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TEACHING THE CODE IN CONTEXT

The bold innovative approach used by McGraw-Hill’s Taxation series is 
quickly becoming the most popular choice of course materials among in-
structors and students. It’s apparent why the clear, organized, and engaging 
delivery of content, paired with the most current and robust tax code 
updates, has been adopted by more than 650 schools across the country.

McGraw-Hill’s Taxation is designed to provide 
a unique, innovative, and engaging learning ex-
perience for students studying taxation. The 
breadth of the topical coverage, the storyline 
approach to presenting the material, the em-
phasis on the tax and nontax consequences of 
multiple parties involved in transactions, and 
the integration of financial and tax accounting 
topics make this book ideal for the modern tax 
curriculum.

“This text provides broad coverage of important 
topics and does so in a manner that is easy for 
students to understand. The material is very  
accessible for students.”

Kyle Post 
– Tarleton State University

Since the first manuscript was written in 2005, 
450 professors have contributed 500 book reviews, 
in addition to 30 focus groups and symposia. 
Throughout this preface, their comments on the 
book’s organization, pedagogy, and unique 
features are a testament to the market-driven 
nature of Taxation’s development.

“Do you want the best tax text? This is the one 
to use. It has a storyline in each chapter that can 
relate to real life issues.”

Leslie A. Mostow 
– University of Maryland, College Park

“I think this is the best book available for introductory and intermediate courses in taxation.”

Shane Stinson 
– University of Alabama
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A MODERN APPROACH FOR  
TODAY’S STUDENT
McGraw-Hill’s Taxation series was built around the following five core precepts:

  Storyline Approach: Each chapter begins with a storyline that introduces a set of characters or 
a business entity facing specific tax-related situations. Each chapter’s examples are related to 
the storyline, providing students with opportunities to learn the code in context.

  Integrated Examples: In addition to providing examples in-context, we provide “What if” 
scenarios within many examples to illustrate how variations in the facts might or might 
not change the answers.

  Conversational Writing Style: The authors took special care to write McGraw-Hill’s Taxation in 
a way that fosters a friendly dialogue between the content and each individual student. The 
tone of the presentation is intentionally conversational—creating the impression of speaking 
with the student, as opposed to lecturing to the student.

  Superior Organization of Related Topics: McGraw-Hill’s Taxation provides two alternative 
topic sequences. In the McGraw-Hill’s Taxation of Individuals and Business Entities 
volume,  the individual topics generally follow the tax form sequence, with an individual 
overview chapter and then chapters on income, deductions, investment-related issues, and 
the tax liability computation. The topics then transition into business-related topics that 
apply to individuals. This volume then provides a group of specialty chapters dealing 
with topics of particular interest to individuals (including students), including separate 
chapters on home ownership, compensation, and retirement savings and deferred compen-
sation. This volume concludes with a chapter covering the taxation of business entities. 
Alternatively, in the Essentials of Federal Taxation volume,  the topics follow a more 
traditional sequence, with topics streamlined (no specialty chapters) and presented in more of 
a life-cycle approach.

  Real-World Focus: Students learn best when they see how concepts are applied in the real 
world. For that reason, real-world examples and articles are included in “Taxes in the Real 
World” boxes throughout the book. These vignettes demonstrate current issues in taxation 
and show the relevance of tax issues in all areas of business.

1

2

3

4

5

“The in-text examples of how to complete tax returns (is a strength of this text). These help students improve 
their overall understanding of the material as it moves from something abstract to something tangible the 
student can produce.”

Christine Cheng 
– Louisiana State University
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A STORYLINE APPROACH THAT  
RESONATES WITH STUDENTS

8-1

Storyline Summary

Taxpayers: Courtney Wilson, age 40, and Courtney’s 
mother Dorothy “Gram” Weiss, age 70

Family Courtney is divorced with a son, Deron, 
description:  age 10, and a daughter, Ellen, age 20. 

Gram is currently residing with Courtney.

Location: Kansas City, Missouri

Employment Courtney works as an architect for EWD. 
status:  Gram is retired.

Filing status: Courtney is head of household. Gram is 
single.

Current Courtney and Gram have computed their 
situation:  taxable income. Now they are trying to 

determine their tax liability, tax refund, or 
additional taxes due and whether they owe 
any payment-related penalties.

©Drazen_/E+/Getty Images

She’s planning on filing her tax return and paying 
her taxes on time.

Gram’s tax situation is much more straightfor-
ward. She needs to determine the regular income tax 
on her taxable income. Her income is so low she 
knows she need not worry about the alternative mini-
mum tax, and she believes she doesn’t owe any self-
employment tax. Gram didn’t prepay any taxes this 
year, so she is concerned that she might be required 
to pay an underpayment penalty. She plans to file her 
tax return and pay her taxes by the looming due date. 

to be continued . . .

Courtney has already determined her 
taxable income. Now she’s working 
on computing her tax liability. She 

knows she owes a significant amount of regu-
lar income tax on her employment and busi-
ness activities. However, she’s not sure how to 
compute the tax on the qualified dividends she re-
ceived from General Electric and is worried that she 
may be subject to the alternative minimum tax this 
year. Finally, Courtney knows she owes some self-
employment taxes on her business income. Courtney 
would like to determine whether she is eligible to 
claim any tax credits, such as the child tax credit for 
her two children and education credits, because she 
paid for a portion of her daughter Ellen’s tuition  
at the University of Missouri–Kansas City this year. 
Courtney is hoping that she has paid enough in taxes 
during the year to avoid underpayment penalties. 

spi69614_ch08_000-051.indd   1 11/02/19   9:30 PM

Each chapter begins with a storyline 
that introduces a set of characters facing 
specific tax-related situations. This rev-
olutionary approach to teaching tax 
emphasizes real people facing real tax 
dilemmas. Students learn to apply practical 
tax information to specific business and 
personal situations. As their situations 
evolve, the characters are brought further 
to life.

Examples
Examples are the cornerstone of 
any textbook covering taxation. 
For this reason, McGraw-Hill’s 
Taxation authors took special care 
to create clear and helpful exam-
ples that relate to the storyline 
of the chapter. Students learn to 
refer to the facts presented in the 
storyline and apply them to other 
scenarios—in this way, they build 
a greater base of knowledge 
through application. Many exam-
ples also include “What if?” sce-
narios that add more complexity 
to the example or explore related 
tax concepts.

2-4 CHAPTER 2 Tax Compliance, the IRS, and Tax Authorities

The statute of limitations for IRS assessment can be extended in certain circumstances. 
For example, the original three-year statute of limitations for IRS assessments is extended 
to six years if the taxpayer omits items of gross income that exceed 25 percent of the gross 
income reported on the tax return. For fraudulent returns, or if the taxpayer fails to file a tax 
return, the news is understandably worse. The statute of limitations remains open indefi-
nitely in these cases. The statute of limitations can also be voluntarily extended by the 
taxpayer at the request of the IRS to allow both sides sufficient time to resolve issues.

Bill	and	Mercedes	file	their	2015	federal	tax	return	on	September	6,	2016,	after	receiving	an	auto-
matic	extension	to	file	their	return	by	October	15,	2016.	In	2019,	the	IRS	selects	their	2015	tax	return	
for	audit.	When	does	the	statute	of	limitations	end	for	Bill	and	Mercedes’s	2015	tax	return?

Answer: Assuming	the	six-year	and	“unlimited”	statute	of	limitation	rules	do	not	apply,	the	statute	of	
limitations	ends	on	September	6,	2019	(three	years	after	the	later	of	the	actual	filing	date	and	the	
	original	due	date).

What if: When	would	the	statute	of	limitations	end	for	Bill	and	Mercedes	for	their	2015	tax	return	if	the	
couple	filed	the	return	on	March	22,	2016	(before	the	original	due	date	of	April	15,	2016)?

Answer: In	this	scenario	the	statute	of	limitations	would	end	on	April	15,	2019,	because	the	later	of	
the	actual	filing	date	and	the	original	due	date	is	April	15,	2016.

Example 2-1

Taxpayers should prepare for the possibility of an audit by retaining all supporting 
documents (receipts, canceled checks, etc.) for a tax return until the statute of limitations 
expires. After the statute of limitations expires, taxpayers can discard the majority of sup-
porting documents but should still keep a copy of the tax return itself, as well as any docu-
ments that may have ongoing significance, such as those establishing the taxpayer’s basis or 
original investment in existing assets like personal residences and long-term investments.

IRS AUDIT SELECTION
Why me? This is a recurring question in life and definitely a common taxpayer question after 
receiving an IRS audit notice. The answer, in general, is that a taxpayer’s return is selected 
for audit because the IRS has data suggesting the taxpayer’s tax return has a high probability 
of a significant understated tax liability. Budget constraints limit the IRS’s ability to audit a 
majority or even a large minority of tax returns. Currently, fewer than 1 percent of all tax 
returns are audited. Thus, the IRS must be strategic in selecting returns for audit in an effort 
to promote the highest level of voluntary taxpayer compliance and increase tax revenues.

Specifically, how does the IRS select tax returns for audit? The IRS uses a number of 
computer programs and outside data sources (newspapers, financial statement  disclosures, 
informants, and other public and private sources) to identify tax returns that may have an un-
derstated tax liability. Common computer initiatives include the DIF (Discriminant Func-
tion) system, the document perfection program, and the information matching program. 
The most important of these initiatives is the DIF system. The DIF system assigns a score to 
each tax return that represents the probability the tax liability on the return has been underre-
ported (a higher score = a higher likelihood of underreporting). The IRS derives the weights 
assigned to specific tax return attributes from historical IRS audit adjustment data from the 
National Research Program.7 The DIF system then uses these (undisclosed) weights to score 
each tax return based on the tax return’s characteristics.  Returns with higher DIF scores  
are reviewed to determine whether an audit is the best course of action.

LO 2-2

7Similar to its predecessor, the Taxpayer Compliance Measurement Program, the National Research Program 
(NRP) analyzes a large sample of tax returns that are randomly selected for audit. From these randomly 
 selected returns, the IRS identifies tax return characteristics (e.g., deductions for a home office, unusually 
high tax deductions relative to a taxpayer’s income) associated with underreported liabilities, weights these 
characteristics, and then incorporates them into the DIF system. The NRP analyzes randomly selected returns 
to ensure that the DIF scorings are representative of the population of tax returns.

spi69614_ch02_000-035.indd   4 1/23/19   9:55 PM

“Excellent text! Very readable, easy for 
students to read and understand. Storyline 
approach and integrated examples make it 
easy for students to relate to taxpayers and 
their tax situations.”

Sandra Owen 
– Indiana State University, Bloomington

“I enjoy teaching from the McGraw-Hill Spilker taxation textbook. Students too have commented that they 
prefer it over other texts they have learned taxation from. The ancillaries, LearnSmart and Connect help in 
my mission to present the material in a logical, reader-friendly manner.”

Cheryl Crespi – Central Connecticut State University
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THE PEDAGOGY YOUR STUDENTS NEED 
TO PUT THE CODE IN CONTEXT

CHAPTER 6 Individual Deductions 6-15

Interest
There are two itemized deductions for interest expense.26 First, subject to limitations 
 described in more detail in the Tax Consequences of Home Ownership chapter, individu-
als can deduct interest paid on acquisition indebtedness secured by a qualified residence 
(the taxpayer’s principal residence and one other residence).27 Acquisition indebtedness 
is any debt secured by a qualified residence that is incurred in acquiring, constructing, or 
 substantially improving the residence.28 

The home mortgage interest deduction is limited by a cap on acquisition indebted-
ness that varies based upon when the indebtedness originated. For acquisition indebt-
edness incurred after December 15, 2017, taxpayers may only deduct mortgage interest 

Answer: $8,620 ($6,700 withholding + $420 overpayment applied to 2019 + $1,500 real estate 
taxes). The treatment of the overpayment is the same as if Courtney had received the refund in 2019 
and then remitted it to the state as payment of 2019 taxes. Because she paid the tax in 2019, she is 
allowed to deduct the tax in 2019. Recall that under the tax benefit rule (see the Gross Income and 
Exclusions chapter), Courtney was required to include the $420 in her 2019 gross income.

TAXES IN THE REAL WORLD  Is It a Deductible State Tax Payment, 
Charitable Contribution, or Neither?

In recent years, it has become popular for state 
and local governments to provide state or local 
tax credits for contributions to certain qualified 
charities (for example, local hospitals, certain 
scholarship funds, etc.). While there was no “of-
ficial” IRS guidance on the federal tax treatment 
of these contributions, in “unofficial” guidance, 
the IRS Office of Chief Counsel (see Chief 
Counsel Advice Memorandum 201105010) 
 advised that a payment to a state agency or 
charitable organization in return for a tax credit 
might be characterized as either a deductible 
charitable contribution or a deductible state tax 
payment. The 2010 CCA advised that taxpay-
ers could take a charitable deduction for the 
full amount of the contribution without subtract-
ing the value of the state tax credit received. 
Hence, for federal tax purposes, the taxpayer 
could take a charitable contribution deduction 
for an amount that otherwise was used to re-
duce the taxpayer’s state tax liability. Because 
individuals deduct both state taxes and chari-
table contributions as itemized deductions, the 
IRS was not too concerned with these types of 
state tax credit programs.

As you might expect, the IRS’s laissez-faire 
stance changed in 2018 with the enactment of the 
$10,000 limit on the itemized deduction for state, 
local, and foreign taxes. Specifically, the IRS revis-
ited the federal tax consequences of state and lo-
cal tax credit programs out of concern that 
taxpayers may use these programs to bypass the 
$10,000 limit on state, local, and foreign tax de-
ductions. After further review, the news was not 
favorable for taxpayers. In Prop. Reg. §1.170A-1(h)
(3), the IRS stated that, effective for contributions 
after August 27, 2018, taxpayers making pay-
ments or transferring property to an entity eligible 
to receive tax-deductible contributions will have to 
reduce their charitable contribution deductions by 
the amount of any state or local tax credit received 
(or expected to be received). Thus, after August 
27, 2018, if a taxpayer receives a dollar-for-dollar 
state tax credit for a contribution to a qualified 
charity, the charitable contribution deduction is 
 reduced to zero for federal tax purposes (i.e., the 
contribution is neither a deductible state tax 
 payment or deductible charitable contribution). 

Sources: Prop. Reg. §1.170A-1(h)(3); REG-112176-18.

