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Preface

COMMITTED TO EDUCATIONAL SUCCESS

outh-Western Federal Taxation (SWFT) is the

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

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

Corporations, Partnerships, Estates & Trusts, 2017
Edition provides a dynamic learning experience inside
and outside of the classroom. Built with resources and
tools that have been identified as the most important,
our complete learning system provides options for stu-
dents to achieve success.

Corporations, Partnerships, Estates & Trusts, 2017
Edition covers tax concepts as they affect corporations,
partnerships, estates, and trusts. The authors provide
accessible, comprehensive, and authoritative cover-
age of relevant tax code and regulations, as well as all
major developments in Federal income taxation. This

market-leading text is intended for students who have
had a previous course in taxation.

In revising the 2017 Edition, we focused on:

* Accessibility. Clarity. Substance. The text

authors and editors made this their mantra as
they revised for the 2017 edition. Coverage has
been streamlined to make it more accessible to
students, and difficult concepts have been clari-
fied, all without losing the substance that makes
up the South-Western Federal Taxation series.

CengageNOWv2 as a complete learning
system. Cengage Learning understands that
digital learning solutions are central to the class-
room. Through sustained research, we continual-
ly refine our learning solutions in CengageNOWv2
to meet evolving student and instructor needs.
CengageNOWv?2 fulfills learning and course man-
agement needs by offering a personalized study
plan, video lectures, auto-graded homework,
auto-graded tests, and a full eBook with features
and advantages that address common challenges.

rom the eBook




Learning Tools and Features to Help Students Make the Connection

We understand that students struggle with learning difficult tax code
concepts and applying them to real-world scenarios. The 2017 edition uses color to bring the text to life, capture student
attention, and present the tax code in a simple, yet logical format.

O Selected content is streamlined
to guide students in focusing
on the most important concepts
for the CPA Exam while still
providing in-depth coverage of
topics.

L e
O Examples are clearly labeled and =~ e
directly follow concepts to assist With = ...
student application. An average of 2'
over 40 examples in each chapter LIS Ly
use realistic situations to illustrate the = b e S e
complexities of the tax law and allow e oo
students to integrate chapter concepts
with illustrations and examples. &
v
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Students need lots of practice in areas such as computing
tax return problems and adjusting rates. We have developed these exercises to give students practice in calculating the
solutions they need to make business decisions.

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

O CengageNOWV2 provides algorithmic versions of these problems

19.

20,

21.

Computational Exercises

LO.1 Marie and Ethan form Roundtree Corporation with the transfer of the fol-

lowing. Marie performs personal services for the corporation with a fair
market value of $80,000 in exchange for 400 shares of stock. Fthan contributes an
installment note receivable (basis $25,000; fair market value $30,000), land (basis
$50,000; fair market value $170,000) and inventory (basis $100,000; fair market
value $120,000) in exchange for 1,600 shares. Determine Marie and Ethan’s cur-
rent income, gain, or loss; calculate the basis that each takes in the Roundtree
stock.

LO.1 Grady exchanges qualified property, basis of $12,000 and fair market value of

$18,000, for 60% of the stock of Eadie Corporation. The other 40% of the
stock is owned by Pedro, who acquired it five years ago. Calculate Grady’s current
income, gain, or loss and the basis he takes in his shares of Eadie stock as a result of
this transaction.

LO.2 Jocelyn contributes land with a basis of $60,000 and fair market value of

$90,000 and inventory with a basis of $5,000 and fair market value of $3,000
in exchange for 100% of Zion Corporation stock. The land is subject to a $15,000
mortgage. Determine Jocelyn's recognized gain or loss and the basis in the Zion
stock received.

While the SWFT series has always

provided the most in-depth coverage of tax concepts, Roger CPA Exam Review Questions are included to further prepare
students for success on the CPA Exam.

(]

O Tagged by concept in

Located in selected end-of-chapter
sections

Roger CPA Review Questions

CengageNOWv2

ity

O Similar questions to what
students would actually
find on the CPA Exam

&5 ROGER

CPA Review
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ship in the newly formed company. What s Kellye's taxable g n this situation it
the adjusted basis in the property is $25,000 and the company is valued at $120,000%
a, §0 c. $25,000
b, 10,000 d. §35.000

Kellye, Becky, and Emily formed Whoop! Shotz Corporation with the following con-
rriburions:

Kellye 550,000 cash
Backy 550,000 cash
Ernily Legal services
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See how the SWFT series helps students understand the big picture and
the relevancy behind what they are learning.

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

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

THE BIG PICTURE

T, Co DISTRIBUTIONS

Lime Corporation, an ice cream manufactuter, has had a very profitable year. To share its profits with its
two shareholders, Orange Corporation and Gustavo, it distributes cash of $200,000 to Orange and real estate
worth $300,000 (adjusted basis of $20,000) o
whic

avo. The real estate is subject to a mortgage of $100,000,

on December 31, Lime's

avo assumes. The distribution is ma

Lime C

poration has had both good and b rs in the past. More often than not, however, it has lost

anner profits, the GAAP-based |

money. Despite this y ¢ sheet for Lime indicates a year-end defi-

cit in retained earr

5. Consequently, the distribution of cash and land is treated as a liquidating distribu-

tion for financial reporting purposcs, resulting in a reduction of Lime's paic-in capital account.

The tax consequences of the o the and its depend on a variety of
factors that are not directly related to the financial reporting treatment. Identify these factors and explain the

tax effects of the to both Lime Corporation and its two

Read the chapter and formulate your response

FINANCIAL DISCLOSURE INSIGHTS:

Tax professionals need to understand how

FINANCIAL DISCLOSURE INSIGHTS  Effective Tax Strategies Using

Overseas Operations

taxes affect the income statement and balance
sheet. Financial Disclosure Insights,
appearing throughout the text, use current
data about existing taxpayers to highlight

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

The financial reports of profitable U.S. companies
indicate that overseas operations can produce tax benefits

increased market share and financial stability. For instance,
the trucking firm Ryder Systems recently reported current
tax refunds of about $235,000 and deferred tax savings of
about $500,000 on non-U.S. profits of about $11.5 million. In
a recent period, Eli Lilly reduced its effective tax rate by
about one-third due to overseas operations. And General
Electric recently reduced its effective tax rate to a negative
amount because of various income deferrals related to
overseas earnings. These deferral techniques are addressed
later in the chapter.

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

of their own, not taking into account the effects of

TAX IN THE NEWS: Drawn from today’s
business and popular press, Tax in the News
features enliven class discussions by presenting
current issues that illustrate the chapter material
and applying them to real life. These plentiful
and relevant news items make tax law concepts
come to life.

In addition, editors offer weekly updates for
instructors designed for use in the classroom
with links, assignments, and activities inlcuded.
See the SWFT blog at https://
taxintherealworld.wordpress.com.

TAX IN THE NEWS How to Save Taxes and Protect the Environment

What do Ted Turner, Robert Redford, Clint
Eastwood, and James Baker (former secretary of state) have
in common? Besides being celebrities and financially well-
to-do, all have issued |conservation easements in some or
all of the real estate they own. By this means, any “scenic
view” that currently exists is preserved. The owner is pre-
cluded from obstructing the view by further development
of the property. Allegedly, the transfer of the easement is
motivated by the owner’s desire to “conserve the environ-
ment.” Realistically, the transfer is largely tax-motivated.

The steps involved in creating a conservation easement
and the tax consequences that ensue are as follows.

« The owner obtains a generous appraisal as to the value
of the easement transferred.

+ The owner claims the value of the easement as an
income tax deduction.

