 2001.  However, such repairs are not made until the following year.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.   [2.j]

FA
2002 expense

FITA
2002 deduction (economic performance requirement)

12.   Prepayment for services to be received.  In 2001, Mike’s Sporting Goods Corp. (“Mike’s”) contracts a local accountant to audit its financial books.  Mike’s prepays $6,000 for the accountant’s services that are to be completed by March 31, 2002.  The accountant did not begin work until January 2, 2002, but finished the work as specified by the contract.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.

FA
2002 expense
       FITA     2002 deduction (economic performance requirement)

13.   Warranties.   JoJo Corp. sells tractors, which it warrants against defects for two years.   For 2000 and 2001 it had the following sales and costs:



Cost of 
Estimated 
Actual cost of

Sales
 _
Goods Sold
Warranty Cost
Warranty Repairs
2000
$200,000
$100,000
$20,000
$15,000

2001
$300,000
$150,000
$30,000
$25,000

What is JoJo’s income and expenses for FA and FITA for 2000 and 2001?  [2.j]

FA
2000, $20,000; and 2001, $30,000

FITA
2000, $15,000; and 2001, $25,000 (economic performance requirement)

14.   Non-qualified deferred compensation.   As of December 31, 2001, Shark Inc. accrued for FANI $15,000 in employee vacation pay.  However, Shark did not actually pay its employees until spring and summer of 2002.  Based on the information given, determine for FA and FITA purposes the expense for 2001 and for 2002.  [2.f]

FA
2001 $15,000

FITA
2002 $15,000

15.   Unpaid expenses of accrual method taxpayer payable to cash method related party.   Tom Corp. (“Tom”), an accrual method taxpayer, accrues $6,000 of expenses payable to its sole shareholder Beth, who is a cash method taxpayer, in 2001.  Tom fulfills its obligation to Beth in 2002.  Based on the information given, determine for FA and FITA purposes Tom’s expense for 2001 and for 2002.   [2.d]

FA
Tom Corp.
2001 expense of $6,000

FITA
Tom Corp.
2002 expense of $6,000 (instead of 2001)

Beth

2002 income of $6,000

16.   Deferred losses on sales between related corporations.   In 2001, Siamese Inc. sold manufacturing equipment to Twins Inc. for $35,000.  The equipment had an adjusted basis to Siamese of $45,000.  Siamese and Twins are members of the same “controlled group.”  During 2002, Twins sold the equipment to an unrelated party for $40,000.  Based on the information given, determine for FA and FITA purposes the amounts of income and loss to be recognized in 2001 and 2002.  Consolidated returns are not filed.   [2.c]

FA
2001 Siamese reports loss of $10,000 


2002 Twins reports gain of $5,000

FITA
2002 Siamese reports loss of $10,000 and Twins reports gain of $5,000

17.   Demolition of structures.   During 2001, Amken Inc. demolished a building located on a recently purchased plot of land near Houston.  Total demolition costs equaled $34,000.  Before the demolition, the land’s fair market value and cost/basis equaled $123,000 and the building was considered worthless but had an undepreciated cost of $20,000.   Determine the expense/deduction available to Amken in 2001 relating to the demolition and also determine the post-demolition cost/basis of the land for both FA and FITA purposes.   [2.m] 

FA
Expense $34,000 and $20,000.

FITA
$34,000 and $20,000 are added to the cost of the land.

18.   Prepayments generally.   During 2001, Doug Corp. received prepaid interest of $25,000 relating to 2002.  What is the amount of income for FA and for FITA 2001 and for 2002?   [3.c]

FA
Unearned income (liability) in 2001; income in 2002

FITA
Income in 2001; no income in 2002.   [Explanation: FITA, subject to exceptions, views prepayments as income in the year received.   This rule applies principally to prepaid rent income and to prepaid interest income.]

19.   Prepayments for services to be performed.   During 2001, Constance Corp. received $25,000 for services to be performed in 2002.   What is the amount of income for FA and for FITA for 2001 and for 2002?   [3.c]

FA
Unearned income (liability) in 2002; income in 2002.