26Interest paid on loans where the proceeds are used in a trade or business is fully deductible as a business 
 expense deduction for AGI.
27Prior to 2018, taxpayers could also deduct premiums paid or accrued on mortgage insurance (insurance 
premiums paid by the borrower to protect the lender against the borrower defaulting on the loan) as qualified 
residence interest expense. At press time, the deduction for mortgage insurance premiums has not been 
 extended beyond 2017.
28Subject to rules discussed in the Tax Consequences of Home Ownership chapter, points paid on indebtedness 
incurred in acquiring a home are also generally deductible as mortgage interest expense in the year the loan 
originates and points to refinance a home mortgage are typically amortized and deducted over the life of the 
loan (but see research memo in the Tax Compliance, the IRS, and Tax Authorities chapter for an exception).
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Taxes in the Real World
Taxes in the Real World are short boxes used 
throughout the book to demonstrate the real-world 
use of tax concepts. Current articles on tax issues, 
the real-world application of chapter-specific tax 
rules, and short vignettes on popular news about tax 
are some of the issues covered in Taxes in the Real 
World boxes.

CHAPTER 1 An Introduction to Tax 1-5

HOW TO CALCULATE A TAX
In its simplest form, the amount of tax equals the tax base multiplied by the tax rate:

Eq. 1-1 Tax = Tax Base × Tax Rate

The tax base defines what is actually taxed and is usually expressed in monetary 
terms, whereas the tax rate determines the level of taxes imposed on the tax base and is 
usually expressed as a percentage. For example, a sales tax rate of 6 percent on a purchase 
of $30 yields a tax of $1.80 ($1.80 = $30 × .06).

Federal, state, and local jurisdictions use a large variety of tax bases to collect tax. 
Some common tax bases (and related taxes) include taxable income (federal and state 
income taxes), purchases (sales tax), real estate values (real estate tax), and personal 
property values (personal property tax).

Different portions of a tax base may be taxed at different rates. A single tax applied 
to an entire base constitutes a flat tax. In the case of graduated taxes, the base is divided 
into a series of monetary amounts, or brackets, and each successive bracket is taxed at a 
different (gradually higher or gradually lower) percentage rate.

Calculating some taxes—income taxes for individuals or corporations, for  example—
can be quite complex. Advocates of flat taxes argue that the process should be simpler. 
But as we’ll see throughout the text, most of the difficulty in calculating a tax rests in 
determining the tax base, not the tax rate. Indeed, there are only three basic tax rate struc-
tures (proportional, progressive, and regressive), and each can be mastered without much 
difficulty.

DIFFERENT WAYS TO MEASURE TAX RATES
Before we discuss the alternative tax rate structures, let’s first define three different tax 
rates that will be useful in contrasting the different tax rate structures: the marginal, aver-
age, and effective tax rates.

The marginal tax rate is the tax rate that applies to the next additional increment of 
a taxpayer’s taxable income (or deductions). Specifically,

 Marginal Tax Rate =

Eq. 1-2 
ΔTax*

ΔTaxable Income
=

(New Total Tax − Old Total Tax)
(New Taxable Income − Old Taxable Income)

 *Δ means change in.

where “old” refers to the current tax and “new” refers to the revised tax after incorporat-
ing the additional income (or deductions) in question. In graduated income tax systems, 
additional income (deductions) can push a taxpayer into a higher (lower) tax bracket, thus 
changing the marginal tax rate.

LO 1-3

THE KEY FACTS

How to Calculate a Tax

•	 Tax = Tax base × Tax rate
•	 The tax base defines 

what is actually taxed and 
is usually expressed in 
monetary terms.

•	 The tax rate determines 
the level of taxes imposed 
on the tax base and is 
usually expressed as a 
percentage.

•	 Different portions of a tax 
base may be taxed at 
 different rates.

4The tax rate schedules for single, married filing jointly, married filing separately, and head of household are 
included in Appendix D.

Example 1-3

Margaret’s parents, Bill and Mercedes, file a joint tax return. They have $160,000 of taxable income 
this year (after all tax deductions). Assuming the following federal tax rate schedule applies, how much 
federal income tax will they owe this year?4 

(continued on page 1-6)
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to interpret and rule differently on the same basic tax issue. Given a choice of courts, the 
taxpayer should prefer the court most likely to rule favorably on his or her particular is-
sues. The courts also differ in other ways. For example, the U.S. District Court is the only 
court that provides for a jury trial; the U.S. Tax Court is the only court that allows tax 
cases to be heard before the taxpayer pays the disputed liability and the only court with a 
small claims division (hearing claims involving disputed liabilities of $50,000 or less); 
and the U.S. Tax Court judges are tax experts, whereas the U.S. District Court and U.S. 
Court of Federal Claims judges are generalists. The taxpayer should consider each of 
these factors in choosing a trial court. For example, if the taxpayer feels very confident in 
her tax return position but does not have sufficient funds to pay the disputed liability, she 
will prefer the U.S. Tax Court. If, instead, the taxpayer is litigating a tax return position 
that is low on technical merit but high on emotional appeal, a jury trial in the local U.S. 
District Court may be the best option.

What happens after the taxpayer’s case has been decided in a trial court? The process 
may not be quite finished. After the trial court’s verdict, the losing party has the right to 
request one of the 13 U.S. Circuit Courts of Appeals to hear the case. Exhibit 2-3 de-
picts the specific appellant courts for each lower-level court. Both the U.S. Tax Court and 
local U.S. District Court cases are appealed to the specific U.S. Circuit Court of Appeals 
based on the taxpayer’s residence.9 Cases litigated in Alabama, Florida, and Georgia, for 

EXHIBIT 2-2 IRS Appeals/Litigation Process

1a. Agree with proposed
 adjustment

1b. Disagree with
 proposed adjustment

3a. Agree with proposed
 adjustment

2a. Request appeals

5. IRS denies
 refund claim

3b. Disagree with proposed adjustment

4b. Pay tax

4a. Do not pay tax;
 Petition Tax Court

2b. No
 taxpayer
 response

Tax Court

90-Day Letter

30-Day Letter

Appeals Conference

IRS Exam

Pay Taxes Due

File Claim for
Refund with the IRS

File Suit in U.S. District
Court or U.S. Court of

Federal Claims

(IRS Exam): ©Imageroller/Alamy Stock Photo; (Supreme Court): ©McGraw-Hill Education/Jill Braaten, photographer

9Decisions rendered by the U.S. Tax Court Small Claims Division cannot be appealed by the taxpayer or the IRS.
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“This is the best text I have found for both my students 
and myself. Easier to read than other textbooks I have 
looked at, good examples, and, as mentioned before,  
I appreciate the instructor resources.”

– Esther Ehrlich, CPA, The University of Texas at El Paso

The Key Facts
The Key Facts pro-
vide quick synopses 
of the critical pieces 
of information pre-
sented throughout 
each chapter.

Exhibits
Today’s students are visual learners, and 
McGraw-Hill’s Taxation understands this 
student need by making use of clear and 
engaging charts, diagrams, and tabular 
demonstrations of key material.

“It is easily accessible to students as it is written in easy-to-understand language, and contains sufficient 
examples to illustrate complicated tax concepts and calculations.”

Machiavelli Chao 
– University of California, Irvine: The Paul Merage School of Business
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30-day letter (2-6)
90-day letter (2-6)
acquiescence (2-17)
action on decision (2-17)
annotated tax service (2-18)
Circular 230 (2-24)
citator (2-21)
civil penalties (2-26)
correspondence examination (2-5)
criminal penalties (2-26)
determination letters (2-16)
DIF (Discriminant Function)  

system (2-4)
document perfection  

program (2-4)
field examination (2-6)
final regulations (2-15)
Golsen rule (2-15)

information matching  
program (2-4)

Internal Revenue  
Code of 1986 (2-11)

interpretative regulations (2-16)
legislative regulations (2-16)
nonacquiescence (2-17)
office examination (2-6)
primary authorities (2-9)
private letter rulings (2-16)
procedural regulations (2-16)
proposed regulations (2-15)
question of fact (2-19)
question of law (2-19)
regulations (2-15)
revenue procedures (2-16)
revenue rulings (2-16)
secondary authorities (2-9)

stare decisis (2-15)
Statements on Standards for Tax 

Services (SSTS) (2-23)
statute of limitations (2-3)
substantial authority (2-24)
tax treaties (2-14)
technical advice memorandum (2-16)
temporary regulations (2-15)
topical tax service (2-19)
U.S. Circuit Courts  

of Appeals (2-7)
U.S. Constitution (2-11)
U.S. Court of Federal Claims (2-6)
U.S. District Court (2-6)
U.S. Supreme Court (2-8)
U.S. Tax Court (2-6)
writ of certiorari (2-8)

KEY TERMS

DISCUSSION QUESTIONS

Discussion Questions are available in Connect®.

 1. Name three factors that determine whether a taxpayer is required to file a tax return.
 2. Benita is concerned that she will not be able to complete her tax return by April 15. 

Can she request an extension to file her return? By what date must she do so? 
Assuming she requests an extension, what is the latest date that she could file her 
return this year without penalty?

 3. Agua Linda Inc. is a calendar-year corporation. What is the original due date for the 
corporate tax return? What happens if the original due date falls on a Saturday?

 4. Approximately what percentage of tax returns does the IRS audit? What are the 
implications of this number for the IRS’s strategy in selecting returns for audit?

 5. Explain the difference between the DIF system and the National Research Program. 
How do they relate to each other?

 6. Describe the differences between the three types of audits in terms of their scope 
and taxpayer type.

 7. Simon just received a 30-day letter from the IRS indicating a proposed assessment. 
Does he have to pay the additional tax? What are his options?

 8. Compare and contrast the three trial-level courts.
 9. Compare and contrast the three types of tax law sources and give examples of each.
10. The U.S. Constitution is the highest tax authority but provides very little in the way 

of tax laws. What are the next highest tax authorities beneath the U.S. Constitution?
11.  Jackie has just opened her copy of the Code for the first time. She looks at the table 

of contents and wonders why it is organized the way it is. She questions whether it 
makes sense to try and understand the Code’s organization. What are some reasons 
why understanding the organization of the Internal Revenue Code may prove useful?

12. Laura Li, a U.S. resident, worked for three months this summer in China. What type 
of tax authority may be especially useful in determining the tax consequences of her 
foreign income?
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As we explained in Example 2-6, Bill and Mercedes’s CPA met her professional stan-
dards (as defined currently in SSTS No. 1) by recommending a tax return position that 
meets the “Substantial Authority” standard. Likewise, because substantial tax authority 
supports the tax return position, Bill and Mercedes’s CPA should also not have penalty 
exposure under IRC Sec. 6694.

CONCLUSION
Now that we have a full understanding of the issue under audit for Bill and Mercedes, 
what is their likely outcome? Another good question. The IRS has stated that it will 
continue to disallow a current deduction for points incurred for refinanced mortgages. 
Nonetheless, the courts appear to follow J.R. Huntsman v. Comm., and therefore, the 
IRS stands a strong possibility of losing this case if litigated. In an IRS appeals con-
ference, the appeals officer may consider the hazards of litigation. Accordingly, Bill 
and Mercedes have a good likelihood of a favorable resolution at the appeals 
conference.

In this chapter we discussed several of the fundamentals of tax practice and proce-
dure: taxpayer filing requirements, the statute of limitations, the IRS audit process, the 
primary tax authorities, tax research, tax professional standards, and taxpayer and tax 
practitioner penalties. For the tax accountant, these fundamentals form the basis for much 
of her work. Likewise, tax research forms the basis of much of a tax professional’s com-
pliance and planning services. Even for the accountant who doesn’t specialize in tax 
accounting, gaining a basic understanding of tax practice and procedure is important. 
Assisting clients with the IRS audit process is a valued service that accountants provide, 
and clients expect all accountants to understand basic tax procedure issues and how to 
research basic tax issues.

Summary

Identify	 the	 filing	 requirements	 for	 income	 tax	 returns	 and	 the	 statute	 of	 limitations	 for	
assessment.

•	 All	corporations	must	file	a	tax	return	annually	regardless	of	their	taxable	income.	Estates	
and	trusts	are	required	to	file	annual	income	tax	returns	if	their	gross	income	exceeds	
$600.	The	filing	requirements	for	individual	taxpayers	depend	on	the	taxpayer’s	filing	
status,	age,	and	gross	income.

•	 Individual	and	C	corporation	tax	returns	(except	for	C	corporations	with	a	June		
30	year-end)	are	due	on	the	fifteenth	day	of	the	fourth	month	following	year-end.	
For	C	corporations	with	a	June	30	year-end,	partnerships,	and	S	corporations,	tax	
returns	must	be	filed	by	the	fifteenth	day	of	the	third	month	following	the	entity’s	fiscal	
year-end.	Any	taxpayer	unable	to	file	a	tax	return	by	the	original	due	date	can	request	
an	extension	to	file.

•	 For	both	amended	tax	returns	filed	by	a	taxpayer	and	proposed	tax	assessments	by	the	
IRS,	the	statute	of	limitations	generally	ends	three	years	from	the	later	of	(1)	the	date	the	tax	
return	was	actually	filed	or	(2)	the	tax	return’s	original	due	date.

Outline	the	IRS	audit	process,	how	returns	are	selected,	the	different	types	of	audits,	and	what	
happens	after	the	audit.

•	 The	IRS	uses	a	number	of	computer	programs	and	outside	data	sources	to	identify	tax	
returns	that	may	have	an	understated	tax	liability.	Common	computer	initiatives	include	the	
DIF	(Discriminant	Function)	system,	the	document	perfection	program,	and	the	information	
matching	program.

•	 The	three	types	of	IRS	audits	consist	of	correspondence,	office,	and	field	examinations.

LO 2-1

LO 2-2
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Tax Compliance,  
the IRS, and Tax 
Authorities

chapter

2

Learning Objectives

Upon completing this chapter, you should be able to:

 LO 2-1 Identify the filing requirements for income tax returns and the statute of limitations for 
assessment.

 LO 2-2 Outline the IRS audit process, how returns are selected, the different types of audits, and 
what happens after the audit.

 LO 2-3 Evaluate the relative weights of the various tax law sources.

 LO 2-4 Describe the legislative process as it pertains to taxation.

 LO 2-5 Perform the basic steps in tax research.

 LO 2-6 Describe tax professional responsibilities in providing tax advice.

 LO 2-7 Identify taxpayer and tax professional penalties.
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Summary
A unique feature of McGraw-Hill’s 
Taxation is the end-of-chapter sum-
mary organized around learning ob-
jectives. Each objective has a brief, 
bullet-point summary that covers 
the major topics and concepts for 
that chapter, including references to 
critical exhibits and examples. All 
end-of-chapter material is tied to 
learning objectives.

Discussion 
Questions
Discussion questions, 
now available in Con-
nect, are provided for 
each of the major con-
cepts in each chapter, 
providing students 
with an opportunity to 
review key parts of the 
chapter and answer 
evocative questions 
about what they have 
learned.
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Problems
Problems are designed to test the 
comprehension of more complex 
topics. Each problem at the end of 
the chapter is tied to one of that 
chapter’s learning objectives, with 
multiple problems for critical topics.

