2nd Exam—Out of Class Part, 425 Su01


  L. Bravenec, rights reserved

Assume a corporation FIT rate of 34% and an individual rate of 20% on LTCG and 36% on ordinary income.

This exam is due on Monday at the beginning of class.

You may work by yourself or with one or more members of your group.

Five errors have been corrected on this exam.   [These errors are described on page 7 for those working with the exam circulated on Friday.]

Group #: ___

Names of all persons participating:____________________________________________

1st Part—Consolidated Federal Tax Returns

1. P owns 100% of S1 and S1 owns 80% of S2.   The affiliated group files a consolidated FT return, uses a taxable year ending December 31, and uses the accrual method.   For the taxable year ending December 31, 2000, the results were as follows:


 _  P   _
_   S1   _
     S2   _
Ordinary operating income and deductions
200,000
  50,000
(20,000)

Disallowed ½ of meals & entertainment
(  2,000)
(  1,000)
(  1,000)

1231 gains






  10,000

Capital loss carryover from 1999 (not 




(   2,000)


subject to SRLY or to 382)

Distributions from publicly held corp.




       500

Distributions by S1 to P and by S2 to S1


  20,000
    1,500
   

E&P, 1/1/2000



400,000
200,000
(50,000)

Basis, 1/1/2000, of P in S1 and of S1 in S2 
300,000
    5,000


Questions:

a. What is the group’s consolidated taxable income and consolidated tax for 2000?   Show your computations.

b. What is P’s basis in S1 stock and S1‘s basis in S2 stock on 1/1/2001?   Show your computations.

c. What is P’s E&P, S1 ‘s E&P, and S2‘s E&P as of 1/1/2000?   Show your computations.

2. Your instructor has suggested that a C corporation parent could organize a 100% owned entity as an LLC under Texas law instead of a corporation under Texas law and thereby get a result comparable to consolidated FT returns and at the same time avoid limitations and disadvantages of consolidated FT returns.

a. What advantage(s) is (are) there in the use of a one-member LLC?

b. Should the one-member LLC “check the box” to be taxed as a FT corporation?

c. Could there be disadvantages in using a one-member LLC as a substitute for a consolidated FT return?  Explain your answer.   See Reg. § 1.1361-5(b)(3) Ex. 1 for one possibility.

2nd Part—Comparative Analysis—C corporations, partnerships, S corporations

Facts:

a. (Please round FIT liability to the nearest $1.  Assume that all transactions impact assets.   Thus, a $4 increase in accounts payable produces a $4 increase in assets.)

b. Individuals A and B form an entity on 1/1/2001, with A contributing cash of $100 and B contributing 1231 land worth $200 with a basis to him/her of $80 and subject to a mortgage liability of $100.   The entity uses the accrual method and a calendar year.

c. During the year 2001, the entity had a profit of $40 before any salary paid to, or withdrawals made by (distributions made to), A and B.   It paid salaries of $5 to A and $3 to B; and A and B each withdrew (were distributed) $5.   It ended the year with accounts payable of $6 and paid the mortgage liability down to $96.   Assume that assets increased by $X (=  –8, +40,  -? FIT, –10, +6, –4).

d. During the year 2002, the entity had a loss of $10 before any salaries paid to A and B and before any gain on the sale of property contributed by A.   It paid salaries of $5 to A and $3 to B.   It sold the property contributed by A for $114 cash on 1/2/2002.   It ended the year with accounts payable of $2. 

3.
Assume that the entity is an LLC taxed as a C corporation:



S/Hs’ FIT books
        _

Corporation’s FIT books
       _



A’s
A’s
B’s
B’s


Accts.
Mtg.
Cap.

Formation_
Inc. _
Basis_
Inc. _
Basis_

Assets
Pay. _
Pay. _
Stock
E&P_
A’s contrib.
_____
_____
_____
_____

_____
_____
_____
_____
_____

B’s contrib.
_____
_____
_____
_____

_____
_____
_____
_____
_____

1/1/01

_____
_____
_____
_____

_____
_____
_____
_____
_____

Year 2001

Salaries
_____
_____
_____
_____

_____
_____
_____
_____
_____

Profit

_____
_____
_____
_____

_____
_____
_____
_____
_____

FIT

_____
_____
_____
_____

_____
_____
_____
_____
_____

Distribut’n
_____
_____
_____
_____

_____
_____
_____
_____
_____

Acct. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Mtg. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Subtotal

