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A Note from the Authors

Principles of Taxation for Business and Investment Planning is a unique
approach to the subject of taxation. This text is designed for use in
introductory tax courses included in either undergraduate or graduate
business programs. Its objective is to teach students to recognize the
major tax issues inherent in business and financial transactions. The text
focuses on fundamental concepts, the mastery of which provides a
permanent frame of reference for future study of advanced tax topics.
Unlike traditional introductory texts, Principles of Taxation for Business
and Investment Planning downplays the technical detail that makes the
study of taxation such a nightmare for business students. Traditional
texts are heavily compliance oriented and convince many students that
the tax law is too complex and specialized to be relevant to their future
careers. This text attempts to do just the opposite by convincing students
that an understanding of taxation is not only relevant but critical to their
success in the business world.

Principles of Taxation for Business and Investment Planning has its
origin in the 1989 White Paper titled Perspectives on Education:
Capabilities for Success in the Accounting Profession, published jointly
by the Big Eight public accounting firms. The White Paper expressed
disenchantment with the narrow technical focus of undergraduate
accounting curricula and called for scholastic emphasis on a broad set of
business skills necessary for professional success. The Accounting
Education Change Commission (AECC), operating under the aegis of
the American Accounting Association, embraced the philosophy
reflected in the White Paper. In September 1990, the AECC published
its Position Statement No. One, titled Objectives of Education for



Accountants. This statement reiterated that an undergraduate business
education should provide a base for lifelong learning.

Despite these calls for reform, many undergraduate tax courses are
taught in a traditional manner based on a paradigm developed 60 years
ago. In the modern era of business education, the first generation of tax
teachers were practitioners: accountants or attorneys hired as adjunct
faculty to initiate students into the mysteries of the Internal Revenue
Code of 1954. These practitioners taught their students in the same way
they trained their employees. In doing so, they created a compliance-
oriented paradigm. In today’s world, this traditional paradigm is an
anachronism. Business students don’t need to learn how to generate tax
information. Instead, they must learn how to use tax information to
make good business and financial decisions.

A Paradigm for the Introductory Tax Course

Principles of Taxation for Business and Investment Planning provides a
paradigm for meeting the educational needs of tax students in the 21st
century. This paradigm is based on three postulates:

e Postulate 1: Students should learn the tax law as an integrated
component of a complex economic environment. They should be
aware of the role taxes play in financial decision making and should
understand how taxes motivate people and institutions to engage in
certain transactions.

e Postulate 2: Students should comprehend the tax law as an
organic whole rather than as a fragmented collection of rules and
regulations. They should learn general tax rules rather than the
myriad of exceptions that confuse rather than clarify the general rules.
They should appreciate how the general rules apply to all taxpaying
entities before they learn how specialized rules apply to only certain
entities. Finally, they should learn how the law applies to broad
categories of transactions rather than to a particular transaction.

e Postulate 3: Students who learn fundamental concepts have a
permanent frame of reference into which they can integrate the
constant changes in the technical minutiae of the law. The rapid



evolution of the tax law results in a short shelf life for much of the
detailed information contained in undergraduate tax texts. Yet the key
elements of the law—the statutory and judicial bedrock—do not
change with each new revenue act. Students who master these key
elements truly are prepared for a lifetime of learning.

page ix

We authors know that traditional paradigms die hard and educational
reform is difficult. Nevertheless, we believe that change in the way
college and university professors teach tax is both inevitable and
worthwhile. Our responsibility to our students is to prepare them to cope
in a business world with little tolerance for outdated skills or irrelevant
knowledge. Our hope is that Principles of Taxation for Business and
Investment Planning is a tool that can help us fulfill that responsibility.

Using This Text in a First-Semester Tax
Course

Principles of Taxation for Business and Investment Planning is designed
for use in a one-semester (15-week) introductory tax course. Instructors
can choose which of the 18 chapters deserve a full week’s coverage and
which can be covered in less than a week. Instructors may even decide
to omit chapters that seem less relevant to the educational needs of their
students. Business students who complete a one-semester course based
on this text will be well prepared to function in the modern tax
environment. If they are required (or may elect) to take a second tax
course, they will have a solid, theoretical foundation on which to build.