Tax Forms Problems
Tax forms problems are a set of require-
ments included in the end-of-chapter 
material of the 2020  edition. These 
problems require students to complete a 
tax form (or part of a tax form), provid-
ing students with valuable experience and practice with filling out these forms. These requirements—
and their relevant forms—are also included in Connect. Each tax form problem includes an icon to 
differentiate it from regular problems.

Research Problems
Research problems are special 
problems throughout the end-
of-chapter assignment mate-
rial. These require students to 
do both basic and more complex research on topics outside of the scope of the book. Each research 
problem includes an icon to differentiate it from regular problems.

Planning Problems
Planning problems are another unique 
set of problems included in the end-of-
chapter assignment material. These re-
quire students to test their tax planning 
skills after covering the chapter topics. Each planning problem includes an icon to differentiate it 
from regular problems.

Comprehensive and Tax Return 
Problems
Comprehensive and tax return problems 
address multiple concepts in a single 
problem. Comprehensive problems are 
ideal for cumulative topics; for this rea-
son, they are located at the end of all 
chapters. In the end-of-book Appendix C, we include tax return problems that cover multiple 
 chapters. Additional tax return problems are also available in Connect and Instructor Resource 
 Center. These problems range from simple to complex and cover individual taxation, corporate 
 taxation, partnership taxation, and S corporation taxation.
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money. Penny reported the following income and expenses from her nights at  
the track:

Prize money $2,500
Expenses:
Transportation from her home to the races 1,000
Depreciation on the dirt-track car 4,000
Entry fees 3,500
Oil, gas, supplies, repairs for the dirt-track car 2,050

What are the tax effects of Penny’s racing income and expenses assuming that the 
racing activity is a hobby for Penny?

34.  Simpson, age 45, is a single individual who is employed full-time by Duff Corpora-
tion. This year Simpson reports AGI of $50,000 and has incurred the following 
medical expenses:
Dentist charges $   900
Physician charges 1,800
Optical charges 500
Cost of eyeglasses 300
Hospital charges 2,100
Prescription drugs 250
Over-the-counter drugs 450
Medical insurance premiums (not through an exchange) 775

a) Calculate the amount of medical expenses that will be included with Simpson’s 
itemized deductions after any applicable limitations.

b) Suppose that Simpson was reimbursed for $250 of the physician’s charges and 
$1,200 for the hospital costs. Calculate the amount of medical expenses that will 
be included with Simpson’s itemized deductions after any applicable limitations.

35.  This year Tim is age 45 and is considering enrolling in an insurance program that 
provides for long-term care insurance. He is curious about whether the insurance 
premiums are deductible as a medical expense and, if so, what the maximum 
amount is that can be deducted in any year.

36.  Doctor Bones prescribed physical therapy in a pool to treat Jack’s broken back. In 
response to this advice (and for no other reason), Jack built a swimming pool in his 
backyard and strictly limited use of the pool to physical therapy. Jack paid $25,000 
to build the pool, but he wondered if this amount could be deducted as a medical 
expense. Determine if a capital expenditure such as the cost of a swimming pool 
qualifies for the medical expense deduction.

37.  Charles has AGI of $50,000 and has made the following payments related to  
(1) land he inherited from his deceased aunt and (2) a personal vacation taken last 
year. Calculate the amount of taxes Charles may include in his itemized deductions 
for the year under the following circumstances:
State inheritance tax on the land $1,200
County real estate tax on the land 1,500
School district tax on the land 690
City special assessment on the land  (new curbs and gutters) 700
State tax on airline tickets (paid on vacation) 125
Local hotel tax (paid during vacation) 195

a) Suppose that Charles holds the land for appreciation.
b) Suppose that Charles holds the land for rent.
c) Suppose that Charles holds the land for appreciation and that the vacation was 

actually a business trip.
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 allocable to Don Juan as the sole shareholder. Assume that the $600,000 loss is 
not limited by the basis, at-risk, or passive loss rules, and that Don Juan has no  
other business income or business losses. How much of the $600,000 loss will 
Don Juan be able to deduct this year? What happens to any loss not deducted  
this year?

26.  Smithers is a self-employed individual who earns $30,000 per year in self- 
employment income. Smithers pays $2,200 in annual health insurance premiums 
(not through an exchange) for his own medical care. In each of the following 
 situations, determine the amount of the deductible health insurance premium for 
Smithers before any AGI limitation.
a) Smithers is single and the self-employment income is his only source of 

income.
b) Smithers is single, but besides being self-employed, Smithers is also employed 

part-time by SF Power Corporation. This year Smithers elected not to participate 
in SF’s health plan.

c) Smithers is self-employed and he is also married. Smithers’s spouse, Samantha, 
is employed full-time by SF Power Corporation and is covered by SF’s health 
plan. Smithers is not eligible to participate in SF’s health plan.

d) Smithers is self-employed and he is also married. Smithers’s spouse, Samantha, 
is employed full-time by SF Power Corporation and is covered by SF’s health 
plan. Smithers elected not to participate in SF’s health plan.

27.  Hardaway earned $100,000 of compensation this year. He also paid (or had paid for 
him) $3,000 of health insurance (not through an exchange). What is Hardaway’s 
AGI in each of the following situations? (Ignore the effects of Social Security and 
self-employment taxes.)
a) Hardaway is an employee and his employer paid Hardaway’s $3,000 of health in-

surance for him as a nontaxable fringe benefit. Consequently, Hardaway received 
$97,000 of taxable compensation and $3,000 of nontaxable compensation.

b) Hardaway is a self-employed taxpayer, and he paid $3,000 of health insurance 
himself. He is not eligible to participate in an employer-sponsored plan.

28.  Betty operates a beauty salon as a sole proprietorship. Betty also owns and rents an 
apartment building. This year Betty had the following income and expenses. Deter-
mine Betty’s AGI and complete page 2 (through line 7) and Schedule 1 of Form 
1040 for Betty. You may assume that Betty will owe $2,502 in self-employment 
tax on her salon income, with $1,251 representing the employer portion of the self-
employment tax. You may also assume that her divorce from Rocky was finalized 
in 2016.

Interest income $11,255
Salon sales and revenue 86,360
Salaries paid to beauticians 45,250
Beauty salon supplies 23,400
Alimony paid to her ex-husband, Rocky 6,000
Rental revenue from apartment building 31,220
Depreciation on apartment building 12,900
Real estate taxes paid on apartment building 11,100
Real estate taxes paid on personal residence 6,241
Contributions to charity 4,237

29.  Lionel is an unmarried law student at State University Law School, a qualified 
educational institution. This year Lionel borrowed $24,000 from County Bank 
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39. What are the basic differences between civil and criminal tax penalties?
40. What are some of the most common civil penalties imposed on taxpayers?
41. What are the taxpayer’s standards to avoid the substantial understatement of tax 

penalty?
42. What are the tax practitioner’s standards to avoid a penalty for recommending a tax 

return position?

PROBLEMS

Select problems are available in Connect®.

43. Ahmed does not have enough cash on hand to pay his taxes. He was excited to hear 
that he can request an extension to file his tax return. Does this solve his problem? 
What are the ramifications if he doesn’t pay his tax liability by April 15?

44. Molto Stancha Corporation had zero earnings this fiscal year; in fact, it lost money. 
Must the corporation file a tax return?

45.  The estate of Monique Chablis earned $450 of income this year. Is the estate required 
to file an income tax return?

46. Jamarcus, a full-time student, earned $2,500 this year from a summer job. He had 
no other income this year and will have zero federal income tax liability this year. 
His employer withheld $300 of federal income tax from his summer pay. Is 
Jamarcus required to file a tax return? Should Jamarcus file a tax return?

47. Shane has never filed a tax return despite earning excessive sums of money as a 
gambler. When does the statute of limitations expire for the years in which Shane 
has not filed a tax return?

48. Latoya filed her tax return on February 10 this year. When will the statute of 
limitations expire for this tax return?

49. Using the facts from the previous problem, how would your answer change if 
Latoya understated her income by 40 percent? How would your answer change if 
Latoya intentionally failed to report as taxable income any cash payments she 
received from her clients?

50. Paula could not reach an agreement with the IRS at her appeals conference and has 
just received a 90-day letter. If she wants to litigate the issue but does not have 
sufficient cash to pay the proposed deficiency, what is her best court choice?

51. In choosing a trial-level court, how should a court’s previous rulings influence the 
choice? How should circuit court rulings influence the taxpayer’s choice of a trial-
level court?

52. Sophia recently won a tax case litigated in the 7th Circuit. She has just heard that 
the Supreme Court denied the writ of certiorari. Should she be happy or not, and 
why?

53. Campbell’s tax return was audited because she failed to report interest she earned 
on her tax return. What IRS audit selection method identified her tax return?

54. Yong’s tax return was audited because he calculated his tax liability incorrectly. 
What IRS audit procedure identified his tax return for audit?

55. Randy deducted a high level of itemized deductions two years ago relative to his 
income level. He recently received an IRS notice requesting documentation for his 
itemized deductions. What audit procedure likely identified his tax return for 
audit?

56. Jackie has a corporate client that has recently received a 30-day notice from the IRS 
with a $100,000 tax assessment. Her client is considering requesting an appeals 
conference to contest the assessment. What factors should Jackie advise her client to 
consider before requesting an appeals conference?
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57. The IRS recently completed an audit of Shea’s tax return and assessed $15,000 ad-
ditional tax. Shea requested an appeals conference but was unable to settle the case 
at the conference. She is contemplating which trial court to choose to hear her case. 
Provide a recommendation based on the following alternative facts:
a) Shea resides in the 2nd Circuit, and the 2nd Circuit has recently ruled against the 

position Shea is litigating.
b) The Federal Circuit Court of Appeals has recently ruled in favor of Shea’s 

position.
c) The issue being litigated involves a question of fact. Shea has a very appealing 

story to tell but little favorable case law to support her position.
d) The issue being litigated is highly technical, and Shea believes strongly in her 

interpretation of the law.
e) Shea is a local elected official and would prefer to minimize any local publicity 

regarding the case.
58. Juanita, a Texas resident (5th Circuit), is researching a tax question and finds a 5th 

Circuit case ruling that is favorable and a 9th Circuit case that is unfavorable. Which 
circuit case has more “authoritative weight” and why? How would your answer 
change if Juanita were a Kentucky resident (6th Circuit)?

59. Faith, a resident of Florida (11th Circuit), recently found a circuit court case that is 
favorable to her research question. Which two circuits would she prefer to have 
issued the opinion?

60. Robert has found a “favorable” authority directly on point for his tax question. If the 
authority is a court case, which court would he prefer to have issued the opinion? 
Which court would he least prefer to have issued the opinion?

61. Jamareo has found a “favorable” authority directly on point for his tax question. If 
the authority is an administrative authority, which specific type of authority would 
he prefer to answer his question? Which administrative authority would he least 
prefer to answer his question?

62. For each of the following citations, identify the type of authority (statutory, admin-
istrative, or judicial) and explain the citation.
a) Reg. Sec. 1.111-1(b)
b) IRC Sec. 469(c)(7)(B)(i)
c) Rev. Rul. 82-204, 1982-2 C.B. 192
d) Amdahl Corp., 108 TC 507 (1997)
e) PLR 9727004
f) Hills v. Comm., 50 AFTR2d 82-6070 (11th Cir., 1982)

63. For each of the following citations, identify the type of authority (statutory, admin-
istrative, or judicial) and explain the citation.
a) IRC Sec. 280A(c)(5)
b) Rev. Proc. 2004-34, 2004-1 C.B. 911
c) Lakewood Associates, RIA TC Memo 95-3566
d) TAM 200427004
e) U.S. v. Muncy, 2008-2 USTC par. 50,449 (E.D., AR, 2008)

64. Justine would like to clarify her understanding of a code section recently enacted by 
Congress. What tax law sources are available to assist Justine?

65. Aldina has identified conflicting authorities that address her research question. How 
should she evaluate these authorities to make a conclusion?

66. Georgette has identified a 1983 court case that appears to answer her research 
question. What must she do to determine if the case still represents “current” law?

67. Sandy has determined that her research question depends upon the interpretation of 
the phrase “not compensated by insurance.” What type of research question is this?

LO 2-2

planning

LO 2-3

LO 2-3

LO 2-3

LO 2-3

LO 2-3

LO 2-3

LO 2-4

LO 2-5

LO 2-5

LO 2-5
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separate status. By changing his filing status, Doug sought a refund for an overpay-
ment for the tax year 2019 (he paid more tax in the original joint return than he 
owed on a separate return). Is Doug allowed to change his filing status for the 2019 
tax year and receive a tax refund with his amended return?

COMPREHENSIVE PROBLEMS
Select problems are available in Connect®.

54.  Marc and Michelle are married and earned salaries this year of $64,000 and 
$12,000, respectively. In addition to their salaries, they received interest of $350 
from municipal bonds and $500 from corporate bonds. Marc contributed $2,500 to 
an individual retirement account, and Marc paid alimony to a prior spouse in the 
amount of $1,500. Marc and Michelle have a 10-year-old son, Matthew, who lived 
with them throughout the entire year. Thus, Marc and Michelle are allowed to claim 
a $2,000 child tax credit for Matthew. Marc and Michelle paid $6,000 of expendi-
tures that qualify as itemized deductions and they had a total of $3,500 in federal 
 income taxes withheld from their paychecks during the course of the year.
a) What is Marc and Michelle’s gross income?
b) What is Marc and Michelle’s adjusted gross income?
c) What is the total amount of Marc and Michelle’s deductions from AGI?
d) What is Marc and Michelle’s taxable income?
e) What is Marc and Michelle’s taxes payable or refund due for the year? (Use the 

tax rate schedules.)
f) Complete Marc and Michelle’s Form 1040 pages 1 and 2, and Schedule 1 (use 

the most recent form available).
55.  Demarco and Janine Jackson have been married for 20 years and have four children 

who qualify as their dependents (Damarcus, Janine, Michael, and Candice). The 
couple received salary income of $100,000 and qualified business income of 
$10,000 from an investment in a partnership, and they sold their home this year. 
They initially purchased the home three years ago for $200,000 and they sold it for 
$250,000. The gain on the sale qualified for the exclusion from the sale of a princi-
pal residence. The Jacksons incurred $16,500 of itemized deductions, and they had 
$3,550 withheld from their paychecks for federal taxes. They are also allowed to 
claim a child tax credit for each of their children. However, because Candice is 
18 years of age, the Jacksons may claim a child tax credit for other qualifying 
 dependents for Candice.
a) What is the Jacksons’ taxable income, and what is their tax liability or (refund)?
b) Complete page 1, page 2, and Schedule 1 of the Jacksons’ Form 1040 (use the 

most recent form available).
c) What would their taxable income be if their itemized deductions totaled $28,000 

instead of $16,500?
d) What would their taxable income be if they had $0 itemized deductions and 

$6,000 of for AGI deductions?
e) Assume the original facts but now suppose the Jacksons also incurred a loss of 

$5,000 on the sale of some of their investment assets. What effect does the 
$5,000 loss have on their taxable income?

f) Assume the original facts but now suppose the Jacksons own investments that 
appreciated by $10,000 during the year. The Jacksons believe the investments 
will continue to appreciate, so they did not sell the investments during this year. 
What is the Jacksons’ taxable income?

tax forms

tax forms
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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.