_____

_____

_____
_____
_____
_____
_____

12/31/01

_____

_____

_____
_____
_____
_____
_____

Year 2002

Salaries
_____
_____
_____
_____

_____
_____
_____
_____
_____

Loss

_____
_____
_____
_____

_____
_____
_____
_____
_____

Property gain
_____
_____
_____
_____

_____
_____
_____
_____
_____ FIT

_____
_____
_____
_____

_____
_____
_____
_____
_____

Acct. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Mtg. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Subtotal

_____

_____

_____
_____
_____
_____
_____

12/31/02

_____

_____

_____
_____
_____
_____
_____

2nd Part—Comparative Analysis—C corporations, partnerships, S corporations

Facts:

a. (Please round FIT liability to the nearest $1.  Assume that all transactions impact assets.   Thus, a $4 increase in accounts payable produces a $4 increase in assets.)

b. Individuals A and B form an entity on 1/1/2001, with A contributing cash of $100 and B contributing 1231 land worth $200 with a basis to him/her of $80 and subject to a mortgage liability of $100.   The entity uses the accrual method and a calendar year.

c. During the year 2001, the entity had a profit of $40 before any salary paid to, or withdrawals made by (distributions made to), A and B.   It paid salaries of $5 to A and $3 to B; and A and B each withdrew (were distributed) $5.   It ended the year with accounts payable of $6 and paid the mortgage liability down to $96.   Assume that assets increased by $X (=  –8, +40,  -? FIT, –10, +6, –4).

d. During the year 2002, the entity had a loss of $10 before any salaries paid to A and B and before any gain on the sale of property contributed by A.   It paid salaries of $5 to A and $3 to B.   It sold the property contributed by A for $114 cash on 1/2/2002.   It ended the year with accounts payable of $2.   

4.
Assume that the entity is an LLC taxed as a partnership:



Partners’ FIT books
        _

Partnership’s FIT books
        _



A’s
A’s
B’s
B’s


Accts.
Mtg.
A’s
B’s

Formation_
Inc. _
Basis_
Inc. _
Basis_

Assets
Pay. _
Pay. _
Cap. _
Cap._
A’s contrib.
_____
_____
_____
_____

_____
_____
_____
_____
_____

B’s contrib.
_____
_____
_____
_____

_____
_____
_____
_____
_____

1/1/01

_____
_____
_____
_____

_____
_____
_____
_____
_____

Year 2001

Salaries
_____
_____
_____
_____

_____
_____
_____
_____
_____

Profit

_____
_____
_____
_____

_____
_____
_____
_____
_____

Distribut’n
_____
_____
_____
_____

_____
_____
_____
_____
_____

Acct. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Mtg. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Subtotal

_____

_____

_____
_____
_____
_____
_____

12/31/01
_____
_____
_____
_____

_____
_____
_____
_____
_____

Year 2002

Salaries
_____
_____
_____
_____

_____
_____
_____
_____
_____

Loss

_____
_____
_____
_____

_____
_____
_____
_____
_____

Property gain
_____
_____
_____
_____

_____
_____
_____
_____
_____ 

Acct. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Mtg. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Subtotal

_____

_____

_____
_____
_____
_____
_____

12/31/02
_____
_____
_____
_____

_____
_____
_____
_____
_____

2nd Part—Comparative Analysis—C corporations, partnerships, S corporations
Facts:

a. (Please round FIT liability to the nearest $1.  Assume that all transactions impact assets.   Thus, a $4 increase in accounts payable produces a $4 increase in assets.)

b. Individuals A and B form an entity on 1/1/2001, with A contributing cash of $100 and B contributing 1231 land worth $200 with a basis to him/her of $80 and subject to a mortgage liability of $100.   The entity uses the accrual method and a calendar year.

c. During the year 2001, the entity had a profit of $40 before any salary paid to, or withdrawals made by (distributions made to), A and B.   It paid salaries of $5 to A and $3 to B; and A and B each withdrew (were distributed) $5.   It ended the year with accounts payable of $6 and paid the mortgage liability down to $96.   Assume that assets increased by $X (=  –8, +40,  -? FIT, –10, +6, –4).

d. During the year 2002, the entity had a loss of $10 before any salaries paid to A and B and before any gain on the sale of property contributed by A.   It paid salaries of $5 to A and $3 to B.   It sold the property contributed by A for $114 cash on 1/2/2002.   It ended the year with accounts payable of $2.   