This is the 23rd annual edition of Principles of Taxation for Business
and Investment Planning. Adopters of the text will certainly have many
excellent suggestions to improve the next edition. We welcome any and
all comments and encourage fellow teachers to e-mail us with their input
(smj7q@virginia.edu, shelley.rhoades@villanova.edu, and
s.callaghan@tcu.edu).

Sally M. Jones
Shelley C. Rhoades-Catanach
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Changes in Principles of Taxation,

2020 edition

Chapter 1

- Updated all Tax Talks, examples, and end-of-chapter problems.

- Updated all references to state income tax, sales tax, and excise tax rates.
- Updated Exhibit 1.1 to include fiscal year 2017 federal tax revenue data.
- Added new Tax Talk on page 1-8.

- Added new Tax Talk on page 1-11.

- Updated discussion of the physical presence test on page 1-15.

- Updated discussion of cumulative bulletins on page 1-17.

Chapter 2

- Updated federal deficit and national debt data on page 2-3.

- Updated discussion of payroll and self-employment taxes for changes to
inflation-adjusted Social Security tax threshold on page 2-3.

- Added Notable Quote on page 2—8.

- Updated discussion of tax expenditures budget to consider impact of Tax
Cuts and Jobs Act on page 2—11.

- Updated Tax Talk on page 2—17.
Chapter 3

- Added new Business Perspective on page 3—4.



- Updated discussion of tax law uncertainty to include changes to AMT on
page 3—12.

- Updated discussion of marginal rate uncertainty to highlight uncertainty
associated with Tax Cuts and Jobs Act on page 3—12.

Chapter 4
- Added new Tax Talk on page 4-10.
Chapter 5

- Updated Tax Talk on page 5-8.
- Added new Tax Talk on page 5-11.

Chapter 6

- Replaced references to “Section 199A deduction” with “QBI deduction.”
- Updated excess business loss limitation for 2019 thresholds on page 6-27.

Chapter 7

- Updated law changes related to the Section 179 deduction on pages 7-19
and 7-20.

Chapter 8

- New Tax Talk on page 8-10.
- New Tax Talk on page 8-24.

_pagexi_
Chapter 9
- New Tax Talk on page 9-7.
Chapter 10

- Updated Schedule C, Form 1065, Form 1120-S, and Schedule K-1s to
2018 versions.

- Updated discussion of payroll and self-employment taxes for changes to



inflation-adjusted Social Security tax threshold on pages 10-11 through
10-14.

- Updated filing statistics in Tax Talks throughout.

- Replaced references to “Section 199A deduction” with “QBI deduction”
throughout.

- Added discussion of the taxable income limitation on the QBI deduction
and related example on page 10—7.

- Added detailed discussion and example on phase-in of wage limitation on
QBI deduction for taxpayers with earnings just above the threshold on
page 10-8.

- Updated QBI thresholds for 2019 inflation adjustments.
Chapter 11

- Updated filing statistics in Tax Talks throughout.

- Updated Form 1120 and Schedule M-3 to 2018 versions.

- Revised discussion of Tax Freedom Day on page 11-16 to reflect current
statistics.

Chapter 12

- Updated filing statistics in Tax Talk on page 12-8.

- Revised discussion of preferential rates on dividend income on page 12—
12.

- Replaced references to “Section 199A deduction” with “QBI deduction”
throughout.

Chapter 13

- No significant changes in this edition.

Chapter 14

- Updated tax rate tables, standard deductions, and AMT exemption
amounts.

- Replaced references to “Section 199A deduction” with “QBI deduction”
throughout.



- Updated earned income credit to reflect 2019 inflation adjustments on page
14-20.

- Updated Volpe family examples throughout chapter to reflect 2019 law.

- Updated Form 1040 to reflect revised version of the 1040 and suppporting
Schedules.

Chapter 15

- Updated all Tax Talks, examples, and end-of-chapter problems.

- Updated examples on pages 15-3 and 154 to include 2018 Form W-2 and
Form 1099-MISC.

- Added new Tax Talk on page 15-15.
- Added new Tax Talk on page 15-24.
- Added new Tax Talk on page 15-27.

- Updated coverage of Employer-Provided Plans to reflect 2019 inflation
adjustments.

- Updated coverage of Individual Retirement Accounts to reflect 2019
inflation adjustments.