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

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

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

SUCCESSFUL SEMESTERS INCLUDE CONNECT

65%
Less Time 
Grading

©Hill Street Studios/Tobin Rogers/Blend Images LLC

For Instructors
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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.

Study anytime, anywhere.
Download the free ReadAnywhere app and access your 
online eBook when it’s convenient, even if you’re offline. 
And since the app automatically syncs with your eBook in 
Connect, all of your notes are available every time you open 
it. Find out more at www.mheducation.com/readanywhere

No surprises. 
The Connect Calendar and Reports tools 
keep you on track with the work you need 
to get done and your assignment scores. 
Life gets busy; Connect tools help you 
keep learning through it all.

Learning for everyone. 
McGraw-Hill works directly with Accessibility Services 
Departments and faculty to meet the learning needs of all 
students. Please contact your Accessibility Services office 
and ask them to email accessibility@mheducation.com, or 
visit www.mheducation.com/about/accessibility.html for 
more information.

“I really liked this app—it 
made it easy to study when 

you don't have your text-
book in front of you.”

- Jordan Cunningham, 
   Eastern Washington University

Chapter 12 Quiz Chapter 11 Quiz

Chapter 7 Quiz

Chapter 13 Evidence of Evolution Chapter 11 DNA Technology

Chapter 7 DNA Structure and Gene...

and 7 more...

13 14

©Shutterstock/wavebreakmedia
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DIGITAL LEARNING ASSETS TO IMPROVE 
STUDENT OUTCOMES

Connect helps students learn more effi-
ciently by providing feedback and practice 
material when they need it, where they 
need it. Connect grades homework auto-
matically and gives immediate feedback 
on any questions students may have 
missed. The extensive assignable, gradable 
end-of-chapter content includes problems, 
comprehensive problems (available as 
auto-graded tax forms), and discussion 
questions. Also, select questions have been 
redesigned to test students’ knowledge 
more fully. They now include tables for 
students to work through rather than requiring that all calculations be done offline.

Auto-Graded Tax Forms
The auto-graded Tax Forms in Connect provide a much-improved student experience when solving 
the tax-form based problems. The tax form simulation allows students to apply tax concepts by 
completing the actual tax forms online with automatic feedback and grading for both students and 
instructors.

“The quality of the online materials in Connect and Learnsmart are market-leading and unmatched 
in the tax arena.”

Jason W. Stanfield
– Ball State University
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Guided Examples
The Guided Examples, or “hint” 
videos, in Connect provide a 
narrated, animated, step-by-step 
walk-through of select problems 
similar to those assigned. These 
short presentations can be turned 
on or off by instructors and pro-
vide reinforcement when students 
need it most.

TaxACT®
M c G ra w - H i l l ’s 
Taxation can be 

packaged with tax software from 
TaxACT, one of the leading prep-
aration software companies in the 
market today. The 2018 edition in-
cludes availability of both Individuals and Business Entities software, including the 1040 Forms and 
TaxACT Preparer’s Business 3-Pack (with Forms 1065, 1120, and 1120S). 
 Please note, TaxACT is only compatible with PCs and not Macs. However, we offer easy-to-
complete licensing agreement templates that are accessible within Connect and the Instructor Resources 
Center to enable school computer labs to download the software onto campus hardware for free. 

Roger’s CPA
McGraw-Hill Education has partnered with Roger CPA Review, a 
global leader in CPA Exam preparation, to provide students a smooth 

transition from the accounting classroom to successful completion of the CPA Exam. While many 
aspiring accountants wait until they have completed their academic studies to begin preparing for the 
CPA Exam, research shows that those who become familiar with exam content earlier in the process 
have a stronger chance of successfully passing the CPA Exam. 
 Accordingly, students using these McGraw-Hill materials will have access to sample CPA Exam 
multiple-choice questions and Task-based Simulations from Roger CPA Review, with expert-written 
explanations and solutions. All questions are either directly from the AICPA or are modeled on 
AICPA questions that appear in the exam. Task-based Simulations are delivered via the Roger CPA 
Review platform, which mirrors the look, feel, and functionality of the actual exam. 
 McGraw-Hill Education and Roger CPA Review are dedicated to supporting every accounting 
student along their journey, ultimately helping them achieve career success in the accounting profes-
sion. For more information about the full Roger CPA Review program, exam requirements, and exam 
content, visit www.rogercpareview.com.

McGraw-Hill Customer Experience Group Contact Information
At McGraw-Hill, we understand that getting the most from new technology can be challenging. 
That’s why our services don’t stop after you purchase our products. You can contact our Product 
Specialists 24 hours a day to get product training online. Or you can search the knowledge bank of 
Frequently Asked Questions on our support website. For Customer Support, call 800-331-5094, or 
visit www.mhhe.com/support. One of our Technical Support Analysts will be able to assist you in a 
timely fashion.
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xviii

McGraw-Hill’s Taxation of Individuals is organized to empha-
size topics that are most important to undergraduates taking their 
first tax course. The first three chapters provide an introduction 
to taxation and then carefully guide students through tax research 
and tax planning. Part II discusses the fundamental elements of 
individual income tax, starting with the tax  formula in Chapter 4 
and then proceeding to more discussion on income, deductions, 
investments, and computing tax liabilities in Chapters 5–8. 
Part III then discusses tax issues associated with business-
related activities. Specifically, this part addresses business 
income and deductions, accounting methods, and tax consequences 
associated with purchasing assets and property dispositions 
(sales, trades, or other dispositions). Part IV is unique among 
tax textbooks; this section combines related tax issues for 
compensation, retirement savings, and home ownership.
Part I: Introduction to Taxation
 1. An Introduction to Tax
 2. Tax Compliance, the IRS, and Tax Authorities
 3. Tax Planning Strategies and Related Limitations
Part II: Basic Individual Taxation
 4.  Individual Income Tax Overview, Dependents, and Filing 

Status
 5. Gross Income and Exclusions
 6. Individual Deductions
 7. Investments
 8. Individual Income Tax Computation and Tax Credits
Part III: Business-Related Transactions
 9. Business Income, Deductions, and Accounting Methods
10. Property Acquisition and Cost Recovery
11. Property Dispositions
Part IV: Specialized Topics
12. Compensation
13. Retirement Savings and Deferred Compensation
14. Tax Consequences of Home Ownership

McGraw-Hill’s Taxation of Business Entities begins with the 
process for determining gross income and deductions for 
businesses, and the tax consequences associated with purchasing 
assets and property dispositions (sales, trades, or other disposi-
tions). Part II provides a comprehensive overview of entities and 
the formation, reorganization, and liquidation of corporations. 
Unique to this series is a complete chapter on accounting for 
income taxes, which provides a primer on the basics of calculating 
the income tax provision. Included in the narrative is a discussion 
of temporary and permanent differences and their impact on a 
company’s book “effective tax rate.” Part III provides a detailed 
discussion of partnerships and S corporations. The last part of 
the book covers state and local taxation, multinational taxation, 
and transfer taxes and wealth planning.
Part I: Business-Related Transactions
 1. Business Income, Deductions, and Accounting Methods
 2. Property Acquisition and Cost Recovery
 3. Property Dispositions
Part II: Entity Overview and Taxation of C Corporations
 4. Entities Overview
 5. Corporate Operations
 6. Accounting for Income Taxes
 7. Corporate Taxation: Nonliquidating Distributions
 8. Corporate Formation, Reorganization, and Liquidation
Part III: Taxation of Flow-Through Entities
 9. Forming and Operating Partnerships
10.  Dispositions of Partnership Interests and Partnership 

Distributions
11. S Corporations
Part IV: Multijurisdictional Taxation and Transfer Taxes
12. State and Local Taxes
13. The U.S. Taxation of Multinational Transactions
14. Transfer Taxes and Wealth Planning

Four Volumes to Fit 
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McGraw-Hill’s Essentials of Federal Taxation is designed for a 
one-semester course, covering the basics of taxation of individu-
als and business entities. To facilitate a one-semester course, 
McGraw-Hill’s Essentials of Federal Taxation folds the key top-
ics from the investments, compensation, retirement savings, and 
home ownership chapters in Taxation of Individuals into three 
individual taxation chapters that discuss gross income and exclu-
sions, for AGI deductions, and from AGI deductions, respec-
tively. The essentials volume also includes a two-chapter C 
corporation sequence that uses a life-cycle approach covering 
corporate formations and then corporate operations in the first 
chapter and nonliquidating and liquidating corporate distribu-
tions in the second chapter. This volume is perfect for those 
teaching a one-semester course and for those who struggle to get 
through the 25-chapter comprehensive volume.
Part I: Introduction to Taxation
 1. An Introduction to Tax
 2. Tax Compliance, the IRS, and Tax Authorities
 3. Tax Planning Strategies and Related Limitations
Part II: Individual Taxation
 4.  Individual Income Tax Overview, Dependents, and Filing 

Status
 5. Gross Income and Exclusions
 6. Individual For AGI Deductions
 7. Individual From AGI Deductions
 8. Individual Income Tax Computation and Tax Credits
Part III: Business-Related Transactions
 9. Business Income, Deductions, and Accounting Methods
10. Property Acquisition and Cost Recovery
11. Property Dispositions
Part IV: Entity Overview and Taxation of C Corporations
12. Entities Overview
13. Corporate Formations and Operations
14. Corporate Nonliquidating and Liquidating Distributions
Part V: Taxation of Flow-Through Entities
15. Forming and Operating Partnerships
16.  Dispositions of Partnership Interests and Partnership 

Distributions
17. S Corporations

Part I: Introduction to Taxation
 1. An Introduction to Tax
 2. Tax Compliance, the IRS, and Tax Authorities
 3. Tax Planning Strategies and Related Limitations
Part II: Basic Individual Taxation
 4.  Individual Income Tax Overview, Dependents, and  

Filing Status
 5. Gross Income and Exclusions
 6. Individual Deductions
 7. Investments
 8. Individual Income Tax Computation and Tax Credits
Part III: Business-Related Transactions
 9. Business Income, Deductions, and Accounting Methods
10. Property Acquisition and Cost Recovery
11. Property Dispositions
Part IV: Specialized Topics
12. Compensation
13. Retirement Savings and Deferred Compensation
14. Tax Consequences of Home Ownership
Part V: Entity Overview and Taxation of C Corporations
15. Entities Overview
16. Corporate Operations
17. Accounting for Income Taxes
18. Corporate Taxation: Nonliquidating Distributions
19. Corporate Formation, Reorganization, and Liquidation
Part VI: Taxation of Flow-Through Entities
20. Forming and Operating Partnerships
21.  Dispositions of Partnership Interests and Partnership 

Distributions
22. S Corporations
Part VII: Multijurisdictional Taxation and Transfer Taxes
23. State and Local Taxes
24. The U.S. Taxation of Multinational Transactions
25. Transfer Taxes and Wealth Planning

Four Course Approaches

McGraw-Hill’s Taxation of Individuals and 
Business Entities covers all chapters included 

in the two split volumes in one convenient  
volume. See Table of Contents.
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SUPPLEMENTS FOR INSTRUCTORS
Assurance of Learning Ready
Many educational institutions today are focused 
on the notion of assurance of learning, an im-
portant element of many accreditation stan-
dards. McGraw-Hill’s Taxation is designed 
specifically to support your assurance of learn-
ing initiatives with a simple, yet powerful, 
solution.
 Each chapter in the book begins with a list 
of numbered learning objectives, which appear 
throughout the chapter as well as in the end-of-
chapter assignments. Every test bank question 
for McGraw-Hill’s Taxation maps to a specific 
chapter learning objective in the textbook. Each 
test bank question also identifies topic area, 
level of difficulty, Bloom’s Taxonomy level, 
and AICPA and AACSB skill area. 

AACSB Statement
McGraw-Hill Education is a proud corporate 
member of AACSB International. Understand-
ing the importance and value of AACSB ac-
creditation, McGraw-Hill’s Taxation recognizes 
the curricula guidelines detailed in the AACSB 
standards for business accreditation by connect-
ing selected questions in the text and the test 
bank to the general knowledge and skill guide-
lines in the revised AACSB standards.

 The statements contained in McGraw-Hill’s 
Taxation are provided only as a guide for the 
users of this textbook. The AACSB leaves con-
tent coverage and assessment within the pur-
view of individual schools, the mission of the 
school, and the faculty. While McGraw-Hill’s 
Taxation and the teaching package make no 
claim of any specific AACSB qualification or 
evaluation, we have, within the text and test 
bank, labeled selected questions according to 
the eight general knowledge and skill areas.

TestGen
TestGen is a complete, state-of-the-art test gen-
erator and editing application software that al-
lows instructors to quickly and easily select test 
items from McGraw Hill’s TestGen testbank 
content and to organize, edit, and customize the 
questions and answers to rapidly generate paper 
tests. Questions can include stylized text, sym-
bols, graphics, and equations that are inserted 
directly into questions using built-in mathemat-
ical templates. With both quick-and-simple test 
creation and flexible and robust editing tools, 
TestGen is a test generator system for today’s 
educators.