5.
Assume that the entity is an LLC taxed as an S corporation:



S/Hs’ FIT books
        _

Corporation’s FIT books
       _



A’s
A’s
B’s
B’s


Accts.
Mtg.
Cap.

Formation_
Inc. _
Basis_
Inc. _
Basis_

Assets
Pay. _
Pay. _
Stock
AAA_
A’s contrib.
_____
_____
_____
_____

_____
_____
_____
_____
_____

B’s contrib.
_____
_____
_____
_____

_____
_____
_____
_____
_____

1/1/01

_____
_____
_____
_____

_____
_____
_____
_____
_____

Year 2001

Salaries
_____
_____
_____
_____

_____
_____
_____
_____
_____

Profit

_____
_____
_____
_____

_____
_____
_____
_____
_____

Distribut’n
_____
_____
_____
_____

_____
_____
_____
_____
_____

Acct. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Mtg. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Subtotal

_____

_____

_____
_____
_____
_____
_____

12/31/01

_____

_____

_____
_____
_____
_____
_____

Year 2002

Salaries
_____
_____
_____
_____

_____
_____
_____
_____
_____

Loss

_____
_____
_____
_____

_____
_____
_____
_____
_____

Property gain
_____
_____
_____
_____

_____
_____
_____
_____
_____ 

Acct. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Mtg. Pay.
_____
_____
_____
_____

_____
_____
_____
_____
_____

Subtotal

_____

_____

_____
_____
_____
_____
_____

12/31/02

_____

_____

_____
_____
_____
_____
_____

3rd  Part:  S Corporations

6.
S4Ever, an S corporation presently owned by A and B, hires C as its new manager on 3 August 2001.   Explain your answers.

a.
As part of C’s compensation, he/she is transferred 1000 shares of S4Ever stock worth $100,000 for a payment of $25,000 cash.   If earnings do not reach targeted levels by December 31, 2005, C must sell the stock back to S4Ever for $25,000.   If earnings reach targeted levels by December 31, 2005, C may keep the stock.    C wants to elect to be taxed on any compensation income from the stock on 3 August 2001, but A is concerned that this election will create problems under the one class of stock requirement.   Is A correct?   See Reg. §§ 1.1361-1(b)(3) and 1.1361-1(l)(2)(iii).

b.
All unrestricted stock (A’s and B’s, plus C’s after December 31, 2005) is subject to a shareholders’ agreement under which the parties agree that if a shareholder leaves the employment of S4Ever, he/she will sell the stock to the corporation for its appraised value at the time.   Does the shareholder’s agreement create problems under the one class of stock requirement?    See Reg. § 1.1361-1(l)(2)(iii).

7.
Oldsea, Inc., was a C corporation that made the S election effective 1 January 2001.   On 31 December 2000, its balance sheet was as follows (last 0000s eliminated):

Assets:





Liabilities & Equity




Basis
FMV




Basis
FMV
Cash


  10
  10

Accounts payable
  40
  40

Accounts receivable
  50
  45

Mortgage payable
  90
  90

Inventory (LIFO)1
  60
  80

Capital stock

150
220

Equipment

  70
  55

Earnings & Profits
  20
    _



Building

  80
  90




300
350

Land


  30
  50



Goodwill

    0
  20






300
350



Note:   1. FIFO inventory valuation would be $70.   The LIFO reserve tax does not require that Oldsea convert to the FIFO method.

a. What is the amount of the LIFO reserve tax?    How much must be paid for the taxable years ending 12/31/00 and 12/31/01?

b. What is the maximum gain subject to taxation under the BIG tax, $20 or $50?

c. For how long does Oldsea have to worry about the BIG tax?

d. How much BIG tax will Oldsea have to pay if it never penetrates any LIFO layers and if it never sells its original operating assets (equpment, building, land, and goodwill)?

Errors: #1, Question 4, Facts “c”—“ended the year with accounts payable of $6”

#2, Question 5, Facts “c”—“ended the year with accounts payable of $6”

#3, Question 5 worksheet—retained earnings should be AAA and not E&P

#4, Question 7—Goodwill has a FMV of $20 and not $120.

#5, Question 7, part “a”—LIFO reserve and not FIFO reserve.
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