FITA
Same, provided that services were anticipated to be performed in 2002 (only one year deferral) and that FA also defers reporting of income.   If not, income in 2001 and no income in 2002.

20.   Amortization of goodwill.   As a result of an acquisition completed on March 1, 2001, Star Inc. recorded goodwill at $1.3 million.  Determine for FA and FITA purposes the amount of amortization expense relating to goodwill for 2001.   [4.a]

FA
Amortization over maximum 40-year period.

FITA
Amortization over 15-year (180 month) period, i.e., 7,222.22 per month.   1st year amortization is 72,222.22.

21.   Interest on state and municipal bonds.   During 2001, Jimbo Meats Inc., a domestic corporation, purchased bonds issued by the state of Arizona.  As of 12/31/98 and 12/31/99, Jimbo received $25,500 and $27,800 in interest from such bonds.  Based on the information given, determine for FA and FITA purposes the amount of income to be recognized for 2001 and 2002.   [5.b]

FA
Interest is reported.

FITA
Interest is excluded.

22.   Life insurance proceeds.   During 2001, a key employee of Cheryl Corp. died and the corp. received the proceeds from a term life insurance contract on the employee’s life.  Total premiums paid were $150,000.  The life insurance proceeds equaled $500,000.  For FA and FITA purposes, determine the amount of income to be recognized for 2001.   (Would your answer change if the policy had a cash value at the time of death?)  [5.a]

FA
Gain of $350,000.

FITA
Gain is excluded.

23.   Expenses relating to tax-exempt income.   During 2001, as a result of trading in qualified municipal bonds, Lakeway Inc. incurred $5,400 in investment expenses.  For FA and FITA purposes, determine the amount of the expense available to Lakeway for 2001.   [6.a]

FA
Expense associated with the tax-exempt income.

FITA
Deduction is disallowed.

24.   Golden parachute.   As of June 31, 2001, the control of Lewis Inc. effectively changed.  Such change in control automatically entitled its CEO to a parachute payment equal to four times her salary in effect at the time of her dismissal.  At such date, her annual salary was $850,000.  Based on the information given, determine Lewis’ 2001 deduction associated with the parachute payment for FA and FITA purposes.   [6.g]

FA
Expense of $3,200,000???

FITA
A parachute payment, contingent on a change in ownership or control, cannot be deducted.   $3,400,000 arguably is a parachute payment.

25.   Excessive employee compensation.   The CEO of Oxymoron Corp. was paid a salary of $800,000 and a bonus of $400,000 in the year 2001, a total of $1,200,000.   The corporation had net profits of $200,000,000, an increase of 40% over 2000. Determine Oxymoron’s FA and FITA expense for 2001.   [6.h]

FA
Expense of $1,200,000

FITA
Compensation (“applicable employee remuneration”) for each executive of a publicly held corporation cannot exceed $1,000,000.   Thus, $200,000 of compensation is potentially disallowed.   However, applicable employee remuneration does not include performance based compensation pursuant to goals proposed by disinterested directors and agreed upon by shareholders.   If the bonus were “performance based,” no compensation would be disallowed as a deduction to the corporation.

26.   Contested liabilities.  Alpha Corp. has a dispute with Omega Corp. over the value of Omega’s services, which Omega asserts are worth $100,000.   In order to maintain a good relationship, Alpha and Omega in 2001 agree to resolve the matter through arbitration, and Alpha pays Omega $75,000, subject to increase or decrease when the arbitration award is made.   An arbitration award of $50,000 is made in 2002, and Omega returns $25,000.   Determine the amount of income & expense to be reported by Alpha and by Omega in 2001 and in 2002 for FA and for FITA purposes. [4.c]

FA
2001 Accrue company’s own estimated expense and liability (not necessarily 

$75,000).


2002 Correction

FITA
2001 Deduct $75,000


2002 Report income of $25,000
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