A HEARTFELT THANKS TO THE MANY COLLEAGUES WHO SHAPED THIS BOOK
The version of the book you are reading would not be the same book without the valuable suggestions, keen insights, 
and constructive criticisms of the list of reviewers below. Each professor listed here contributed in substantive ways 
to the organization of chapters, coverage of topics, and use of pedagogy. We are grateful to them for taking the time 
to read chapters or attend reviewer conferences, focus groups, and symposia in support of the development for 
the book:

Previous Edition Reviewers
Donna Abelli, Mount Ida College
Joseph Assalone, Rowan College at Gloucester County
Dr. Valeriya Avdeev, William Paterson University
Robyn Barrett, St. Louis Community College
Kevin Baugess, ICDC College
Christopher Becker, Coastal Carolina University
Jeanne Bedell, Keiser University
Marcia Behrens, Nichols College
Michael Belleman, St. Clair County Community College 
David Berman, Community College of Philadelphia
Tim Biggart, Berry College 

Cynthia Bird, Tidewater Community College
Lisa Blum, University of Louisville
Rick Blumenfeld, Sierra College
Cindy Bortman Boggess, Babson College
Cathalene Bowler, University of Northern Iowa
Justin Breidenbach, Ohio Wesleyan University
Suzon Bridges, Houston Community College
Stephen Bukowy, UNC Pembroke
Esther Bunn, Stephen F. Austin State University
Holly Caldwell, Bridgewater College
James Campbell, Thomas College
Alisa Carini, UCSD Extension
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Ronald Carter, Patrick Henry Community College
Cynthia Caruso, Endicott College
Paul Caselton, University of Illinois–Springfield
Amy Chataginer, Mississippi Gulf Coast Community College
Machiavelli Chao, University of California–Irvine
Max Chao, University of California–Irvine
Christine Cheng, Louisiana State University
Lisa Church, Rhode Island College
Marilyn Ciolino, Delgado Community College
Wayne Clark, Southwest Baptist University
Ann Cohen, University at Buffalo, SUNY
Sharon Cox, University of Illinois–Urbana-Champaign
Terry Crain, University of Oklahoma–Norman
Roger Crane, Indiana University East
Cheryl Crespi, Central Connecticut State University
Brad Cripe, Northern Illinois University
Curtis J. Crocker, Southern Crescent Technical College
Richard Cummings, University of Wisconsin–Whitewater
Joshua Cutler, University of Houston
William Dams, Lenoir Community College
Nichole Dauenhauer, Lakeland Community College
Susan Snow Davis, Green River College
Jim Desimpelare, University of Michigan–Ann Arbor
Julie Dilling, Moraine Park Technical College
Steve Dombrock, Carroll University
Dr. Vicky C. Dominguez, College of Southern Nevada
Michael P. Donohoe, University of Illinois–Urbana-Champaign
John Dorocak, California State University–San Berdinado
Amy Dunbar, University of Connecticut–Storrs
John Eagan, Morehouse College
Reed Easton, Seton Hall University
Esther Ehrlich, CPA, The University of Texas at El Paso
Elizabeth Ekmekjian, William Paterson University
Ann Esarco, Columbia College Columbia
Frank Faber, St. Joseph’s College
Michael Fagan, Raritan Valley Community College
Frank Farina, Catawba College
Andrew Finley, Claremont McKenna
Tim Fogarty, Case Western Reserve University
Mimi Ford, Middle Georgia State University
Wilhelmina Ford, Middle Georgia State University
George Frankel, San Francisco State University
Lawrence Friedken, Penn State University
Stephen Gara, Drake University 
Robert Gary, University of New Mexico
Greg Geisler, Indiana University
Earl Godfrey, Gardner Webb University
Thomas Godwin, Purdue University
David Golub, Northeastern University 
Marina Grau, Houston Community College
Brian Greenstein, University of Delaware
Patrick Griffin, Lewis University
Lillian Grose, University of Holy Cross
Rosie Hagen, Virginia Western Community College
Marcye Hampton, University of Central Florida
Cass Hausserman, Portland State University 
Rebecca Helms, Ivy Tech Community College
Melanie Hicks, Liberty University
Mary Ann Hofmann, Appalachian State University
Robert Joseph Holdren, Muskingum University

Bambi Hora, University of Central Oklahoma
Carol Hughes, Asheville Buncombe Technical Community College
Helen Hurwitz, Saint Louis University 
Rik Ichiho, Dixie State University
Kerry Inger, Auburn University 
Paul Johnson, Mississippi Gulf Coast CC–JD Campus
Athena Jones, University of Maryland University College
Andrew Junikiewicz, Temple University 
Susan Jurney, University of Arkansas–Fayetteville
Sandra Kemper, Regis University
Jon Kerr, Baruch College–CUNY
Lara Kessler, Grand Valley State University 
Janice Klimek, University of Central Missouri
Pamela Knight, Columbus Technical College
Satoshi Kojima, East Los Angeles College
Dawn Konicek, Idaho State University
Jack Lachman, Brooklyn College
Brandon Lanciloti, Freed-Hardeman University
Stacie Laplante, University of Wisconsin–Madison
Suzanne Laudadio, Durham Tech
Stephanie Lewis, Ohio State University–Columbus
Troy Lewis, Brigham Young University
Teresa Lightner, University of North Texas
Robert Lin, California State University–East Bay
Chris Loiselle, Cornerstone University 
Bruce Lubich, Penn State–Harrisburg
Elizabeth Lyon, California State University–Sacramento
Narelle Mackenzie, San Diego State University, National University
Michael Malmfeldt, Shenandoah University
Kate Mantzke, Northern Illinois University
Robert Martin, Kennesaw State University
Anthony Masino, East Tennessee State University
Paul Mason, Baylor University 
Lisa McKinney, University of Alabama at Birmingham 
Allison McLeod, University of North Texas
Lois McWhorter, Somerset Community College
Janet Meade, University of Houston
Michele Meckfessel, University of Missouri–St. Louis
Frank Messina, University of Alabama at Birmingham
R Miedaner, Lee University 
Ken Milani, University of Notre Dame
Karen Morris, Northeast Iowa Community College
Stephanie Morris, Mercer University 
Michelle Moshier, University at Albany
Leslie Mostow, University of Maryland–College Park
James Motter, Indiana University-Purdue University 
 Indianapolis 
Jackie Myers, Sinclair Community College
Michael Nee, Cape Cod Community College
Liz Ott, Casper College
Sandra Owen, Indiana State University–Bloomington
Edwin Pagan, Passaic County Community College
Jeff Paterson, Florida State University
Ronald Pearson, Bay College
Martina Peng, Franklin University 
Michael Watne Penn, Jr, The University of Illinois
James Pierson, Franklin University
Sonja Pippin, University of Nevada–Reno
Jonathan David Pittard, University of California–Riverside
Anthony Pochesci, Rutgers University
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Kyle Post, Tarleton State University
Christopher Proschko, Texas State University
Joshua Racca, University of Alabama
Francisco Rangel, Riverside City College
Pauline Ash Ray, Thomas University 
Luke Richardson, University of South Florida
Rodney Ridenour, Montana State University Northern
John Robertson, Arkansas State University
Susan Robinson, Georgia Southwestern State University
Morgan Rockett, Moberly Area Community College
Miles Romney, Michigan State University 
Ananth Seetharaman, Saint Louis University 
Alisa Shapiro, Raritan Valley Community College
Deanna Sharpe, University of Missouri
Wayne Shaw, Southern Methodist University
Sonia Singh, University of Florida
Georgi Smatrakalev, Florida Atlantic University
Lucia Smeal, Georgia State University
Pamela Smith, University of Texas at San Antonio
Adam Spoolstra, Johnson County Community College
Joe Standridge, Sonoma State 
Jason Stanfield, Ball State University
George Starbuck, McMurry University
James Stekelberg, University of Arizona

Shane Stinson, University of Alabama
Terrie Stolte, Columbus State Community College
Gloria Jean Stuart, Georgia Southern University
Kenton Swift, University of Montana
MaryBeth Tobin, Bridgewater State University
Erin Towery, The University of Georgia
Ronald Unger, Temple University
Karen Wallace, Ramapo College
Natasha Ware, Southeastern University
Luke Watson, University of Florida
Sarah Webber, University of Dayton
Cassandra Weitzenkamp, Peru State College
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Changes in Taxation of Business Entities, 
2020 Edition
For the 2020 edition of McGraw-Hill’s Taxation of Business Entities, many changes were made in 
response to feedback from reviewers and focus group participants:

 ∙ All tax forms have been updated for the latest  
available tax form as of March 2019. In addition, 
chapter content throughout the text has been updated 
to reflect tax law changes through March 2019.

Other notable changes in the 2019 edition include:

Chapter 1
 ∙ Updated tax forms from 2017 to 2018. 
 ∙ Updated definition of interest for the business interest 

limitation to conform with proposed regulations.
 ∙ Added a new Taxes in the Real World on the all-

events test for rebate payments.
 ∙ Added two new research problems.
 ∙ Added a description of the latest IRS position on the 

deduction of business meals in conjunction with 
 nondeductible entertainment.

 ∙ Added example and homework problems on the 
 deduction of business meals.

 ∙ Revised examples and text discussion for updated 
2018 mileage rates.

 ∙ Expanded description of accounting exceptions for 
small businesses (average annual gross receipts of 
$26 million or less in prior three years).

Chapter 2
 ∙ Updated Exhibit 2-2 for Weyerhaueser’s 2017 assets.
 ∙ Updated tax rates for 2019.
 ∙ Revised section on §179 amounts to reflect the 

 inflation adjustments for 2019.
 ∙ Updated examples for 2019 §179 amounts.
 ∙ Clarified treatment of bonus depreciation for AMT 

purposes.
 ∙ Updated discussion and Exhibit 2-10 relating to 

 automobile depreciation limits.
 ∙ Updated §179 amount for SUVs for 2019 inflation 
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Business Income, 
Deductions, and 
Accounting Methods

chapter

1

Learning Objectives

Upon completing this chapter, you should be able to:

 LO 1-1 Identify common business deductions.

 LO 1-2 Determine the limits on deducting business expenses.

 LO 1-3 Identify special business deductions specifically permitted under the tax laws.

 LO 1-4 Describe accounting periods available to businesses.

 LO 1-5 Apply cash and accrual methods to determine business income and expense deductions.
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finally decided to take his ideas and start his own 
landscaping business in his hometown of San Anto-
nio, Texas. In mid-April, Rick left his job and moved 
his belongings to San Antonio. Once in town, Rick 
discovered he had to do a lot of things to start his 
business. First, he registered his new business name 
(Green Acres Landscaping, LLC) and established a 
bank account for the business. Next, he rented a used 
sport utility vehicle (SUV) and a shop for his place 
of business. Rick didn’t know much about account-
ing for business activities, so he hired a CPA, Jane 
Bronson, to help him. Jane and Rick decided that 
Green Acres would operate as a sole proprietorship, 
but Jane suggested that as the business grew, he 
might want to consider organizing it as a different 
type of legal entity. Operating as a corporation, for 
instance, would allow him to invite new investors or 
business partners to help fund future expansion. Rick 
formally started his business on May 1. He spent a 
lot of time attracting new customers, and he figured 
he would hire employees as he needed them.

Rick Grime graduated from Texas A&M 
University with a degree in agronomy, and 
for the past few years he has been em-

ployed by a landscape architect in Dallas. Nearly 
every day that Rick went to work, he shared ideas with 
his employer about improving the business. Rick  

Storyline Summary

Taxpayer: Rick Grime

Location: San Antonio, Texas

Family Unmarried
description:

Employment Rick quit his landscaping job in Dallas 
status: and moved to San Antonio to start a 

business as a self-employed landscaper.

to be continued . . .
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1-2 CHAPTER 1 Business Income, Deductions, and Accounting Methods

This chapter describes the process for determining income for businesses. Keep in mind 
that the concepts in this chapter generally apply to all types of tax entities, including sole 
proprietorships (such as Rick’s company, Green Acres), partnerships, entities taxed as 
partnerships (such as LLCs), S corporations, and C corporations.1 Because Rick is a sole 
proprietor, our examples emphasize business income and deductions from his personal 
perspective. Proprietors report business income on Schedule C of their individual income 
tax returns. However, the choice of the organizational form is a complex decision that is 
not described in this chapter.

Schedule C income is subject to both individual income and self-employment taxes. 
Entities, other than sole proprietorships, report income on tax forms separate from the 
owners’ tax returns. For example, partnerships report taxable income on Form 1065, 
S corporations report taxable income on Form 1120S, and C corporations report taxable 
income on Form 1120. Of all these entity types, generally only C corporations pay taxes 
on their income.

BUSINESS GROSS INCOME
In most respects, the rules for determining business gross income are the same as for de-
termining gross income for individuals. Gross income includes “all income from what-
ever source derived.”2 Generally speaking, income from a business includes gross profit 
from inventory sales (sales minus cost of goods sold), income from services provided to 
customers, and income from renting property to customers. Just like individuals, a busi-
ness is allowed to exclude certain types of realized income from gross income, such as 
municipal bond interest.

BUSINESS DEDUCTIONS
Because Congress intended for taxable income to reflect the net increase in wealth from 
a business, it is only fair that a business is allowed to deduct expenses incurred to gener-
ate business income. Typically, Congress provides specific statutory rules authorizing 
deductions. However, as you can see from the following excerpt from §162, the provision 
authorizing business deductions is relatively broad and ambiguous:

There shall be allowed as a deduction all the ordinary and necessary expenses paid or incurred 
during the taxable year in carrying on any trade or business . . .3

Taxpayers can deduct expenses for “trade or business” activities but the law does not de-
fine the phrase “trade or business.”4 However, it is implicit that the primary objective of 
a “business” activity is to make a profit. Thus, the law requires that a business expense be 
made in the pursuit of profit rather than the pursuit of other, presumably personal, 
 motives. When an activity does not meet the “for profit” requirement, it is treated as a 
“hobby” which is an activity motivated by personal objectives.

LO 1-1

1S corporations are treated as flow-through entities (S corporation income is taxed to its owners) while 
C corporations are taxed as separate taxable entities.
2§61(a).
3§162.
4§212 contains a sister provision to §162 allowing deductions for ordinary and necessary expenses incurred 
for the production of income (“investment expenses”) and for the management and maintenance of property 
(including expenses incurred in renting property in situations when the rental activity is not considered to be 
a trade or business). A business activity, sometimes referred to as a trade or business, requires a relatively 
high level of involvement or effort from the taxpayer. Unlike business activities, investments are profit- 
motivated activities that don’t require a high degree of taxpayer involvement or effort.

THE KEY FACTS

Business Expenses
•	 Business expenses must be 

incurred in pursuit of prof-
its, not personal goals.

•	 A deduction must be 
 ordinary and necessary 
 (appropriate and helpful).

•	 Only reasonable amounts 
are allowed as deductions.
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Ordinary and Necessary
Business expenditures must be both ordinary and necessary to be deductible. An ordinary 
expense is an expense that is normal or appropriate for the business under the circum-
stances.5 To be considered ordinary, an expense need not be typical or repetitive in nature. 
For example, a business could deduct the legal fees it expends to defend itself in an antitrust 
suit. Although an antitrust suit would be atypical and unusual for most businesses, defending 
the suit would probably be deemed ordinary because it would be expected under the circum-
stances. A necessary expense is an expense that is helpful or conducive to the business activ-
ity, but the expenditure need not be essential or indispensable. For example, a deduction for 
metric tools would qualify as ordinary and necessary even if there was only a small chance 
that a repairman might need these tools. The “ordinary and necessary” requirements are 
 applied on a case-by-case basis, and while the deduction depends on individual circum-
stances, the IRS is often reluctant to second-guess business decisions. Exhibit 1-1 presents 
examples of expenditures that are ordinary and necessary for typical businesses.

5Welch v. Helvering (1933), 290 US 111.

Example 1-1

Rick	provides	a	small	waiting	room	for	clients.	Rick	paid	$50	for	several	books	to	occupy	clients	while	
waiting	for	appointments.	These	are	hardcover	books	with	photographs	and	illustrations	of	landscape	
designs.	Rick	believes	that	the	books	will	 inspire	new	designs	and	alleviate	boredom	for	potential	
clients.	Can	Rick	deduct	the	$50	cost	as	a	business	expense?