« The value of the property retained (e.g. residence or
vacation home) is accordingly reduced by the value of
the easement for ad valorem property tax purposes.

« Upon the owner's death, the gross estate includes the
property at a discounted value due to the restrictions
contained in the easement.

In summary, the conservation easement saves income,
+ After the easement is drafted, the owner transfers it to a property, and estate taxes. The donor receives all of this in
conservation trust. Usually, the trust is already in existence, addition to the aura of being hailed as an environmentalist.*®
having been created by an environmental group, and oper-
ates under the auspices of a local government agency.
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ETHICS & EQUITY What Is a Sound Business Purpose?

Natural Recycle, owned and operated by
Caleb Liven, wants to expand and would like to acquire
Metro Publishing, Inc, owned and operated by Jae Liven,
Caleb Liven's sister. Its major assets are large net operating
losses (NOLs), unused credits, and antiquated printing
equipment. Natural Recycle is very profitable and could
benefit from the NOLs and unused credits.
Natural Recycle wants the acquisition to qualify as a tax-
free corporate reorganization. Caleb informs his accountant,
Mei Xiang, that Natural Recycle is engaged in reclaiming

TAX PLANNING: Most chapters
include a separate section, with its own
Learning Objective, calling attention

waterways in the proximity of strip mines, and that Metro
Publishing prints tour guide books for major cities. When
asked about the business purpose of the merger, Caleb
answers, “We need the NOLs and unused credits to offset
Natural’s high taxable income. | would also like to help my
sister get out from under her failing business.”

Does Xiang face any ethical problems in structuring the
acquisition of Metro Publishing by Natural Recycle as a tax-
free reorganization?

ETHICS & EQUITY: Most issues do not
have just one correct answer. Ethics &
Equity features will spark critical thinking
and invite classroom discussion, enticing
students to evaluate their own value system.
Suggested answers to Ethics & Equity
scenarios appear in the Solutions Manual.

5-4 TAX PLANNING

to how the tax law can be applied to

reach the taxpayer’s goals. Tax planning

applications and suggestions also appear

throughout each chapter.

GLOBAL TAX ISSUES Consolidated Returns and NOLs

Very few countries outside the United States
allow the use of consolidated returns. In the view of most
countries, tax deductions for operating losses should be used
only by those who generated them, not by some sister or
other related corporation. This is as much a social principle

converted to deductions there.

(the sanctity of the corporate entity) as a revenue-raising

provision (NOL deductions mean lower tax collections).

The way European business is conducted makes this
result more understandable, as the tax laws of the various
countries must ensure that operating losses generated in
Tedesco, for instance, are not shifted to Cadenza and

5-4a Corporate Distributions

The following points are especially important when planning for corporate distributions.

¢ Because E & P is the pool of funds from which dividends may be distributed, its
periodic determination is essential to corporate planning. As a result, an E & P
account should be established and maintained, particularly if the possibility exists
that a corporate distribution might be a return of capital.

Accumulated E & P is the sum of all past years’ current E & P. Because there is no
statute of limitations on the computation of E & P, the IRS can redetermine a cor-
poration’s current E & P for a tax year long since passed. Such a change affects
accumulated E & P and has a direct impact on the taxability of current distribu-

tions to shareholders.

Distributions can be planned to avoid or minimize dividend exposure.

GLOBAL TAX ISSUES: The Global
Tax Issues feature gives insight into
the ways in which taxation is affected
by international concerns and illustrates
the effects of various events on tax
liabilities across the globe.
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Take your students from Motivation to Mastery with CengageNOWv2

CengageNOWvV2 is a powerful course management tool and online homework
resource that elevates student thinking by providing superior content designed with
the entire student workflow in mind.

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

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

VAT in order to complete taxation problems on their own

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

actual critical thinking

NoTvation —

Many instructors find that students come
to class unmotivated and unprepared. To
help with engagement and preparedness,
CengageNOWv2 for SWFT offers the
following features:

O “Tax Drills” test students on key
concepts and applications. With
three to five questions per learning
objective, these “quick-hit” questions
help students prepare for class lectures
or review prior to an exam. i e

Application —

Students need to learn problem-solving
behavior and skills in order to complete
taxation problems on their own. However,
as students try to work through homework
problems, sometimes they become stuck
and need guidance. To help reinforce
concepts and keep students on the right
track, CengageNOWvV2 for SWFT offers the
following:

50 0 g o o L atock, 1 racelved 50,000 For 0

11 B £, O e s Py

O End-of-chapter homework from the
text is expanded and enhanced to follow
the workflow a professional would use
to solve various client scenarios. These
enhancements better engage students
and encourage them to think like a tax
professional.
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O Algorithmic versions of end-of-chapter homework are available for computational exercises and at least

15 problems per chapter.

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

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

and when, including the full solution.

O Built-in Test Bank for online assessment.
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X PREFACE

EXTENSIVELY REVISED. DEFINITIVELY UP TO DATE.

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

The South-Western Federal Taxation authors
have made every effort to keep all materials up to date
and accurate. All chapters contain the following general
changes for the 2017 Edition.

e Updated materials to reflect changes made by
the Protecting Americans from Tax Hikes (PATH)
Act of 2015 and other Public Laws of 2015

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

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

* Revised Problem Materials, Computational
Exercises, and CPA Exam problems.

e Updated Tax in the News items in each chapter
with coverage of recent events.

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

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

In addition, the following materials are available online.

* An appendix that helps instructors broaden and
customize coverage of important tax provisions
of the Affordable Care Act. (Instructor Companion
Website at www.cengage.com/login)

* The Depreciation and the Accelerated Cost
Recovery System (ACRS) appendix (formerly
Appendix G in SWFT Individual Income Taxes).
(Instructor Companion Website at www.cengage.
com/login)

* The Taxation in the Real World weekly blog posts
for instructors. (https://taxintherealworld.
wordpress.com)

Chapter 1

* Updated references and citations throughout the
chapter.

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

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

¢ Updated materials on administrative tax law
sources and commercial tax services.

Chapter 2

¢ Added a Concept Summary comparing the tax
attributes of various forms of business entities.

¢ Added a Concept Summary on Schedule M-1
(Form 1120).

* Added a new Tuax in the News feature and a new
Global Tax Issues feature.

e Updated text to reflect new filing due dates for
corporations.

e Updated text and examples throughout the chapter.

Chapter 3

* Added a Tax in the News feature on the Tax
Court’s decision in Advo, Inc., highlighting the
factors used to determine whether a taxpayer has
ownership of property for purposes of the DPAD.

* Added a Tax in the News feature on revenues
raised by the corporate AMT.

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

e Updated the chapter example related to Form
8903 (Domestic Production Activities Deduction).

e Updated the chapter example related to Form
4626 (Alternative Minimum Tax—Corporations).

Chapter 4

* Revised several sections of the chapter, including a
Concept Summary, to improve readability and clarity.

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

* Revised the facts in an example that illustrates
the tax effects of debt versus equity to be more
realistic with current market interest rates.

Chapter 5

* Enhanced and expanded the chapter examples
on determining corporate E & P and allocating
E & P to distributions.

e Added examples on constructive dividends when
a corporation pays a shareholder’s obligations.

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



Chapter 6

Added two new Tuax in the News features,
entitled “Value of Corporate Stock Buybacks
Questioned” and “State Dissolution of Corporate
Status Not Determinative of Liquidation Status
under Federal Tax Law.”

Chapter 7

Deleted Ethics & Equity feature “Possible Sour Notes.”
Modified Concept Summary 7.2 and Concept
Summary 7.4.