- Added two new examples on page 15-32.
- Revised Application Problems 15-34, 15-35, and 15-36.
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Chapter 16

- Updated all Tax Talks, examples, and end-of-chapter problems.

- Updated Exhibits 16.1, 16.2, and 16.3 to include 2018 Form 1040,
Schedule B, Schedule D, and Schedule E.

- Updated coverage of the gift and estate taxes to reflect 2019 inflation
adjustments.

- Revised Appendix 16—A to include 2018 Form 8949, Form 1040, Schedule
D, and Qualified Dividends and Capital Gain Tax Worksheet.

Chapter 17



- Updated all Tax Talks, examples, and end-of-chapter problems.

- Expanded example of Payments Pursuant to a Divorce on page 17-5.
- Added new Tax Talk on page 17-6.

- Updated Exhibit 17.1 page 17-9.

- Added new Tax Talk on page 17-10.

- Expanded Application Problem 17-5.

- Modified Application Problem 17-12.

Chapter 18

- Updated all Tax Talks, examples, and end-of-chapter problems.
- Added new Tax Talk on page 18-5.

- Expanded audit coverage discussion in example on page 18-8.

- Revised discussion of Accuracy-Related Penalty on page 18—11.

- Added discussion and example of the penalty for Substantial
Understatement of Income Tax on page 18-11.

- Added accuracy-related penalty and substantial understatement of
income tax to Key Terms.

- Added new Application Problems 18-16 and 18-17.
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Content Organization

The content and organization of this text are highly compatible with the
Model Tax Curriculum proposed by the American Institute of Certified
Public Accountants. According to the AICPA, the introductory tax
course should expose students to a broad range of tax concepts and
emphasize the role of taxation in the business decision-making process.
Under the model curriculum, students first learn to measure the taxable
income from business and property transactions. They are then
introduced to the different types of business entities and the tax
considerations unique to each type. Individual taxation should be one of
the last topics covered, rather than the primary focus of the course.
Because Principles of Taxation for Business and Investment Planning
reflects this recommended pedagogical approach, the text is ideal for
courses based on the AICPA Model Tax Curriculum.

PART ONE

Exploring the Tax Environment

1 Taxes and Taxing Jurisdictions 1-3
2 Policy Standards for a Good Tax 2-1

Part One consists of two chapters that familiarize students with the global tax
environment. Chapter 1 describes the environment in terms of the legal relationship
between taxes, taxpayers, and governments. Definitions of key terms are developed,



and the major taxes are identified. Chapter 2 considers the tax environment from a
normative perspective by asking the question: “What are the characteristics of a
good tax?” Students are introduced to the notions of tax efficiency and tax equity and
learn how contrasting political beliefs about efficiency and equity continue to shape
the tax environment.

PART TWO

Fundamentals of Tax Planning
3 Taxes as Transaction Costs 3-3
4 Maxims of Income Tax Planning 4-1

5 Tax Research 5-1

Part Two concentrates on developing a methodology for incorporating tax factors
into business decisions. Chapter 3 introduces the pivotal role of net present value of
cash flows in evaluating financial alternatives. Students learn how to compute tax
costs and tax savings and how to interpret them as cash flows. Chapter 4 covers the
maxims of income tax planning. The characteristics of the tax law that create
planning opportunities are explained, and the generic techniques for taking
advantage of those opportunities are analyzed. Chapter 5 provides a succinct
overview of the tax research process and prepares students to solve the research
problems included at the end of each chapter. The chapter explains the six steps in
the tax research process and contains a cumulative example of the application of
each step to a research case.
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PART THREE

The Measurement of Taxable Income

6 Taxable Income from Business Operations  6-3

7 Property Acquisitions and Cost Recovery Deductions  7-1
8 Property Dispositions 8-1

9 Nontaxable Exchanges 9-1



Part Three focuses on the quantification of business taxable income. Chapter 6
covers the computation of income or loss from ongoing commercial activities, with
special emphasis on differences between taxable income and net income for
financial statement purposes. Chapters 7 and 8 explore the tax implications of
acquisitions and dispositions of business property, while Chapter 9 is devoted to
nontaxable exchanges.