Answer: Yes,	the	$50	is	ordinary	and	necessary.	The	phrase	ordinary and necessary	is	interpreted	as 
helpful or conducive to business activity.	In	Rick’s	situation,	it	seems	highly	unlikely	that	the	IRS	or	a	
court	would	conclude	that	the	cost	of	these	books	is	not	ordinary	and	necessary. 

What if: Suppose	that	Rick’s	hobby	was	pre-Columbian	art.	Would	Rick	be	able	to	deduct	the	cost	of	
a	new	treatise	on	determining	provenance	of	this	art	if	he	placed	this	book	in	his	waiting	room?

Answer: No.	 It	 seems	unlikely	 that	Rick’s	 prospective	 clients	would	 share	Rick’s	 interest	 in	 pre-	
Columbian	art	much	less	how	to	determine	provenance.	Hence,	it	seems	highly	likely	that	the	IRS	or	a	
court	would	conclude	that	Rick	purchased	the	treatise	for	personal	rather	than	business	reasons	and	
that	the	cost	of	this	book	is	not	ordinary	and	necessary.

EXHIBIT 1-1  Examples of Typical Ordinary and Necessary 
Business Expenses

∙ Advertising ∙ Office expenses
∙ Car and truck expenses ∙ Rent
∙ Depreciation ∙ Repairs
∙ Employee compensation and benefits ∙ Supplies
∙ Insurance ∙ Travel
∙ Interest ∙ Utilities
∙ Legal fees ∙ Wages

ETHICS

Sheri	is	an	attorney	who	operates	as	a	sole	prac-
titioner.	Despite	her	busy	schedule,	 in	 the	past	
Sheri	 found	 time	 for	her	 family.	This	year	Sheri	
took	on	two	new	important	clients,	and	she	hired	
a	 personal	 assistant	 to	 help	 her	 manage	 her	
schedule	 and	make	 timely	 court	 filings.	Occa-
sionally,	Sheri	asked	her	assistant	 to	assist	her	
with	 personal	 tasks	 such	 as	 having	 her	 car	

	serviced	or	buying	groceries.	Do	you	think	that	
Sheri	should	treat	her	assistant’s	entire	salary	as	
a	business	expense?	Would	your	answer	be	any	
different	if	personal	assistants	were	to	commonly	
perform	these	tasks	for	other	busy	professionals,	
such	as	corporate	executives	and	accountants?	
How	would	the	cost	of	a	personal	assistant	differ	
from	the	cost	of	having	groceries	delivered?
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1-4 CHAPTER 1 Business Income, Deductions, and Accounting Methods

Reasonable in Amount
Ordinary and necessary business expenses are deductible only to the extent they are 
 reasonable in amount. The courts have interpreted this requirement to mean that an ex-
penditure is not reasonable when it is extravagant or exorbitant.6 If the expenditure is 
 extravagant in amount, the courts presume the excess amount is spent for personal rather 
than business reasons and is not deductible.

Determining whether an expenditure is reasonable is not an exact science, and not 
surprisingly, taxpayers and the IRS may have different opinions. Generally, the courts and 
the IRS test for extravagance by comparing the amount of the expense to a market price 
or an arm’s length amount. An amount is reasonable if it is within the range of amounts 
typically charged in the market by unrelated persons. When an amount exceeds this range, 
the underlying issue becomes why a profit-motivated taxpayer would make an excessive 
payment. Hence, reasonableness is most likely to be an issue when a payment is made to 
an individual related to the taxpayer or when the taxpayer enjoys some incidental benefit 
from the expenditure.

During	the	busy	part	of	the	year,	Rick	could	not	keep	up	with	all	the	work.	Therefore,	he	hired	four	part-
time	employees	and	paid	them	the	market	rate	of	$10	an	hour	to	mow	and	trim	lawns.	When	things	
finally	slowed	down	in	late	fall,	Rick	released	his	four	part-time	employees.	Rick	paid	a	total	of	$22,000	
in	compensation	to	the	four	employees. 
	 Rick	still	needed	some	extra	help	now	and	then,	so	he	hired	his	brother,	Tom,	on	a	part-time	basis.	
Tom	performed	the	same	duties	as	the	prior	part-time	employees.	However,	Rick	paid	Tom	$25	per	
hour	because	Tom	is	a	college	student	and	Rick	wanted	to	provide	some	additional	support	for	Tom’s	
education.	At	year-end,	Tom	had	worked	a	total	of	100	hours	and	received	$2,500	from	Rick.	What	
amount	can	Rick	deduct	for	the	compensation	he	paid	to	his	employees?

Answer: $23,000.	Rick	can	deduct	the	entire	$22,000	paid	to	the	four	part-time	employees.		However,	
he	can	only	deduct	$10	an	hour	for	Tom’s	compensation	because	the	extra	$15	per	hour	Rick	paid	
Tom	is	unreasonable	in	amount.7	The	remaining	$15	per	hour	is	considered	a	personal	(nondeduct-
ible)	gift	from	Rick	to	Tom.	Hence,	Rick	can	deduct	a	total	of	$23,000	for	compensation	expense	this	
year	[$22,000	+	($10	×	100)].

What if: Suppose	that	Tom	was	able	to	mow	twice	as	many	lawns	as	other	employees	in	the	same	
amount	of	 time	and	also	provide	 the	same	quality	of	work.	What	 is	 the	deductible	amount	of	 the	
$2,500	under	these	circumstances?

Answer: $2,000.	Rick	can	now	deduct	an	additional	$1,000	because	Tom’s	quality	of	work	justifies	
twice	the	salary	paid	to	other	employees.

Example 1-2

6§162(a) and Comm. v. Lincoln Electric Co. (CA-6, 1949), 176 F.2d 815.
7In practice, this distinction is rarely cut and dried. Rick may be able to argue for various reasons that  
Tom’s work is worth more than $10 an hour but perhaps not as much as $25 per hour. We use this example  
to  illustrate the  issue of reasonable expenses and not to discuss the merits of what actually is reasonable 
 compensation to Tom.

TAXES IN THE REAL WORLD Web Sales and the Cohan Rule

Thomas	 began	 collecting	 coins	 in	 1958	 and	
later	 inherited	 his	 father’s	 coin	 collection.	He	
wasn’t	 employed	during	2013,	 so	he	actively	
engaged	 in	 buying	 and	 selling	 coins	 and	 re-
lated	 items	 (such	 as	 silver	 ingots	 and	 items	
issued	 by	 the	 Franklin	 Mint)	 on	 eBay	 using		
PayPal.	At	year-end,	PayPal	filed	a	Form	1099-K	
reporting	sales	of	$37,013	by	Thomas	during	
2013.	However,	Thomas	failed	to	report	these	

sales	on	his	return,	and	because	he	didn’t	 re-
port	these	sales,	Thomas	also	didn’t	claim	the	
costs	he	incurred	in	making	his	eBay	sales.	The	
IRS	 subsequently	 assessed	 a	 tax	 deficiency	
of	 $12,905	 based	 on	 unreported	 income		
of	$37,013.

The	 law	 generally	 requires	 the	 Tax	 Court		
to	 presume	 that	 the	 deficiency	 determined	 by	
the	 IRS	 is	correct,	and	hence,	Thomas	had	 the	
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CHAPTER 1 Business Income, Deductions, and Accounting Methods 1-5

LIMITATIONS ON BUSINESS DEDUCTIONS
For a variety of reasons, Congress specifically prohibits or limits a business’s ability to 
deduct certain expenditures that appear to otherwise meet the general business expense 
deductibility requirements.

Expenditures against Public Policy
Businesses occasionally incur fines and penalties and may even pay illegal bribes and 
kickbacks. However, these payments are not deductible for tax purposes.8 Congress disal-
lows these expenditures under the rationale that allowing them would subsidize illegal 
activities and frustrate public policy. Interestingly enough, businesses conducting an 
 illegal activity (selling stolen goods or conducting illegal gambling) are allowed to offset 
gross income with the cost of the illegal goods (the cost of goods sold) and deduct other 
ordinary and necessary business expenses incurred in conducting the illegal business 
 activity. However, they are not allowed to deduct fines, penalties, bribes, or illegal 
 kickbacks.9 Of course, the IRS is probably more concerned that many illegal businesses 
fail to report any income than that illegal businesses overstate deductions.10

LO 1-2

	burden	of	proving	it	wrong.	At	trial	the	IRS	con-
ceded	that	Thomas	was	engaged	in	a	“trade	or	
business”	with	 the	 intent	 to	earn	a	profit.	How-
ever,	Thomas	was	still	 required	 to	substantiate	
expenses	 for	 any	 deductions	 by	 producing		
records	sufficient	to	enable	the	court	to	determine	
the	 correct	 tax	 liability.	 Unfortunately,	 Thomas	
	maintained	no	records	of	any	kind	to	establish	his	
cost	or	other	bases	in	the	coins	and	related	items	
that	he	sold	on	eBay.

Despite	a	continuance	at	 trial,	Thomas	was	
unable	to	present	any	documentation	to	estab-
lish	his	cost	of	goods.	Rather,	he	submitted	eBay	
records	of	his	sales	and	coin	catalogs	 tracking	
the	market	prices	during	2010–2013.	Thomas	
testified	 that	he	 turned	over	his	 inventory	 fairly	
quickly	 and	 the	 sales	 records	 provided	 some	
support	 for	 this	contention.	On	 the	other	hand,	
Thomas	also	sold	some	of	the	coins	he	had	pre-
viously	collected	or	inherited.

If	 a	 taxpayer	 with	 inadequate	 business		
records	testifies	credibly	that	he	incurred	certain	
expenses,	under	the	Cohan	rule	the	Court	can	
estimate	 the	 amount	 of	 deductions.	 This	 rule	

originated	with	George	M.	Cohan,	who	was	a	
Broadway	star	 in	the	early	1900s.	He	was	au-
dited	by	the	IRS,	which	disallowed	many	of	his	
business-	and	entertainment-related	expenses.	
The	 IRS	 argued	 that	 without	 receipts,	 the	
	expenses	were	nondeductible	despite	Cohan’s	
credible	 testimony	 in	 court.	 The	 2nd	 Circuit	
Court	of	appeals	agreed	with	Cohan	and	forced	
the	 IRS	 to	 accept	 estimates	 of	 his	 expenses.	
(See	 Cohan v. Commissioner,	 39	 F.	 2d	 540	
[2d	Cir.	1930].)

Under	 the	Cohan	 rule,	 the	Court	 is	 not	 re-
quired	to	guess	at	a	number	but	must	have	some	
basis	for	an	estimate.	In	Thomas’s	case,	the	Tax	
Court	evaluated	his	testimony	and	decided	that	
Thomas	 substantiated	 a	 cost	 of	 goods	 sold	of	
$12,000	(a	nice	round	number)	and	expense	de-
ductions	 of	 $4,430	 for	 PayPal	 fees,	 Internet	
charges,	and	postage.	As	a	side	note,	Thomas	
was	also	assessed	an	accuracy-related	penalty	
because	he	did	not	make	a	good-faith	effort	to	
determine	his	tax	correctly.

Source: Thomas R. Huzella,	TC	Memo	2017–20.

THE KEY FACTS

Limitations on Business 
Deductions

•	 No business deductions 
are allowable for 
 expenditures that are 
against public policy 
(bribes) or are political 
contributions.

•	 Expenditures that benefit 
a period longer than 
12 months generally  
must be capitalized.

•	 No deductions are allow-
able for expenditures 
 associated with the 
 production of tax-exempt 
income.

•	 Personal expenditures are 
not deductible.

8§162(c) and Reg. §1.162-21. This prohibition applies to fines and penalties imposed by a government or 
governmental unit unless the taxpayer establishes that the payment is either restitution, remediation, or re-
quired to come into compliance with the law. Fines and penalties imposed by other organizations, such as a 
fine levied by NASCAR or the NFL, would be fully deductible if the payment otherwise qualified as an  
ordinary and necessary business expense.
9Comm. v. Sullivan (1958), 356 US 27. In addition, no deduction is  allowed for any settlement, payout, or  
attorney fees related to sexual harassment or abuse if the payments are subject to a nondisclosure agreement.
10§280E explicitly prohibits drug dealers from deducting any business expenses associated with this 
 “business” activity. However, drug dealers are able to deduct cost of goods sold because cost of goods  
sold is technically a reduction in gross income and not a business expense. See Reg. §1.61-3(a).
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1-6 CHAPTER 1 Business Income, Deductions, and Accounting Methods

Political Contributions and Lobbying Costs
Perhaps to avoid the perception that the federal government subsidizes taxpayer efforts to 
influence politics, the tax laws prohibit deductions for political contributions and most 
lobbying expenses.11

In	July,	the	city	fined	Rick	$200	for	violating	the	city’s	watering	ban	when	he	watered	a	newly	installed	
landscape.	Later,	Rick	donated	$250	to	the	mayor’s	campaign	for	reelection.	Can	Rick	deduct	these	
expenditures?

Answer: No.	Rick	cannot	deduct	either	the	fine	or	the	political	contribution	as	a	business	expense	
because	the	tax	laws	specifically	prohibit	deductions	for	these	expenditures.

Example 1-3

11§162(e).
12Reg. §1.263(a)-2(d)(4). The act of recording the asset is sometimes referred to as capitalizing the 
 expenditure.
13Reg. §1.263(a)-4(b). The extent to which expenditures for intangible assets must be capitalized is  explored 
in Indopco v. Comm. (1992), 503 US 79.
14See §195, §197, and §248 for provisions that allow taxpayers to amortize the cost of certain intangible 
 assets such as start-up costs and goodwill.

Capital Expenditures
Whether a business uses the cash or the accrual method of accounting, it must capitalize 
expenditures for tangible assets such as buildings, machinery and equipment, furniture and 
fixtures, and similar property that have useful lives of more than one year (12 months).12 
For tax purposes, businesses either recover the cost of capitalized tangible assets (other 
than land) by immediate expensing (when allowed by law) or through depreciation.

Businesses also capitalize the cost to create or acquire intangible assets such as pat-
ents, goodwill, start-up costs, and organizational expenditures.13 They recover the costs of 
capitalized intangible assets either through amortization (when the tax laws allow them to 
do so) or upon disposition of the assets.14 Prepaid expenses are also subject to capitaliza-
tion, but there is a special exception that we discuss under accounting methods later in 
this chapter.

Expenses Associated with the Production of Tax-Exempt Income
Expenses that generate tax exempt income are not allowed to offset taxable income. 
For example, this restriction disallows interest expense deductions for businesses that 
borrow money and invest the loan proceeds in municipal (tax-exempt) bonds. It also dis-
allows deductions for life insurance premiums businesses pay on policies that cover the 
lives of officers or other key employees and compensate the business for the disruption 
and lost income related to a key employee’s death. Because the death benefit from the life 
insurance policy is not taxable, a business is not allowed to deduct the insurance premium 
expense associated with this nontaxable income.