Clarified Exhibit 7.1, Exhibit 7.5, and Exhibit 7.6.
Reduced discussion of acquisitive “Type D” reor-
ganizations and removed exhibit illustrating it.
Replaced Tax in the News feature “Want a
Doughnut with That Burger?” with “Google
Adopts a Parent.”

Modified Ethics & Equity feature “What Is a
Sound Business Purpose?”

Modified Global 1ax Issues feature “Acquisition Is
the Prescription to Lower Taxes.”

Modified Financial Disclosure Insights feature
“When an Acquisition Fails.”

Enhanced problem materials concerning present
value computations.

Chapter 8

Expanded discussion of non-tax motivations to
consolidate.

Noted that IRS permission typically is granted
automatically when changing from one common
tax-sharing method to another.

Updated filing data for Federal consolidated returns.

Updated material concerning the due dates for
Federal consolidated tax returns.

Streamlined the listing of consolidated group items.

Added a present value computation to a prob-
lem about an intercompany transaction.

Chapter 9

Added a Concept Summary regarding the
income and deduction sourcing rules.
Streamlined the discussion of § 367 asset transfers.
Revised the materials for Subpart F income, stock
basis, and application of E & P on flow-throughs.
Added a Concept Summary illustrating the transac-
tions involved when Subpart F flow-throughs apply.
Updated information about the international
economy and location of multinationals’ income
and assets, and corporate income tax nominal
rates and withholding for various countries.

PREFACE Xl

Added a Tax in the News feature about the loca-
tion of U.S. companies’ overseas profits.
Expanded Tax Planning materials that highlight
the optimization of the foreign tax credit compu-
tations by use of the income sourcing rules.

Chapter 10

Modified and relocated the discussion of guaran-
teed payments to clarify their effect on partner-
ship operations.

Incorporated a Form 1065 as part of the Big
Picture example.

Placed added emphasis on the proper use of
Form 1065 as a means of reporting partnership
operations.

Chapter 11

Updated for indexation adjustments.

Chapter 12

Added Tax in the News feature “Distribution of
Loss Property.”

Enhanced and updated material concerning rec-
ognition period for built-in gains tax.

Revised discussion concerning material participa-
tion by S shareholders.

Expanded discussion of self-rental income as
part of § 1411 Medicare tax.

Chapter 13

Updated data and statistics on number of busi-
ness entities.

Added return due dates to Concept Summary
13.1, updated for 2015 law changes.

Added Research Problem on Federal tax reform
and business entities.

Chapter 14

Updated the discussion of Schedule UTP and
current filing statistics for Schedule UTP.
Revised the computational templates for annual
changes in deferred tax assets and liabilities.
Expanded the discussion of the FASB and TASB
convergence projects.

Added citations to certain GAAP rules in
accounting for income taxes.

Added example for ASC 740-10 (FIN 48).

Chapter 15

Updated statistics related to the charitable sector
and the donor base, private foundations, and fil-
ing deadlines.
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* Added Tax in the News feature “NFL Gives Up Chapter 18

Exempt Status.”
* Condensed the material on the historical back-

* Updated tax rates and ceilings for the excise
P 5 ground of the Federal estate and gift taxes.

taxes on private foundations.
¢ Simplified the tax treatment of gifts made within

three years of death (§ 2035).

e Updated examples that compute the Federal
estate and gift tax to reflect the new 2016 unified
transfer tax credit and exclusion amount.

* Added Exhibit 18.2 that illustrates the use of the
Chapter 16 QTIP election in avoiding the terminable interest
prohibition to obtaining the marital deduction.

* Clarified materials concerning UBTI adjustments
and debt-financed income.

* Revised materials concerning the application
process for exempt entities, filing due dates, and
public disclosure of Forms 990.

e Updated data and statistics about state and local
tax revenues.

Chapter 19
* Revised Exhibit 16.1 to emphasize data flows. p
 Updated Tax in the News feature about state tax * Included new inflation limitations on the adjust-
credits for filmmakers. ment for electing current use valuation as to

* Revised discussion of application of P.L. 86-272 farms and other small businesses of a decedent.

in today’s economy. * Reflected the inflation increase on the amount of
estate tax subject to the 2 percent interest rate
that can be deferred under § 6166.

* Restructured the discussion of the role of the
probate estate in estate planning.

* Modified introductory discussion of allocation
and apportionment of income.

* Revised material involving the sales factor and
the throwback rule.

* Modified material discussing combined versus

consolidated returns. Chapter 20
* Reorganized material listing sales/use tax exemptions. * Updated amounts concerning fiduciary tax rates
e Added materials about the sales/use taxation of and exemptions.
online transactions. e Clarified that a trust is created and defined under
state law, not Federal income tax law.
Chapter 17 - o
* Updated statistics about fiduciary returns, gross
¢ Updated various amounts and statistics as to and taxable income, and tax liability generated.
audits, refunds, fees, and filing practices. ¢ Added rules concerning the NIIT to Concept
e Updated citations to various annual documents. Summary 20.1.
* Added discussion of the role of the National * Updated amounts related to the NIIT for fiduciaries.

Taxpayer Advocate. * Clarified the availability of the DPAD when a

* Revised material concerning IRS regulation of tax fiduciary operates a trade or business

return preparers.
* Deleted material relating to beneficiaries’ treatment

* Updated and augmented material involving : ) >
of losses in the year of the entity’s termination.

Circular 230 and tax preparer penalties.
* Added problems featuring Excel commands and
present value computations.

TAX LAW OUTLOOK

From your SWFT Series Editors:

Congress may consider Federal corporate tax law changes during 2016-2017, including a decrease in the
top tax rate and a move toward a territorial system in taxing income from overseas sources. Tax deferrals
for unrepatriated global profits also may receive congressional and regulatory attention. Corporate tax
reform remains difficult to craft, though, as so many businesses operate using pass-through structures.
State and local governments have budget problems, and they are looking for new revenue sources, includ-
ing an adoption of the unitary concept and a broadening of the income and sales/use tax bases.
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SUPPLEMENTS SUPPORT STUDENTS AND INSTRUCTORS

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

Online and Digital Resources
for Students

=
§ CENGAGENOWv2

CengageNOWvV?2 is a powerful course management and
online homework tool that provides robust instruc-
tor control and customization to optimize the student
learning experience and meet desired outcomes.

CengageNOWv2 Instant Access Code ISBN:
978-1-305-87444-2

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

THOMSON REUTERS Checkpoint® Student
CHECKPOINT) Edition from Thomson

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

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

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

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

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

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

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

* Accurate calculations and 100% satisfaction—
guaranteed.

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

Online access to H&R Block® Premium & Business soft-
ware is offered with each NEW copy of the textbook—
at no additional cost to students!*®

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

Online Student Resources

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

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

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

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

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

Printed Resources for Students

Looseleaf Edition (978-1-305-87435-0)

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

*Checkpoint® Student Edition is not available with the Professional Editions of South-Western Federal Taxation texts. For all other edi-
tions, all NEW printed copies of the textbook are automatically packaged with access to Checkpoint® Student Edition and H&R Block®
tax software. If students purchase the eBook, they will not automatically receive access to Checkpoint® Student Edition and H&R Block®
software. They must purchase the tax media pack offering both of these products. The ISBN is 978-1-305-87432-9 and can be purchased
at www.cengagebrain.com.
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Comprehensive Supplements Support
Instructors’ Needs

-‘
'CENGAGENOWVZ

CengageNOWV2 is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student learn-
ing experience and meet desired outcomes. In addition to
the features and benefits mentioned earlier for students,
CengageNOWV2 includes these features for instructors:

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

* Built-in Test Bank for online assess-
ment. The Test Bank files are included in
CengageNOWvV?2 so that they may be used as
additional homework or tests.