PART FOUR

The Taxation of Business Income

10 Sole Proprietorships, Partnerships, LL.Cs, and S Corporations 10—
3

11 The Corporate Taxpayer 11-1
12 The Choice of Business Entity  12-1

13 Jurisdictional Issues in Business Taxation 13—1

Part Four teaches students how to calculate the tax on business income. Chapter 10
describes the function of sole proprietorships, partnerships, LLCs, and S
corporations as conduits of income, while Chapter 11 discusses corporations as
taxable entities in their own right. Chapter 12 builds on the preceding two chapters
by exploring the tax planning implications of the choice of business entity. Chapter
13 broadens the discussion by considering the special problems of businesses
operating in more than one tax jurisdiction. This chapter introduces both multistate
and international tax planning strategies.

PART FIVE

The Individual Taxpayer

14 The Individual Tax Formula 14-3

15 Compensation and Retirement Planning  15-1

16 Investment and Personal Financial Planning 161

17 Tax Consequences of Personal Activities 17-1



Part Five concentrates on the tax rules and regulations unique to individuals.
Chapter 14 presents the individual tax formula and acquaints students with the
complexities of computing individual taxable income. Chapter 15 covers
compensation and retirement planning. Chapter 16 covers investment and rental
activities and introduces wealth transfer planning. Finally, Chapter 17 analyzes the
tax consequences of personal activities, with particular emphasis on home
ownership.

PART SIX

The Tax Compliance Process

18 The Tax Compliance Process 18-3
Appendix A Present Value of $1 A-2
Appendix B Present Value of Annuity of $1 A-3
Appendix C 2019 Income Tax Rates A—4

Part Six consists of Chapter 18, which presents the important procedural and
administrative issues confronting taxpayers. It covers the basic rules for paying tax
and filing returns, as well as the penalties on taxpayers who violate the rules.
Chapter 18 also describes the judicial process through which taxpayers and the IRS
resolve their differences.
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Key Learning Tools

Learning Objectives

The chapters begin with learning objectives that preview the technical
content and alert students to the important concepts to be mastered.
These objectives appear again as marginal notations marking the place
in the chapter where each learning objective is addressed.

Leaming Objactives
After studying this chapter, you should be able to:

L2 4-1. Descrbe the difference bebwesntax avoldance and tax evasion.

L2 4-2. Explain why an Income shift or a deduction shift from one entity to ancther can
affect aftertax cash flows.

L3 4-3. Explain how the asslignment of Income doctrine constrains Income-shifting
strategles.

LD 4-4. Determine the effect on aftertax cash flows of deferral of atax cost.

/\___,d-\__/’\ e

Assignment of Income Docirine
Lo 4-3 The federal courts have consisently held that our income tax system
Explain how the ariificial shifts of income from one taxpayer to another. Ower 20 years
:w'g‘l‘r'“;ri‘;m Court decided that income must b taxed to the personwho 2 arns it even 1
iiusme-akriBting has a lagal right to the wealth represented bv the income.? Thus, a busiy
strategies mcaives a § 10,000 check in payment for sarvices mndared to a client can't
$10,000 income by simply endorsing the check over to his daughter In

language of the Court, the tax lsw must disegard arrangemants “by whig

attributed to a different tree from that on which rew. "

Examples and Cases

The chapters contain numerous examples and cases illustrating or
demonstrating the topic under discussion.




Conflicring Firm MM operstes 55 iwo separabe {zxable antities, Ertity M and Ently M. The frm

Maxims Hzting a tranzaction that wil genersbe §25,000 cash In year O and $60,000 cash
If Entity M unodertakes the transaclion, taxabke Income will comespond 10
[, Ermity M will report $25,000 and $60,000 1axable Income In years 0 end 1)
undertakes the fransacton, | must report the entine §B5,000 taable Income |
Entky Mhas 3 32 percent marginal tax rabe, whille Enkty M has & 21 percent margina
Frm MM uses a & parcent dscount rzte 1o compute MPY.