Rick	employs	Joan,	an	arborist	who	specializes	in	trimming	trees	and	treating	local	tree	ailments.	Joan	
generates	a	great	deal	of	revenue	for	Rick’s	business,	but	she	is	in	her	mid-60s	and	suffers	from	MS.	
In	November,	Rick	purchased	a	“key	employee”	term	life-insurance	policy	on	Joan’s	life.	Rick	paid	
$720	in	premiums	for	a	policy	that	pays	Rick	(Green	Acres)	a	$20,000	death	benefit	if	Joan	passes	
away	during	the	next	12	months.	Can	Rick	deduct	the	life	insurance	premium?

Example 1-4
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Personal Expenditures
Taxpayers are not allowed to deduct personal expenses unless the expenses are 
 “expressly” authorized by a provision in the law.15 While the tax laws do not expressly 
define what constitutes a personal expense, the statute identifies “personal, living, or 
family expenses” as nondeductible examples. Hence, at a minimum, the costs of food, 
clothing, and shelter are assumed to be personal and nondeductible. Of course, there are 
the inevitable exceptions when otherwise personal items are specially adapted to business 
use. For example, taxpayers may deduct the cost of uniforms or special clothing they 
purchase for use in their business, if the clothing is not appropriate to wear as ordinary 
clothing outside the place of business. However, when the clothing is adaptable as 
 ordinary clothing, the cost of the clothing is a nondeductible personal expenditure.

Answer: No.	Rick	cannot	deduct	 the	$720	premium	on	the	 life	 insurance	policy	because	the	 life	
	insurance	proceeds	from	the	policy	are	tax-exempt.

What if: Suppose	Rick	purchased	the	life	insurance	policy	on	Joan’s	life	and	allowed	Joan	to	name	
the	beneficiary.	Again	Rick	paid	a	$720	premium	for	a	policy	that	pays	the	beneficiary	a	$20,000	
death	benefit	if	Joan	dies	in	the	next	12	months.	What	amount	of	life	insurance	policy	premium	can	
Rick	deduct?

Answer: $720.	 In	 this	scenario,	Rick	can	deduct	 the	entire	premium	of	$720	as	a	compensation	
	expense	because	the	benefit	of	the	policy	inures	to	Joan	(she	names	the	beneficiary),	and	not	to	Rick’s	
business.

15§262(a).

Example 1-5

Rick	spent	$500	to	purchase	special	coveralls	that	identify	his	landscaping	service	and	provide	a	pro-
fessional	 appearance.	 How	 much	 of	 the	 cost	 for	 the	 clothing	 can	 Rick	 deduct	 as	 a	 business	
expense?

Answer: $500.	While	the	cost	of	clothing	is	inherently	personal,	Rick	can	deduct	the	$500	cost	of	
the	coveralls	because,	due	to	the	design	and	labeling	on	the	coveralls,	they	are	not	suitable	for	
	ordinary	use.

Many business owners, particularly small business owners such as sole proprietors, 
may be tempted to use business funds to pay for items that are entirely personal in nature. 
For example, a sole proprietor could use the business checking account to pay for family 
groceries. These expenditures, even though funded by the business, are not deductible.

Educational expenses constitute another exception. Expenditures made by a taxpayer 
for business education, including tuition and books, may be motivated by business aspira-
tions. However, educational expenditures are not deductible as business expenses unless 
the taxpayer is self-employed and the education maintains or improves skills required by 
the individual in an existing trade or business. Education expenses necessary to meet 
minimum requirements for an occupation are not deductible. For example, tuition pay-
ments for courses to satisfy the education requirement to sit for the CPA exam are not 
deductible. These courses would qualify the taxpayer for a new trade or business rather 
than improving his skills in an existing trade or business. 

Mixed-Motive Expenditures
Business owners in general, and owners of small or closely held businesses in particular, 
often make expenditures that are motivated by both business and personal concerns. 
These mixed-motive expenditures are of particular concern to lawmakers and the IRS 
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1-8 CHAPTER 1 Business Income, Deductions, and Accounting Methods

because of the tax incentive to disguise nondeductible personal expenses as deductible busi-
ness expenses. Thus, deductions for business expenditures accompanied by personal bene-
fits are closely monitored and restricted. The rules for determining the amount of deductible 
mixed-motive expenditures depend on the type of expenditure. The most common restric-
tions determine the deductible portion of mixed-motive expenditures for meals, travel and 
transportation, and the use of property for both business and personal purposes.

Entertainment and Meals Entertainment expenses are generally not deductible as 
business expenses. However, certain entertainment expenses are deductible. For example, 
entertainment expenses primarily for the benefit of the taxpayer’s employees and entertain-
ment expenses designed as compensation are deductible as business expenses. Because 
everyone needs to eat, even business meals contain a significant personal element. To allow 
for this personal element, taxpayers may deduct only 50 percent of actual business meals.16

To deduct any portion of the cost of food or beverages (a meal) as a business ex-
pense: (1) the meal must be ordinary and necessary under the circumstances, (2) the 
amount must be reasonable (not extravagant), (3) the taxpayer (or an employee) must be 
present when the meal is furnished, (4) the meal must be provided to a current or poten-
tial client or business contact, and (5) if the meal is provided during or at an entertain-
ment activity, the meal must be purchased separately from the entertainment and the cost 
stated separately on invoices or receipts.17

Rick	went	out	to	dinner	with	prospective	clients	to	discuss	Rick’s	ideas	for	landscaping	several	busi-
ness	properties.	After	dinner,	Rick	and	the	prospective	clients	attended	the	theater.	Rick	paid	$540	for	
the	meal	and	$850	for	 the	tickets,	amounts	 that	were	reasonable	under	 the	circumstances.	What	
amount	of	these	expenditures	can	Rick	deduct	as	a	business	expense?

Answer: Rick	can	deduct	$270	[$540	×	50%]	as	a	business	expense	if	the	meal	was	not	lavish	and	
the	expenditure	was	separate	from	the	cost	of	the	tickets.	The	cost	of	the	tickets	to	the	theater	is	a	
nondeductible	entertainment	expense.

What if: Suppose	that	Rick	did	not	discuss	business	with	the	clients	either	before,	during,	or	after	the	
meal.	What	amount	of	the	expenditures	can	Rick	deduct	as	a	business	expense?

Answer: $270.	Business	discussions	are	not	required	in	order	to	deduct	part	of	the	cost	of	meals	per	
the	five	deduction	requirements	listed	above.

Example 1-6

16§§274(k) and (n) provide these restrictions. This section also provides some exceptions to the 50 percent re-
duction for meals, such as meals provided as employee compensation. Taxpayers can also use a per diem rate 
(an automatic, flat amount per meal) in lieu of actual expenditures to determine the amount of the deduction.
17In Notice 2018-76.
18This mileage rate is updated periodically (sometimes more than once a year) to reflect changes in the cost 
of operating a vehicle. Once a taxpayer uses the mileage rate for determining the cost of using an automobile, 
the taxpayer is not allowed to switch to the actual cost method.

Travel and Transportation Under certain conditions, sole proprietors and self- 
employed taxpayers may deduct the cost of travel and transportation for business pur-
poses. Transportation expenses relate to the direct cost of transporting the taxpayer to and 
from business sites. However, the cost of commuting between the taxpayer’s home and 
regular place of business is personal and, therefore, not deductible. If the taxpayer uses a 
vehicle for business, the taxpayer can deduct the costs of operating the vehicle plus depre-
ciation on the vehicle’s tax basis. Alternatively, in lieu of deducting these costs, the tax-
payer may simply deduct a standard amount for each business mile driven. The standard 
mileage rate represents the per-mile cost of operating an automobile (including deprecia-
tion or lease payments).18 For 2019, the standard mileage rate has been set at 58 cents per 
mile. To be deductible, the transportation must be for business reasons. If the transporta-
tion is primarily for personal purposes, the cost is not deductible. 

THE KEY FACTS

Mixed-Motive 
Expenditures

•	 Special limits are imposed 
on expenditures that have 
both personal and busi-
ness benefits.

•	 Entertainment expenses 
are generally not 
deductible.

•	 Only 50 percent of  
business meals are 
deductible.

•	 Contemporaneous  
written records of business 
purpose are required.
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In contrast to transportation expenses, travel expenses are only deductible if the tax-
payer is away from home overnight while traveling. This distinction is important because, 
besides the cost of transportation, the deduction for travel expenses includes the cost of 
meals (limited to 50 percent), lodging, and incidental expenses. A taxpayer is considered 
to be away from home overnight if the travel is away from the primary place of business 
and of sufficient duration to require sleep or rest (typically this will be overnight).

When a taxpayer travels solely for business purposes, all of the costs of travel are 
deductible (but only 50 percent of meals). When the travel has both business and per-
sonal aspects, the deductibility of the transportation costs depends upon whether busi-
ness is the primary purpose for the trip. If the primary purpose of a trip is business, the 
transportation costs are fully deductible, but meals (50 percent), lodging, and incidental 
expenditures are limited to those incurred during the business portion of the travel.19 If 
the taxpayer’s primary purpose for the trip is personal, the taxpayer may not deduct any 
transportation costs to arrive at the location but may deduct meals (50 percent), lodg-
ing, transportation, and incidental expenditures for the business portion of the trip. The 
primary purpose of a trip depends upon facts and circumstances and is often the subject 
of dispute.

The rule for business travel is modified somewhat if a trip abroad includes both busi-
ness and personal activities. Like the rule for domestic travel, if foreign travel is primarily 
for personal purposes, then only those expenses directly associated with business activi-
ties are deductible. However, unlike the rule for domestic travel, when foreign travel is 
primarily for business purposes, a portion of the round-trip transportation costs is not 
deductible. The nondeductible portion is typically computed based on a time ratio such as 
the proportion of personal days to total days (travel days count as business days).20

19Note that travel days are considered business days. Also, special limitations apply to a number of travel ex-
penses that are potentially abusive, such as luxury water travel, foreign conventions, conventions on cruise 
ships, and travel expenses associated with taking a companion.
20Foreign transportation expense is deductible without prorating under special circumstances authorized in 
§274(c). For example, the cost of getting abroad is fully deductible if the travel is for one week or less or if 
the personal activity constitutes less than one-fourth of the travel time.

Example 1-7

Rick	decided	to	lease	an	SUV	to	drive	between	his	shop	and	various	work	sites.	Rick	carefully	docu-
ments	the	business	use	of	the	SUV	(8,100	miles	this	year)	and	his	operating	expenses	($5,335	this	
year,	including	$3,935	for	gas,	oil,	and	repairs	and	$1,400	for	lease	payments).	At	no	time	does	Rick	
use	the	SUV	for	personal	purposes.	What	amount	of	these	expenses	may	Rick	deduct	as	business	
expenses?

Answer: $5,335.	Since	Rick	uses	the	SUV	in	his	business	activities,	he	can	deduct	(1)	the	$5,335	cost	
of	operating	and	leasing	the	SUV	or	(2)	$4,698 for	the	8,100	business	miles	driven	this	year	(58	cents	
per	mile	×	8,100	miles).	Assuming	Rick	chooses	to	deduct	operating	expenses	and	lease	payments	in	
lieu	of	using	the	mileage	rate,	he	can	deduct	$5,335.	Once	Rick	chooses	his	method	of	computing	
business	auto	expenses,	he	cannot	later	switch	methods.

Example 1-8

Rick	paid	a	$300	registration	fee	for	a	three-day	course	in	landscape	design.	The	course	was	held	in	
upstate	New	York	(Rick	paid	$700	for	airfare	to	attend)	and	he	spent	four	days	away	from	home.	He	
spent	the	last	day	sightseeing.	During	the	trip,	Rick	paid	$150	a	night	for	three	nights’	lodging,	$50	a	
day	for	meals,	and	$70	a	day	for	a	rental	car.	What	amount	of	these	travel-related	expenditures	may	
Rick	deduct	as	business	expenses?	

(continued on page 1-10)
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1-10 CHAPTER 1 Business Income, Deductions, and Accounting Methods

Property Use Several types of property may be used for both business and personal 
purposes. For example, business owners often use automobiles, computers, or cell phones 
for both business and personal purposes.21 However, because expenses relating to these 
assets are deductible only to the extent the assets are used for business purposes,  taxpayers 

Answer: $1,435	for	business	travel	and	$300	for	business	education.	The	primary	purpose	for	the	trip	
appears	 to	be	business	because	Rick	spent	 three	days	on	business	activities	versus	one	day	on	
	personal	activities.	He	can	deduct	travel	costs,	computed	as	follows:

Deductible Travel Costs

Description Amount Explanation

Airfare $			 700 Primary	purpose	is	business
Lodging  	 	 450 3	business	days	×	$150	a	day
Meals  	 	 	 75 3	business	days	×	$50	a	day	×	50%	limit
Rental	car      210 3	business	days	×	$70	a	day
Total business travel expenses $			1,435

What if: Assume	Rick	stayed	in	New	York	for	10	days,	spending	3	days	at	the	seminar	and	7	days	
sightseeing.	What	amount	could	he	deduct?

Answer: In	this	scenario	Rick	can	deduct	$735	for	business	travel	and	$300	for	business	education.	
Rick	would	not	be	able	to	deduct	the	$700	cost	of	airfare	because	the	trip	is	primarily	personal,	as	evi-
denced	by	the	seven	days	of	personal	activities	compared	to	only	three	days	of	business	activities.

Deductible Travel Costs

Description Amount Explanation

Airfare $	 	0 Primary	purpose	is	personal
Lodging  	450 3	business	days	×	$150	a	day
Meals  	 	75 3	business	days	×	$50	a	day	×	50%	limit
Rental	car   210 3	business	days	×	$70	a	day
Total business travel expenses $735

What if: Assume	the	original	facts	in	the	example	except	Rick	traveled	to	London	(rather	than	upstate	
New	York)	for	10	days,	spending	6	days	at	the	seminar	and	4	days	sightseeing.	What	amount	could	he	
deduct?

Answer: In	this	scenario	Rick	can	deduct	$1,890	for	travel	(computed	below)	and	$300	for	business	
education.

Deductible Travel Costs

Description Amount Explanation

Airfare	to	London $	 420 6	business	days/10	total	days	×	$700
Lodging	in	London  	 	 900 6	business	days	×	$150	a	day
Meals  	 	 150 6	business	days	×	$50	a	day	×	50%	limit
Rental	car      420 6	business	days	×	$70	a	day
Total business travel expenses $1,890

Rick	is	allowed	to	deduct	$420	of	the	$700	airfare	(60	percent)	because	he	spent	6	of	the	10	days	on	
the	trip	conducting	business	activities.