Solutions Manual (978-1-305-87441-1)

Written by the South-Western Federal Taxation
editors and authors, the Solutions Manual features
solutions arranged in accordance with the sequence of
chapter material.

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

PowerPoint® Lectures with Notes

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

Test Bank

Written by the South-Western Federal Taxation
editors and authors, the Test Bank contains approximately
2,200 items and solutions arranged in accordance with
the sequence of chapter material.

Each test item is tagged with its Estimated Time to
Complete, Level of Difficulty, and Learning Objective(s),
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as well as the AACSB’s and AICPA’s core competencies—
for easier instructor planning and test item selection.
The 2017 Test Bank is available in Cengage’s test gen-
erator software, Cognero.

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

 author, edit, and manage Test Bank content from
multiple Cengage Learning solutions

e create multiple test versions in an instant

 deliver tests from your LMS, your classroom, or
wherever you want

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

Test Bank files in Word format as well as versions to import
into your LMS are available on the Instructor Companion
Website. Cognero Test Banks available via single
sign-on (SSO) account at www.cengage.com/login.

Other Instructor Resources

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

* Instructor Guide

 Edition-to-edition correlation grids by chapter

* Detailed answer feedback for the end-of-chapter
Roger CPA Review Questions in Word format.

(Lettered answers only are available in the
Solutions Manual.)

* An appendix that helps instructors broaden and
customize coverage of important tax provisions
of the Affordable Care Act

* The Depreciation and the Accelerated Cost
Recovery System (ACRS) appendix (formerly
Appendix G in SWFT Individual Income Taxes)

Custom Solutions

Cengage Learning Custom Solutions develops person-
alized solutions to meet your taxation education needs.
Consider the following for your adoption of South-
Western Federal Taxation 2017 Edition:

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

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

¢ Add relevance by including sections from Smith’s
Internal Revenue Code and Regulations, Raabe/
Whittenburg/Sanders/Sawyers’ Federal Tax
Research, or your state’s tax laws and regulations.
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The South-Western Federal Taxation Series

To find out more about these books, go to www.cengagebrain.com.

SouTH-WESTERN
PrbERAL TARATION

INDIVIDUAL INCOME TAXES, 2017 EDITION
(HOFFMAN, YOUNG, RAABE, MALONEY, NELLEN, Editors)
provides accessible, comprehensive, and authoritative coverage
of the relevant tax code and regulations as they pertain to

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

(ISBN 978-1-305-87398-8)

BOUTH-WESTERN

CORPORATIONS, PARTNERSHIPS, ESTATES
& TRUSTS, 2017 EDITION

(HOFFMAN, RAABE, MALONEY, YOUNG, Editors) covers tax
concepts as they affect corporations, partnerships, estates, and trusts.
The authors provide accessible, comprehensive, and authoritative
coverage of relevant tax code and regulations, as well as all major
developments in Federal income taxation. This market-leading text is
intended for students who have had a previous course in tax.

(CORPORATIONS,

SHT

(ISBN 978-1-305-87433-6)

2017
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BOUTH-WESTERN

COMPREHENSIVE VOLUME, 2017 EDITION

(HOFFMAN, MALONEY, RAABE, YOUNG, Editors)
Combining the number one individual tax text with the number
one corporations text, Comprehensive Volume, 2017 Edition

is a true winner. An edited version of the first two South-
COMPREHENSIVE Western Federal Taxation textbooks, this book is ideal for
VoLumE undergraduate or graduate levels. This text works for either a
one-semester course in which an instructor wants to integrate
coverage of individual and corporate taxation or for a two-
semester sequence in which the use of only one book is desired.

\‘é't L

2017 & e & (ISBN 978-1-305-87416-9)

ESSENTIALS OF TAXATION: INDIVIDUALS &
BUSINESS ENTITIES, 2017 EDITION

(RAABE, MALONEY, YOUNG, NELLEN, Editors) emphasizes
tax planning and the multidisciplinary aspects of taxation.
Formerly titled Taxation of Business Entities, this text is
designed with the AICPA Model Tax Curriculum in mind,
presenting the introductory Federal taxation course from a
business entity perspective. Its Tax Planning Framework
helps users fit tax planning strategies into an innovative
pedagogical framework. The text is an ideal fit for programs
that offer only one course in taxation where users need to be
exposed to individual taxation, as well as corporate and other
business entity taxation. This text assumes no prior course in 2017
taxation has been taken. o

SOUTH-WESTERN

(ISBN 978-1-305-87482-4)

WestERY INTERNAL REVENUE CODE OF 1986 AND TREASURY
REGULATIONS Annotated and Selected, 2017 Edition

(MARK ALTIERI) An ideal alternative to the traditional, bulky,
and expensive multivolume set of code and regulations, this
single-volume reference provides a useful selection of code and
regulations sections and clear annotations in the form of editorial
summaries that explain, analyze, and cross-reference topics to
help students fully understand the intricacies of the tax code. The
text is a perfect supplement for any South-Western Federal
Taxation text as well as an excellent primary text for a Federal
taxation course that stresses a code and regulations approach.

2017 Edition coming in July 2016 (ISBN 978-1-305-94320-9)

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



PREFACE XIX

FEDERAL TAX RESEARCH, 10E Federal TaX
won RESearch

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

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

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



XX PREFACE

ABOUT THE EDITORS

William H. Hoffman, Jr.
earned B.A. and ].D.
degrees from the University
of Michigan and M.B.A. and
Ph.D. degrees from The
University of Texas. He is a
licensed CPA and attorney
in Texas. Recognized for
his teaching excellence, Dr.
Hoffman’s academic experi-
ence includes The University
of Texas (1957-1961), Louisiana State University (1961
1967), and the University of Houston (1967-1999). A
frequently requested professional speaker, Dr. Hoffman
has addressed many tax institutes and conferences and
has published extensively in academic and professional
journals. His articles appear in The Journal of Taxation,
The Tax Adviser, Taxes—The Tax Magazine, The Journal
of Accountancy, The Accounting Review, and Taxation
for Accountants.

William A. Raabe, Ph.D,,
CPA, was the Waisconsin
Distinguished  Professor
of Taxation. He taught at
Ohio State, Arizona State,
the Capital  University
(OH) Law School, and the
Universities of Wisconsin —
Milwaukee and Whitewater.
A graduate of Carroll
University (Wisconsin) and
the University of Illinois, Dr. Raabe’s teaching and
research interests include international and multistate
taxation, technology in tax education, personal finan-
cial planning, and the economic impact of sports
teams and fine arts groups. Dr. Raabe also writes the
PricewaterhouseCoopers Tax Case Studies. He has writ-
ten extensively about book-tax differences in financial
reporting. Dr. Raabe has been a visiting tax faculty
member for a number of public accounting firms, bar
associations, and CPA societies. He has received numer-
ous teaching awards, including the Accounting Educator
of the Year award from the Wisconsin Institute of CPAs.
He has been the faculty adviser for student teams in the
Deloitte Tax Case Competition (national finalists at three
different schools) and the PricewaterhouseCoopers
Extreme Tax policy competition (national finalist). For
more information about Dr. Raabe, visit BillRaabeTax.
com and BillRaabeTax on YouTube and Twitter.