Entity M Entity N
iear 0;
Beforetax cash flow $25,000 53
Taxable Income $25,000 $BE, 000

RS T T T O v

Tax Talk

Each chapter includes items of “Tax Talk.” These items highlight new
tax planning strategies, tax facts, legislative proposals, or innovative
transactions with interesting tax implications reported in the business

press.

e Consider two domestic firms that 2ach ecewe $5.000 cash, all of

Severs! of Europe’s in.mmi-. Firm ¥ op2 rates in State ?:’,w!'uich imposes a flat 4 parcant tac on
smatlest comiries, Firm & operates in State Z, which imposss a flat 10 pareent tax on b
sk a5 Luxembourg, For federal purposes, state incoms tax payments are deductible in the
Swiizerland, and tacable income ” Both firms face a 21 parcent fderal tax rate. Undear the

Treland, oifer very low
COFRIRITE I mates o
attrool parlinortional
corporations. Case dn

and Z hava the following after4ax cash flows

Flrm ¥ Flirm Z

padnd: A Mo com
chamseils the rafits Ealore-tax cashiincoma § 5000 £5,000
aamed across the State INCome tax cost {200 {500
2hnation Exropean 2
fEame: Federal taxable Income 5 4,800 §4,500
mf_"“mzs'r:g Federal tax cost
i & [Taxable Income = 213%) {1,008 {945

Afer-lax cash low 53792 §3.555

/‘\\"Hﬂ\__ff""‘———__ —— ]

Key Terms

Key terms are indicated in boldface in the text. A list of key terms is
also suppliep at the end of the chapter with page references for easy
review. Definitions of key terms from all the chapters are compiled in a
Glossary for the text.
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KE’},’ Terms accrual method of exoe &5 business loss paymE
accounting  &-44 limitation 6-27 parmai

alkevents test  6-19 fiscal year &5 parson

allowanee method & 23 generally acceptad carp

business intarest accounting principles pre paiy

limitation #&-9 (GAAP) 6-14 qualify

calendar year &-3 gross incoma G-+ ingom

cash method of hybrid method of realza

accounting  &-40 accounting  6-13F rRcogn

constructive receipt & 11 key-person life insuranca recurr

deferred tax asmt &7 policies  6-10 X

rred tax liahility 6-47  method of acgounting &

MN 627 mat F‘M

Sources of Book/Tax Differences

Chapters 6, 7, 8,9, 11, 13, and 15 provide a list of the sources of
book/tax differences introduced in the chapter.

|,50u‘l'|:E'5 of Permanent Temporary
|Book/Tax « Intzrest on state and local bonds + Prpaid income
EDi.ﬂ'erences . I'La].l-l?arsu:-u life insurance procesds and + Bad dabts
! pramiums + Accnied expen=s |
+ Fines and penalties all-evants tast
+ Political contributions and lobbying + Compensation aco
EXpEn s * Related party accn)
+ Meals and entertainmant expenses + MNOL carryforwand

+ Berual harassment sitkments subject to +  Business interest
ondi agresments

Questions and Problems for
Discussion

Challenge students to think critically about conceptual and technical
issues covered in the chapter. These problems tend to be open-ended and
are designed to engage students in debate. Many problems require
students to integrate material from previous chapters in formulating their
responses.




Ouestions and Problems for Discussion

Lo -1 I. Firm LK bought a warehouss of used furmitune to equip sevaral of il
An employes discovered a cache of gold coins in a desk drawer. A lo
Firm LK the rightful ownerof the coins, which have a 72,000 fair ma
Dioes Firm LK recognize income because of this lucky event?

Lo §-2 2. Discuss the choice of a tax able year for the following busine s=s
@ PRatail plant and garden center.
b French balarny.
¢ Chimney cleaning busine ss
& Moving and transport business.
& Software consulting business.

Lo 6-3 3. Corporation DB operates thres different line s of business. Can the o
different overall method of accounting for @ach line, or must the corp

| ——" HEM_RJW
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Application Problems

Give students practice in applying the technical material covered in the
chapter. Most of the problems are quantitative and require calculations
to derive a numeric solution.