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

David M. Maloney, Ph.D.,
CPA, is the Carman G. Blough
Professor of Accounting
Emeritus at the University of
Virginia’s McIntire School of
Commerce. He completed
his undergraduate work at
the University of Richmond
and his graduate work at
the University of Illinois at
Urbana-Champaign. Upon
joining the Virginia faculty in January 1984, Dr. Maloney
taught Federal taxation in the graduate and undergradu-
ate programs and was a recipient of major research
grants from the Ernst & Young and KPMG Foundations.
Dr. Maloney has published work in numerous profes-
sional journals, including Journal of Taxation, The Tax
Adviser, Tax Notes, Corporate Taxation, Accounting
Horizons, Journal of Taxation of Investments, and Journal
of Accountancy.

James C. Young is the
Crowe Horwath Professor
of Accountancy at Northern
llinois University. A gradu-
ate of Ferris State University
(B.S.) and Michigan State
University (M.B.A. and Ph.D.),
Jim’s research focuses on
taxpayer responses to the
income tax using archi-
val data. His dissertation
received the PricewaterhouseCoopers/American Taxation
Association Dissertation Award and his subsequent
research has received funding from a number of orga-
nizations, including the Ernst & Young Foundation Tax
Research Grant Program. His work has been published in
a variety of academic and professional journals, including
the National Tax Journal, The Journal of the American
Taxation Association, and Tax Notes. Jim is a Northern
llinois University Distinguished Professor, received the
Illinois CPA Society Outstanding Accounting Educator
Award in 2012, and has received university teaching
awards from Northern Illinois University, George Mason
University, and Michigan State University.



Nt oA

. 3

Brief Contents

PART 1: INTRODUCTION

CHAPTER1  UNDERSTANDING AND WORKING WITH
THE FEDERAL TAX LAW 1-1

PART 2: CORPORATIONS

CHAPTER 2  CORPORATIONS: INTRODUCTION AND

OPERATING RULES 2-1
CHAPTER 3  CORPORATIONS: SPECIAL SITUATIONS 3-1
CHAPTER 4  CORPORATIONS: ORGANIZATION AND CAPITAL

STRUCTURE 4-1
CHAPTER5  CORPORATIONS: EARNINGS & PROFITS AND DIVIDEND

DISTRIBUTIONS 5-1
CHAPTER6  CORPORATIONS: REDEMPTIONS AND LIQUIDATIONS 6-1
CHAPTER 7  CORPORATIONS: REORGANIZATIONS 7-1
CHAPTER 8  CONSOLIDATED TAX RETURNS 8-1
CHAPTER9  TAXATION OF INTERNATIONAL TRANSACTIONS 9-1

PArT 3: FLOW-THROUGH ENTITIES

CHAPTER 10 PARTNERSHIPS: FORMATION, OPERATION, AND BASIS  10-1

CHAPTER 11 PARTNERSHIPS: DISTRIBUTIONS, TRANSFER
OF INTERESTS, AND TERMINATIONS 11-1

CHAPTER 12 S CORPORATIONS 12-1

PART 4: ADVANCED TAX PRACTICE CONSIDERATIONS

CHAPTER 13 COMPARATIVE FORMS OF DOING BUSINESS 13-1
CHAPTER 14 TAXES ON THE FINANCIAL STATEMENTS 14-1

XXI1

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



XX BRIEF CONTENTS

CHAPTER 15 EXEMPT ENTITIES 15-1
CHAPTER 16 MULTISTATE CORPORATE TAXATION 16-1
CHAPTER 17 TAX PRACTICE AND ETHICS 17-1

PArT 5: FamiLy Tax PLANNING

CHAPTER 18 THE FEDERAL GIFT AND ESTATE TAXES 18-1
CHAPTER 19 FAMILY TAX PLANNING 19-1
CHAPTER 20 INCOME TAXATION OF TRUSTS AND ESTATES 20-1

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ontents

Part 1: Introduction

CHAPTER 1
UNDERSTANDING AND WORKING
WITH THE FEDERAL TAX LAW

The Big Picture: Importance of Tax Research

THE WHYS OF THE TAX LAW
Revenue Needs

Economic Considerations

Tax in the News: Stimulating the Economy
Social Considerations

Equity Considerations

Political Considerations

Influence of the Internal Revenue Service
Influence of the Courts

SUMMARY
RECONCILING ACCOUNTING CONCEPTS

WORKING WITH THE TAX LAW—TAX SOURCES
Statutory Sources of the Tax Law

Administrative Sources of the Tax Law

Judicial Sources of the Tax Law

Concept Summary: Federal Judicial System

Concept Summary: Judicial Sources

Other Sources of the Tax Law

WORKING WITH THE TAX LAW—LOCATING

AND USING TAX SOURCES

Commercial Tax Services

Using Online Tax Services

Financial Disclosure Insights: Where Does GAAP Come From?
Noncommercial Online Tax Sources

WORKING WITH THE TAX LAW—TAX RESEARCH
Identifying the Problem

Locating the Appropriate Tax Law Sources

Assessing the Validity of Tax Law Sources

Tax in the News: Baseball and Tax Research

Ethics & Equity: Choosing Cases for Appeal

Arriving at the Solution or at Alternative Solutions
Communicating Tax Research

WORKING WITH THE TAX LAW—TAX PLANNING

1-1
1-1

1-2
1-2
1-2
1-3
1-4
1-5
19

-1
1-12

1-15
1-16
1-20
1-23
1-25
1-28
1-31

1-31
1-32
1-32
1-33
1-33

1-35
1-36
1-38
1-38
1-39
1-40
1-41
1-41

Nontax Considerations 1-43
Components of Tax Planning 1-43
Tax in the News: Tax Avoidance and Tax Evasion 1-44
Tax Planning—A Practical Application 1-45
Follow-Up Procedures 1-45
TAXATION ON THE CPA EXAMINATION 1-46
Part 2: Corporations
CHAPTER 2
CORPORATIONS: INTRODUCTION AND
OPERATING RULES 2-1
The Big Picture: A Half-Baked Idea? 2-1
TAX TREATMENT OF VARIOUS BUSINESS FORMS 2-2
Sole Proprietorships 2-2
Partnerships 2-2
Corporations 2-3
Concept Summary: Tax Treatment of Business Forms Compared 2-6
Global Tax Issues: U.S. Corporate Taxes and International Business

Competitiveness 2-7
Limited Liability Companies 2-7
AN INTRODUCTION TO THE INCOME TAXATION OF
CORPORATIONS 2-8
An Overview of Corporate versus Individual Income

Tax Treatment 2-8
Specific Provisions Compared 2-10
Accounting Periods and Methods 2-10
Capital Gains and Losses 2-11
Recapture of Depreciation 2-12
Passive Activity Losses 2-13
Charitable Contributions 2-14
Domestic Production Activities Deduction 2-16
Net Operating Losses 2-17
Deductions Available Only to Corporations 2-17
Ethics & Equity: Pushing the Envelope on Year-End Planning 2-19
Concept Summary: Income Taxation of Individuals

and Corporations Compared 2-21
DETERMINING THE CORPORATE INCOME
TAX LIABILITY 2-22
Corporate Income Tax Rates 2-22
Alternative Minimum Tax 2-23

XXI

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



XXIV CONTENTS

Tax in the News: Consolidated Return Regulations
Provide Loophole to Personal Service Corporations

Tax Liability of Related Corporations

PROCEDURAL MATTERS
Filing Requirements for Corporations
Estimated Tax Payments

Schedule M-1—Reconciliation of Income (Loss) per
Books with Income per Return

Concept Summary: Conceptual Diagram of Schedule M-1
(Form 1120)

Schedule M-2—Analysis of Unappropriated Retained
Earnings per Books

Schedule M-3—Net Income (Loss) Reconciliation for
Corporations with Total Assets of $10 Million or More

Effect of Taxes on the Financial Statements
Form 1120 lllustrated
Consolidated Returns

TAX PLANNING

Corporate versus Noncorporate Forms of Business Organization

Operating the Corporation
Refocus on the Big Picture: Cooked to Perfection

CHAPTER 3
CORPORATIONS: SPECIAL SITUATIONS
The Big Picture: Dealing with the DPAD and the AMT

DOMESTIC PRODUCTION ACTIVITIES DEDUCTION
Components of the Deduction

Ethics & Equity: A Proper Allocation for W-2 Wages Purposes?
Domestic Production Gross Receipts

Tax in the News: Factors for Benefits and Burdens Test
Adjustments in Arriving at QPAI

Tax in the News: States Are Decoupling from the DPAD
Collateral Problems

Form 8903 lllustrated

ALTERNATIVE MINIMUM TAX

Small Corporation Exemption

AMT Adjustments

Tax Preferences

Computing Alternative Minimum Taxable Income

Concept Summary: AMT Adjustments and Preferences
for Corporations

Adjusted Current Earnings (ACE)

Concept Summary: How Various Transactions
Affect ACE and E & P

Financial Disclosure Insights: The Alternative Minimum Tax as
Prepayment

Exemption

Minimum Tax Credit

Tax in the News: The Corporate AMT

Ethics & Equity: The Minimum Tax Credit One-Way Street
Other Aspects of the AMT

Form 4626 lllustrated

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

2-23
2-24

2-25
2-25
2-25

2-26
2-27
2-28

2-29
2-31
2-31
2-39

2-39
2-39
2-40
2-43

3-1
31

3-2
3-3

3-5
3-9
3-11
3-12
3-12
3-14

3-16
3-16
3-18
3-19
3-19

3-20
3-21

3-23

3-24
3-24
3-24
3-25
3-25
3-25
3-26

PENALTY TAXES ON CORPORATE ACCUMULATIONS 3-26

Accumulated Earnings Tax (§8 531-537) 3-28
Personal Holding Company Tax (§§ 541-547) 3-29
TAX PLANNING 3-30
Domestic Production Activities Deduction 3-30
Alternative Minimum Tax 3-31

Refocus on the Big Picture: Dealing with the DPAD and the AMT ~ 3-32

CHAPTER 4
CORPORATIONS: ORGANIZATION
AND CAPITAL STRUCTURE 4-1
The Big Picture: Tax Issues Associated with Growing
into the Corporate Form 4-1

ORGANIZATION OF AND TRANSFERS

TO CONTROLLED CORPORATIONS 4-2
General Rules 4-2
Global Tax Issues: Choice of Organizational Form

When Operating Overseas 4-3
Concept Summary: Shareholder Consequences: Taxable Corporate

Formation versus Tax-Deferred § 351 Transaction 4-4
Property Defined 4-5
Stock Transferred 4-5
Control of the Corporation 4-6
Assumption of Liabilities—§ 357 4-9
Concept Summary: Tax Consequences of Liability Assumption 4-12
Basis Determination and Related Issues 4-12

Concept Summary: Tax Consequences to the Shareholders and
Corporation: With and Without the Application of § 351

(Based on the Facts of Example 21) 4-14
Global Tax Issues: Does § 351 Cover the Incorporation

of a Foreign Business? 4-16
CAPITAL STRUCTURE OF A CORPORATION 4-17
Capital Contributions 4-17
Tax in the News: States Battle Each Other to Lure

New Businesses (and Jobs) 4-18
Debt in the Capital Structure 4-18
Tax in the News: A Careful Evaluation May Be Required

to Distinguish Debt from Equity 4-19
INVESTOR LOSSES 4-21
Stock and Security Losses 4-21
Ethics & Equity: Can a Loss Produce a Double Benefit? 4-21
Business versus Nonbusiness Bad Debts 4-22
Section 1244 Stock 4-23

GAIN FROM QUALIFIED SMALL BUSINESS STOCK 4-24

TAX PLANNING 4-24
Working with § 351 4-24
Selecting Assets to Transfer 4-26
Debt in the Capital Structure 4-27
Investor Losses 4-28

Refocus on the Big Picture: Tax Issues Can Be Neutralized
When Growing into the Corporate Form 4-28



CHAPTER 5

CORPORATIONS: EARNINGS & PROFITS

AND DIVIDEND DISTRIBUTIONS 5-1
The Big Picture: Taxing Corporate Distributions 5-1
CORPORATE DISTRIBUTIONS—OVERVIEW 5-2
EARNINGS AND PROFITS (E & P)—§ 312 5-2
Computation of E & P 5-3
Summary of E & P Adjustments 5-6
Current versus Accumulated E & P 5-6
Concept Summary: £ & P Adjustments 5-7
Concept Summary: Allocating E & P to Distributions 57
Allocating E & P to Distributions 5-8
Ethics & Equity: Shifting E & P 5-9
DIVIDENDS 5-10
Rationale for Reduced Tax Rates on Dividends 5-10
Global Tax Issues: Corporate Integration 5-11
Qualified Dividends 5-11
Property Dividends 5-12
Concept Summary: Noncash Property Distributions 5-14
Constructive Dividends 5-14
Tax in the News: Win Some—Lose Some 5-17
Stock Dividends and Stock Rights 5-18
Concept Summary: Section 305 Stock Dividends 5-19
TAX PLANNING 5-21
Corporate Distributions 5-21
Planning for Qualified Dividends 5-22
Constructive Dividends 5-23
Refocus on the Big Picture: Taxing Corporate Distributions 5-25
CHAPTER 6

CORPORATIONS: REDEMPTIONS

AND LIQUIDATIONS 6-1
The Big Picture: Family Corporations and Stock Redemptions 6-1
STOCK REDEMPTIONS—IN GENERAL 6-2

STOCK REDEMPTIONS—SALE OR EXCHANGE

TREATMENT 6-3
Global Tax Issues: Foreign Shareholders Prefer

Sale or Exchange Treatment in Stock Redemptions 6-4
Concept Summary: Tax Consequences of Stock Redemptions to

Shareholders 6-4
Historical Background and Overview 6-5
Stock Attribution Rules 6-5
Not Essentially Equivalent Redemptions 6-6
Tax in the News: Appellate Courts Rule OPIS Losses Lack

Economic Substance 6-7
Disproportionate Redemptions 6-7
Complete Termination Redemptions 6-8
Tax in the News: Value of Corporate Stock Buybacks

Questioned 6-9
Partial Liquidations 6-9
Redemptions to Pay Death Taxes 6-11

CONTENTS

STOCK REDEMPTIONS—EFFECT
ON THE CORPORATION
Recognition of Gain or Loss

Concept Summary: Summary of the Qualifying
Stock Redemption Rules

Effect on Earnings and Profits
Redemption Expenditures

STOCK REDEMPTIONS—PREFERRED
STOCK BAILOUTS

Background

Tax Consequences

Section 306 Stock

LIQUIDATIONS—IN GENERAL
The Liquidation Process

Tax in the News: State Dissolution of Corporate Status Not
Determinative of Liquidation Status under Federal Tax Law

Liquidating and Nonliquidating Distributions Compared

LIQUIDATIONS—EFFECT ON THE DISTRIBUTING
CORPORATION

The General Rule

Antistuffing Rules

Concept Summary: Summary of Antistuffing
Loss Disallowance Rules

LIQUIDATIONS—EFFECT ON THE SHAREHOLDER

Ethics & Equity: Transferee Liability for Tax Deficiency
of Liquidated Corporation