Application Problems

Lo -1 . Mallo Company owad $23.400 overdue rent toits landlord, Bomview
i= a desirable tenant, Bomview agmed to =ttle the overdoe account
payment from Mello. Both Mello and Bonview are accrual basis taxg
@ What is the tax consequence to Mallo of the sttlement of it
payabla to Bonview? Compute Mallo's net cash outflow from the
ing its tax rate is 35 parcent.

b What is the tax conssquence to Bomview of the settlernant of i
mzivable from Mallo? Compue Borview's pet cash inflow fi

Muming its tax rata is 21 parcant.
__W_ww

Issue Recognition Problems

Develop students’ ability to recognize the tax issues suggested by a set
of facts and to state those issues as questions. The technical issues
buried in these problems typically are not discussed in the chapter.
Consequently, students must rely on their understanding of basic
principles to analyze the problem, spot the tax concern or opportunity,
and formulate the question to be resolved. In short, students must take
the first steps in the tax research process.



Issue Recognition Problems

Identify the tax issue or issues suggested by the following situations, and
the form of a quastion.

Lo 4-1 I Dr. Pis a physician with his own medical practice. For the pas|
marginal income tax rate has been 37 pement. D P's daughter
studant, has no taxable incoma. During the last two months of the y
his patients to remit their payments for his services ditectly to his dd
Lo 4-1 2 Mr and Mrs. K own rental properiy that generates $4.000 modq
ouple is in the highest marginal tax

——

W

t. For Chp=tmas,
“tchacks for Octol

Research Problems

Provide further opportunity for students to develop their analytic skills.
These problems consist of short scenarios that suggest one or more tax
issues. The scenarios conclude with explicit research questions for the
students to answer. To find the answers, they need access to either a
traditional or an electronic tax library.

Lo 4-1

Lo 49

Lo 49

Research Problems
L.

s

LS

Using an electronic library such as Checkpoint, CCH InteliC
find a fadaral tax cass inwhich the taxpayer is found guilty of tax
the casa, list the behaviors of the taxpayer that convinced the o
was evading (rather than legally avoiding) tax.
Using an electronic library such as Checkpoint, CCH Inte
Mexis, determine how many federal tax cases decided in 200
sep fransaction

Using an @lectronic library such as Chackpoint, CCH IntalhiC
find a case that discusses the step transaction doctring in the
writle n summary (briaf) of the case.

T e L

Tax Planning Cases

Give students an opportunity to integrate their tax knowledge into a
business planning framework. Most cases involve taxpayers who must
decide whether to undertake a certain transaction or who must choose
between alternative transactions. Students must assume the role of tax
adviser by recommending a course of action to maximize the after-tax

value of the transaction.
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Tax Planning Cases
. Mrs. O is negotiating to purchase a tract of land from DC Company, a
topayer. DC bought this land s years ago for $480,000. Accordin
appraisal, the land is worth $200,000 in the current eal estate market.
DiC's director of tax, the company’s profit on the sale will be taxed at 35

M

Lo 4-4
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Students—study more efficiently, retain more
mcomnect and achieve better outcomes. Instructors—focus
on what you love—teaching.

SUCCESSFUL SEMESTERS INCLUDE
CONNECT

FOR

INSTRUCTORS

You’re in the driver’s seat.

Want to build your own course? No problem. Prefer to use our
turnkey, prebuilt course? Easy. Want to make changes throughout the
semester? Sure. And you'll save time with Connect’s auto-grading too.

65%

Less Time Grading

They’ll thank you for it.

Adaptive study resources like SmartBook® help your students be

better prepared in less time. You can transform your class time from
dull definitions to dynamic debates. Hear from your peers about the
benefits of Connect at www.mheducation.com/highered/connect.


http://www.mheducation.com/highered/connect

Make it simple, make it affordable.

Connect makes it easy with seamless integration using any of the
major Learning Management Systems—Blackboard®, Canvas, and
D2L, among others—to let you organize your course in one
convenient location. Give your students access to digital materials at a
discount with our inclusive access program. Ask your McGraw-Hill
representative for more information.

|

Solutions for your challenges.

A product isn’t a solution. Real solutions are affordable, reliable, and
come with training and ongoing support when you need it and how
you want it. Our Customer Experience Group can also help you
troubleshoot tech problems—although Connect’s 99% uptime means
you might not need to call them. See for yourself at
status.mheducation.com


http://status.mheducation.com
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FOR STUDENTS

Effective, efficient studying.

Connect helps you be more productive with your study time and get
better grades using tools like SmartBook, which highlights key
concepts and creates a personalized study plan. Connect sets you up
for success, so you walk into class with confidence and walk out with
better grades.