LIQUIDATIONS—PARENT-SUBSIDIARY SITUATIONS
Minority Shareholder Interests

Global Tax Issues: Basis Rules for Liquidations
of Foreign Subsidiaries

Indebtedness of the Subsidiary to the Parent

Basis of Property Received by the Parent
Corporation—The General Rule

Basis of Property Received by the Parent Corporation—
§ 338 Election

Concept Summary: Summary of Liquidation Rules

TAX PLANNING

Stock Redemptions

Disposing of § 306 Stock

Corporate Liquidations
Parent-Subsidiary Liquidations

Asset Purchase versus Stock Purchase

Refocus on the Big Picture: A Family Attribution Waiver
Is a Valuable Tool in Succession Planning

CHAPTER 7
CORPORATIONS: REORGANIZATIONS

The Big Picture: Structuring Acquisitions

REORGANIZATIONS—IN GENERAL
Summary of the Different Types of Reorganizations
Summary of Tax Consequences in a Tax-Free Reorganization

XXV

6-11
6-11

6-12
6-13
6-13

6-13
6-13
6-13
6-14

6-14
6-14

6-15

6-15

6-16
6-16
6-17

6-20

6-21

6-21

6-22
6-22

6-23
6-23

6-23

7-1
7-1

7-2
7-2
7-3

Concept Summary: Gain and Basis Rules for Nontaxable Exchanges 7-3

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



XXVI CONTENTS

Concept Summary: Basis to Acquiring Corporation of Property Compliance Requirements 8-10
Received 7-5 Tax in the News: Consolidated Return Statistics 813
Concept Summary: The Consolidated Tax Return 8-14
TYPES OF TAX-FREE REORGANIZATIONS 7-6
Type A 7-6 STOCK BASIS OF SUBSIDIARY 8-14
Type B 7-8
Type C 7-10 COMPUTING CONSOLIDATED TAXABLE INCOME 8-16
Type D 7-12 Computational Procedure 8-16
Type E 7-14 Typical Intercompany Transactions 8-17
Concept Summary: Summary of Type A Through Type D Global Tax Issues: Consolidated Returns and NOLs 8-20
Reorganizations: Advantages and Disadvantages 7-16 Computation of Group Items 8-24
Tax in the News: Google Adopts a Parent 7-16 The Matching Rule 8-26
Type F 7-17 Concept Summary: The Consolidated Taxable Income 8-27
Type G 7-17 Financial Disclosure Insights: The Consolidated
Tax in the News: Second Chance through Bankruptcy 7-18 Group’s Deferred Tax Asset Accounts 8-28
JUDICIAL DOCTRINES 7-18 TAX PLANNING 8-28
Sound Business Purpose 7-18 Choosing Consolidated Return Partners 8-28
Ethics & Equity: What Is a Sound Business Purpose? 7-19 Consolidation versus 100 Percent Dividends Received Deduction  8-28
Continuity of Interest 7-19 Protecting the Group Members’ Liability for Tax Payments 8-28
Global Tax Issues: Acquisition Is the Prescription to Lower Taxes 7-20 Documentation Requirements 8-29
Continuity of Business Enterprise 7-20 Refocus on the Big Picture: Should the Affiliated Group File a
Step Transaction 7-20 Consolidated Return? 8-29
TAX ATTRIBUTE CARRYOVERS 7-20 CHAPTER 9
Assumption of Liabilities 7-20 TAXATION OF INTERNATIONAL
Financial Disclosure Insights: When an Acquisition Fails 7-21 TRANSACTIONS 9-1
Allowance of Carryovers 7-21 The Big Picture: Going International 9-1
Net Operating Loss Carryovers 7-21
Earnings and Profits 7-23 OVERVIEW OF INTERNATIONAL TAXATION 9-2
Concept Summary: Treatment of E & P Carried to Successor 7-24 Global Tax Issues: Tax Reform Can Make Strange Bedfellows 9-4
Other Carryovers 7-25
TAX TREATIES 9-4
TAX PLANNING 7-25 Financial Disclosure Insights: Effective Tax Strategies
Assessing the Possible Benefits of Restructuring Options 7-25 Using Overseas Operations 96
§°“‘e”: :““‘ma’y’ i“’"’"”:j’ of ,C"’Sry""er R“’e; ] 726 SOURCING OF INCOME AND DEDUCTIONS 9-6
onc:::) . :,:12217;:5 omprehensive Summary of Corporate e US-Source Income 06
Refocus on the Big Picture: Structuring Acquisitions 7-28 Foreign-Source Income o8
Allocation and Apportionment of Deductions 9-9
CHAPTER 8 Concept Summary: The Sourcing Rules 9-10
CONSOLIDATED TAX RETURNS 8-1 Transfer Pricing 910
The Big Picture: A Corporation Contemplates a Merger 8-1 Ethics & Equity: The Costs of Good Tax Planning 9-10
THE CONSOLIDATED RETURN RULES 8-2 FOREIGN CURRENCY TRANSACTIONS 9-12
Motivations to Consolidate 8-2 TaxIssues 13
Source and Philosophy of Consolidated Return Rules 83 Concept Summary: Recognition of Foreign Exchange Gain or Loss ~ 9-13
Functional Currency 9-13
ASSESSING CONSOLIDATED RETURN STATUS 8-3 Branch Operations 9-13
Ethics & Equity: Delegating Authority to the Nonelected 8-4 Distributions from Foreign Corporations 9-13
Financial Disclosure Insights: GAAP and Tax Treatment of Foreign Taxes 9-14
Consolidations 85
U.S. PERSONS WITH OFFSHORE (FOREIGN) INCOME 9-14
ELECTING CONSOLIDATED RETURN STATUS 8-6 Export Property 9-14
Concept Summary: The Consolidated Return Election 8-6 Cross-Border Asset Transfers 9-15
Affiliated Group 8-7 Tax Havens 9-16
Affiliated versus Controlled Group 8-7 Global Tax Issues: Boom in Cross-Border Mergers but No Inversions 9-17
Eligibility for the Consolidation Election 8-10 Tax in the News: The IRS Watches from Abroad 9-18

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Offshore (Foreign) Corporations Controlled by U.S. Persons

Ethics & Equity: Exporting U.S. Jobs or Improving
U.S. Competitiveness?

Concept Summary: Subpart F Income and a CFC

Concept Summary: Income of a CFC That Is Included in
Gross Income of a U.S. Shareholder

Foreign Tax Credit
Tax in the News: Taxes Take a Smaller Bite Out of Apple

Financial Disclosure Insights: Overseas Operations
and Book-Tax Differences

Concept Summary: The Foreign Tax Credit

U.S. TAXATION OF NONRESIDENT ALIENS
AND FOREIGN CORPORATIONS
Nonresident Alien Individuals

Concept Summary: U.S. Taxation of NRAs and
Foreign Corporations (FCs)

Ethics & Equity: When Is Cash Repatriated?

Foreign Corporations

Financial Disclosure Insights: Deferred Tax Assets Overseas
Foreign Investment in Real Property Tax Act

Tax in the News: Where Is Offshore Taxable Income Reported?
Expatriation to Avoid U.S. Taxation

REPORTING REQUIREMENTS

TAX PLANNING

The Foreign Tax Credit Limitation and Sourcing Provisions
The Foreign Corporation as a Tax Shelter

Planning under Subpart F

Using the Check-the-Box Regulations

Transferring Intangible Assets Offshore

Transfer Pricing

Refocus on the Big Picture: Going International

9-18

9-18
9-21

9-22
9-22
9-24

9-27
9-28

9-34
9-34
9-35
9-36
9-36
9-36
9-36
9-37

Part 3: Flow-Through Entities

CHAPTER 10

PARTNERSHIPS: FORMATION,
OPERATION, AND BASIS

The Big Picture: Why Use a Partnership, Anyway?

OVERVIEW OF PARTNERSHIP TAXATION
What Is a Partnership?

Tax in the News: Who Uses Partnerships?

Key Concepts in Taxation of Partnership Income

FORMATION OF A PARTNERSHIP: TAX EFFECTS
Contributions to the Partnership

Exceptions to the General Rule of § 721

Other Issues Relative to Property Contributed under § 721

Concept Summary: Partnership Formation and Initial Basis
Computation

Tax Accounting Elections
Initial Costs of a Partnership
Method of Accounting

10-1
10-1

10-2
10-2
10-3
10-4

10-6
10-6
10-8

10-10

10-12
10-12
10-13
10-14

CONTENTS

Taxable Year of the Partnership

Concept Summary: Permitted Taxable Year-Ends
for a Partnership

OPERATIONS OF THE PARTNERSHIP
Measuring and Reporting Partnership Income

Global Tax Issues: Withholding Requirements for
Foreign Partners

Partner Allocations and Reporting

Concept Summary: Tax Reporting of Partnership Items
Ethics & Equity: Built-In Appreciation on Contributed Property
Partner’s Basis

Partner’s Capital Account

Loss Limitations

TRANSACTIONS BETWEEN PARTNER AND
PARTNERSHIP

Self-Employment Tax and & 1411 Tax of Partners

Other Transactions between a Partner and a Partnership

TAX PLANNING
Choosing Partnership Taxation

Concept Summary: Advantages and Disadvantages
of the Partnership Form

Formation and Operation of a Partnership

Basis Considerations and Loss Deduction Limitations
Partnership Reporting Requirements

Transactions between Partners and Partnerships

Drafting the Partnership Agreement

Refocus on the Big Picture: Why Use a Partnership, Anyway?

CHAPTER 11

PARTNERSHIPS: DISTRIBUTIONS,
TRANSFER OF INTERESTS, AND
TERMINATIONS

The Big Picture: The Life Cycle of a Partnership

DISTRIBUTIONS FROM A PARTNERSHIP
Distributions in General

Proportionate Nonliquidating Distributions

Ethics & Equity: Arranging Tax-Advantaged Distributions

Concept Summary: Proportionate Nonliquidating
Distributions (General Rules)

Proportionate Liquidating Distributions

Concept Summary: Proportionate Liquidating Distributions
When the Partnership Also Liquidates (General Rules)

Property Distributions with Special Tax Treatment
Disproportionate Distributions
Ethics & Equity: Partnerships as Tax Shelters

LIQUIDATING DISTRIBUTIONS TO
RETIRING OR DECEASED PARTNERS
Treatment of Property/Income Payments
Property Payments

Income Payments

Series of Payments

Concept Summary: Liquidating Distributions of Cash When the
Partnership Continues

XXVII

10-15

10-17

10-17
10-17

10-25
10-26
10-31
10-31
10-32
10-36
10-38

10-40
10-40
10-42

10-42
10-42

10-43
10-44
10-44
10-44
10-44
10-45
10-45

11-1
11-1

11-2
11-2
11-3
11-6

11-7
11-7

11-10
11-10
11-13
11-14

11-15
11-15
11-15
11-17
11-19

11-19

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



XXV CONTENTS

SALE OF A PARTNERSHIP INTEREST 11-19
General Rules 11-20
Tax in the News: Make Sure There’s Enough Cash 11-21
Effect of Hot Assets 11-22
Concept Summary: Sale of a Partnership Interest 11-24

OTHER DISPOSITIONS OF PARTNERSHIP INTERESTS 11-24

Transfers to a Corporation 11-24
Tax in the News: Simplifying Partnership

Taxation—A Losing Battle? 11-25
Like-Kind Exchanges 11-25
Death of a Partner 11-25
Gifts 11-26

OPTIONAL ADJUSTMENTS TO PROPERTY BASIS 11-27

Adjustment: Sale or Exchange of an Interest 11-28
Adjustment: Partnership Distributions 11-29
Concept Summary: Basis Adjustments under § 754 11-30
TERMINATION OF A PARTNERSHIP 11-31
OTHER ISSUES 11-32
Family Partnerships 11-32
Global Tax Issues: A Partnership Isn't Always a Partnership—

Complications in the Global Arena 11-33
Limited Liability Companies 11-34
Limited Liability Partnerships 11-35
Anti-Abuse Regulations 11-35
TAX PLANNING 11-36
Planning Partnership Distributions 11-36
Sales and Exchanges of Partnership Interests 11-36
Comparing Sales to Liquidations 11-36
Tax in the News: Tax Treatment of “Carried Interests” 11-37
Other Partnership Issues 11-38
Refocus on the Big Picture: The Life Cycle of a Partnership 11-39
CHAPTER 12
S CORPORATIONS 12-1
The Big Picture: Deductibility of Losses and

the Choice of Business Entity 12-1
CHOICE OF BUSINESS ENTITY 12-2
Concept Summary: Making an S Election 12-2
An Overview of S Corporations 12-3
QUALIFYING FOR S CORPORATION STATUS 12-3
Definition of a Small Business Corporation 12-3
Making the Election 12-6
Shareholder Consent 12-7
Loss of the Election 12-7
OPERATIONAL RULES 12-9
Computation of Taxable Income 12-9
Allocation of Income and Loss 12-11
Tax Treatment of Distributions to Shareholders 12-13

Concept Summary: Classification Procedures for Distributions
from an S Corporation 12-14

Copyright 2017 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.

Ethics & Equity: Avoiding Schedule M-3

Tax Treatment of Noncash Property Distributions
by the Corporation

Concept Summary: Consequences of Noncash Distributions
Shareholder’s Basis in S Stock

Tax in the News: Distribution of Loss Property

Treatment of Losses

Tax on Pre-Election Built-In Gain

Passive Investment Income Penalty Tax

Other Operational Rules

Tax in the News: The Self-Employment Income Advantage

TAX PLANNING

When the Election Is Advisable

Making a Proper Election

Preserving the Election

Planning for the Operation of the Corporation

Refocus on the Big Picture: Using a Flow-Through Entity
to Achieve Deductibility of Losses

12-16

12-17
12-17
12-18
12-18
12-20
12-22
12-24
12-24
12-26

12-26
12-26
12-27
12-27
12-27

12-30

Part 4: Advanced Tax Practice

Considerations

CHAPTER 13
COMPARATIVE FORMS OF
DOING BUSINESS

The Big Picture: Selection of a Tax Entity Form

FORMS OF DOING BUSINESS
Tax in the News: Pass-Through Entities

NONTAX FACTORS
Capital Formation
Limited Liability

Other Factors

SINGLE VERSUS DOUBLE TAXATION
Overall Impact on Entity and Owners

Global Tax Issues: Tax Rates and Economic Activity
Alternative Minimum Tax

State Taxation

CONTROLLING THE ENTITY TAX

Favorable Treatment of Certain Fringe Benefits
Minimizing Double Taxation

Tax in the News: C Corporations versus S Corporations

CONDUIT VERSUS ENTITY TREATMENT

Effect on Recognition at Time of Contribution to the Entity
Effect on Basis of Ownership Interest

Ethics & Equity: Income Tax Basis That Does Not Change?
Effect on Results of Operations

Effect on Recognition at Time of Distribution

Effect on Passive Activity Losses

Effect of At-Risk Rules

Effect of Special Allocations

13-1
13-1

13-2
13-3

13-3
13-3
13-4
13-4

13-5
13-5
13-7
13-7
13-8

13-8
13-9
13-9

13-12

13-12
13-12
13-13
13-14
13-14
13-16
13-16
13-17
13-18