21These types of assets are referred to as “listed property.” However, cell phones and computers are 
 specifically exempted from the definition of listed property [§280F(d)(4)(A)], as amended by the 2010  
Small Business Act §2043(a).
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CHAPTER 1 Business Income, Deductions, and Accounting Methods 1-11

must allocate the expenses between the business and personal use portions. For example, 
if a full year’s expense for a business asset is $1,000, but the asset is only used for busi-
ness purposes 90 percent of the time, then only $900 of expense can be deducted 
($1,000 × 90%).

22§274 requires substantiation of all elements of travel, including sufficient corroborating evidence. Although 
there are a few exceptions to this rule, approximations and estimates are generally not sufficient. Also, taxpay-
ers must maintain records to deduct the business portion of mixed-use assets such as cars used for both busi-
ness and personal purposes. Note that when the taxpayer is unable to substantiate other deductions, the court 
may estimate the deductible amount under the Cohan rule [George Cohan v. Com., (1930, CA2), 39 F2d 540].
23Adjusted taxable income of the taxpayer cannot be less than zero. Under §163(j) the interest expense disal-
lowance is determined at the filer level but special rules apply to pass-through entities. For years after 2021, 
adjusted taxable income is not reduced for depreciation, amortization, and depletion.

Example 1-9

Rick	occasionally	uses	his	personal	auto	(a	BMW)	to	drive	to	interviews	with	prospective	clients	and	to	
drive	back	and	forth	between	his	shop	and	various	work	sites.	This	year	Rick	carefully	recorded	that	
the	BMW	was	driven	750	miles	for	business	activities	and	15,000	miles	in	total.	What	expenses	associ-
ated	with	the	BMW	may	Rick	deduct	if	Rick	incurred	$6,120	in	operating	costs	for	his	BMW?

Answer: $306.	Rick	can	deduct	the	business	portion	(of	his	total	operating	costs	based	upon	the	
percentage	of	business	miles	driven	to	total	miles	driven	[750	business	miles/15,000	total	miles]).	
Hence,	Rick	will	deduct	5	percent	of	$6,120	or	$306	as	business	travel.

Record Keeping and Other Requirements Because distinguishing business pur-
poses from personal purposes is a difficult and subjective task, the tax laws include provi-
sions designed to help the courts and the IRS determine the business element of 
mixed-motive transactions. Under these provisions, taxpayers must maintain specific, 
written, contemporaneous records (of time, amount, and business purpose) for mixed-
motive expenses. For example, 50 percent of the cost of business meals is deductible but 
only if the taxpayer can properly document the five requirements described above.22

Limitation on Business Interest Deductions
Starting in 2018 Congress limits the deduction of interest paid or accrued on indebted-
ness allocable to a trade or business. The purpose of this limitation is to limit the extent 
to which a business utilizes debt to avoid income taxes. However, the limit applies only to 
taxpayers with average annual gross receipts in excess of $26 million for the prior three 
taxable years.

Specifically, business interest is defined as an amount that is paid, received, or ac-
crued as compensation for the use or forbearance of money under the terms of an instru-
ment or contractual arrangement. The amount of the deduction is, in general, limited to 
the sum of (1) business interest income and (2) 30 percent of the adjusted taxable income 
of the taxpayer for the taxable year. As a matter of equity, Congress allows business interest 
deductions to offset business interest income. The latter is defined as the amount of inter-
est income includible in gross income which is properly allocable to a trade or business.

Adjusted taxable income represents all of the other taxable income allocable to the 
business activity. This income is defined as taxable income of the taxpayer computed 
without regard to (1) any item of income, gain, deduction, or loss which is not properly 
allocable to a trade or business; (2) any business interest expense or business interest in-
come; (3) the amount of any net operating loss deduction; and (4) deductions allowable 
for depreciation, amortization, or depletion.23

THE KEY FACTS

Business Interest 
Limitation

•	 The deduction of business 
interest expense is limited 
to business interest in-
come plus 30 percent of 
the business’s adjusted 
taxable income for taxpay-
ers with average annual 
gross receipts in excess  
of $26 million.

•	 Adjusted taxable income  
is taxable income allocable 
to the business computed 
without interest income 
and before depreciation 
and interest expense 
deductions.

•	 Disallowed business 
 interest expense can be 
carried forward indefinitely.
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1-12 CHAPTER 1 Business Income, Deductions, and Accounting Methods

When computing the limit, business interest expense does not include investment 
interest expense, and business interest income does not include investment income. For 
example, business interest expense would include interest paid on a loan used to purchase 
business equipment, but it would not include interest paid on a loan to purchase stock for 
investment purposes. The amount of any business interest expense not allowed as a de-
duction for any taxable year is carried forward indefinitely. If the average gross receipts 
of the business in any given year falls below a three-year average of $26 million indexed 
for inflation, then the interest (including any carryforwards) become fully deductible 
(no longer subject to the business interest limitation).

What if: Suppose	that	at	the	beginning	of	the	year	Rick	borrowed	$300,000	to	provide	liquidity	for	
starting	up	Green	Acres.	 Suppose	 further	 that	 at	 year-end	Rick	 had	 reported	$9,000	 in	 interest	
expense	on	the	business	loan.	In	addition,	Green	Acres	reported	$70,000	of	revenue	from	services	
and	incurred	$47,000	of	deductible	expenses	(other	than	interest	expense).	The	deductible	expenses	
included	$5,000	of	depreciation.	What	amount	of	interest	can	Rick	deduct	as	a	business	expense	for	
Green	Acres?

Answer: $9,000.	Green	Acres	 is	not	subject	 to	 the	business	 interest	expense	 limitation	because	
Rick’s	gross	receipts	do	not	exceed	the	$26	million	average	gross	receipts	test.

What if: Suppose	the	interest	expense	limitation	applies	to	Green	Acres.	What	amount	of	business	
interest	expense	could	Rick	deduct	for	Green	Acres?

Answer: $8,400.	Green	Acres	generated	$28,000	of	adjusted	 taxable	 income.	Adjusted	 taxable	
income	is	the	amount	of	revenue	less	expense	before	interest	and	depreciation	($70,000	−	$42,000).	
The	2019	business	interest	limitation	is	30	percent	of	the	adjusted	taxable	income	or	$8,400.	The	
$600	of	disallowed	interest	from	2019	is	carried	over	to	2020.

Example 1-10

What if: Assume	that	in	late	October,	Rick	purchased	a	used	trailer	to	transport	equipment	to	work	
sites.	Rick	bought	the	trailer	for	what	he	thought	was	a	bargain	price	of	$1,000.	However,	shortly	after	
Rick	acquired	it,	the	axle	snapped	and	was	not	repairable.	Rick	was	forced	to	sell	the	trailer	to	a	parts	
shop	for	$325.	What	amount	can	Rick	deduct	as	a	loss	from	the	trailer	sale?

Answer: $675	is	deductible	as	a	business	loss	because	the	trailer	was	a	business	asset.	The	loss	is	
calculated	as	the	amount	realized	of	$325	minus	adjusted	basis	of	$1,000.	(Note	that	Rick	is	not	al-
lowed	to	deduct	depreciation	on	the	trailer	because	he	disposed	of	it	in	the	same	year	he	acquired	it.)

Example 1-11

SPECIFIC BUSINESS DEDUCTIONS
As we discussed above, the tax code provides general guidelines for determining whether 
business expenditures are deductible. We learned that to be deductible, business expendi-
tures must be ordinary, necessary, and reasonable in amount. In some cases, however, the 
tax laws identify specific items businesses are allowed to deduct. We discuss several of 
these deductions below.

Losses on Dispositions of Business Property
Businesses are generally allowed to deduct losses incurred when selling or disposing of 
business assets.24 The calculation of losses from business property dispositions can be 
complex, but the main idea is that businesses realize and recognize a loss when the asset’s 
tax basis exceeds the sale proceeds.

LO 1-3

24In most circumstances businesses may not deduct losses on assets sold to related persons. We describe who 
qualifies as a related person later in this chapter.
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CHAPTER 1 Business Income, Deductions, and Accounting Methods 1-13

Business Casualty Losses
Businesses can incur losses when their assets are stolen, damaged, or completely de-
stroyed by a force outside the control of the business. These events are called casualties.25 
Businesses may deduct casualty losses in the year the casualty occurs or, in the case of 
theft, the year the theft is discovered. The amount of the loss deduction depends on 
whether the asset is completely destroyed or only partially destroyed. When its asset is 
completely destroyed (or stolen), the business calculates the loss by substituting the insur-
ance proceeds, if any, for the amount realized. That is, the loss is the amount of insurance 
proceeds minus the adjusted tax basis of the asset. If the asset is damaged but not com-
pletely destroyed, the amount of the loss is the amount of the insurance proceeds minus 
the lesser of (1) the asset’s adjusted tax basis or (2) the decline in the value of the asset 
due to the casualty. For individuals, business casualty losses and casualty losses associ-
ated with rentals and royalties are deducted for AGI.

25Casualties are unexpected events driven by forces outside the control of the taxpayer that damage or destroy 
a taxpayer’s property. §165 lists “fire, storm, and shipwreck” as examples of casualties.
26§443. Discussion of tax consequences associated with these short years is beyond the scope of this text.

ACCOUNTING PERIODS
After identifying a business’s taxable income and deductible business expenses, it is nec-
essary to identify the period in which income and deductions are to be measured. Busi-
nesses must report their income and deductions over a fixed accounting period or tax 
year. A full tax year consists of 12 full months. A tax year can consist of a period less 
than 12 months (a short tax year) in certain circumstances. For instance, a business may 
report income for such a short year in its first year of existence (for example, it reports 
income on a calendar year-end and starts business after January 1) or in its final year of 
existence (for example, a calendar-year business ends its business before December 31). 
Short tax years in a business’s initial or final year are treated the same as full years. A 
business also may have a short year when it changes its tax year, and this can occur when 
the business is acquired by new owners. In these situations, special rules may apply for 
computing the tax liability of the business.26

There are three types of tax years, each with different year-ends:

 1. A calendar year ends on December 31.
 2. A fiscal year ends on the last day of a month other than December.
 3. A 52/53-week year. This is a fiscal year that ends on the same day of the week that 

is the last such day in the month or on the same day of the week nearest the end of 

LO 1-4

Example 1-12

What if: Suppose	Rick	acquires	business	equipment	 this	year	 for	$5,000	but	a	 fire	damages	the	
equipment	shortly	after	it	is	acquired	and	before	it	can	be	placed	in	service.	After	the	fire	the	equip-
ment	was	worth	$3,500	and	insurance	reimbursed	Rick	for	$1,000.	What	would	be	the	amount	of	his	
business	casualty	loss?

Answer: $500.	The	loss	is	the	insurance	proceeds	($1,000)	reduced	by	the	lesser	of	the	decline	in	
value,	$1,500	(computed	as	$5,000	− $3,500)	or	the	adjusted	basis,	$5,000.	The	calculation	follows:

Insurance	proceeds	 $ 	1,000
Minus	adjusted	tax	basis	  −1,500
Casualty loss deduction $   (500)

What if: Suppose	that	the	fire	completely	destroyed	the	equipment.	What	would	be	the	amount	of	
Rick’s	business	casualty	loss?

Answer: $4,000.	The	loss	is	the	insurance	proceeds	($1,000)	reduced	by	the	adjusted	basis,	$5,000. 

THE KEY FACTS

Accounting Periods
•	 Individuals and proprietor-

ships generally account for 
income using a calendar 
year-end.

•	 Corporations are allowed  
to choose a fiscal year.

•	 Partnerships and other 
flow-through entities  
generally use a tax year 
consistent with their  
owners’ tax years.
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1-14 CHAPTER 1 Business Income, Deductions, and Accounting Methods

the month. For example, a business could adopt a 52/53-week fiscal year that  
(1) ends on the last Saturday in July each year or (2) ends on the Saturday closest  
to the end of July (although this Saturday might be in August rather than July).27

Not all types of tax years are available to all types of businesses. The rules for determin-
ing the tax years available to the business depend on whether the business is a sole propri-
etorship, a flow-through entity, or a C corporation. These rules are summarized as follows:
 ∙ Sole proprietorships: Because individual proprietors must report their business in-

come on their individual returns, proprietorships use a calendar year-end to report 
their business income.28

 ∙ Flow-through entities: Partnerships and S corporations are flow-through entities 
(partners and S corporation owners report the entity’s income directly on their own 
tax returns), and these entities generally must adopt tax years consistent with the 
owners’ tax years.29 Because owners are allocated income from flow-through enti-
ties on the last day of the entity’s taxable year, the tax laws impose the tax year con-
sistency requirement to minimize income tax deferral opportunities for the owners.

 ∙ C corporations: C corporations are generally allowed to select a calendar, fiscal, or 
52/53-week year-end.

A business adopts a calendar year-end or fiscal year-end by filing its initial tax re-
turn. In contrast, a business adopts a 52/53-week year-end by filing a special election 
with the IRS. Once a business establishes its tax year, it generally must receive permis-
sion from the IRS to change.

Rick	is	a	calendar-year	taxpayer.	What	tax	year	must	Rick	use	to	report	income	from	Green	Acres?

Answer: Calendar	year.	This	is	true	even	though	Rick	began	his	business	in	May	of	this	year.	He	will	
calculate	income	and	expense	for	his	landscaping	business	over	the	calendar	year	and	include	busi-
ness	income	and	deductions	from	May	through	December	of	this	year	on	Schedule	C	of	his	individual	
tax	return.

What if: Suppose	that	Rick	incorporated	Green	Acres	at	the	time	he	began	his	business.	What	tax	
year	could	Green	Acres	adopt?

Answer: If	Green	Acres	was	operated	as	a	C	corporation,	it	could	elect	a	calendar	year-end,	a	fiscal	
year-end,	or	a	52/53-week	year-end.	If	it	were	an	S	corporation,	it	likely	would	use	a	calendar	year-
end.	If	Rick	opted	to	have	Green	Acres	adopt	a	calendar	year-end,	the	first	tax	return	for	Green	Acres	
would	only	cover	the	eight	months	from	May	through	December	(a	short	year).

Example 1-13

27Businesses with inventories, such as retailers, can benefit from 52/53-week year-ends. These year-ends can 
facilitate inventory counts (e.g., the store is closed, such as over a weekend) and financial reporting.
28Virtually all individual taxpayers use a calendar-year tax year.
29See §706 for the specific restrictions on year-ends for partnerships and §1378 for restrictions on S corpora-
tions. If they can show a business purpose (a difficult task), both partnerships and S corporations can adopt 
year-ends other than those used by their owners.
30Accounting methods determine when income or deduction is recognized, but do not determine whether an 
item of income is taxable or an expense is deductible. 

ACCOUNTING METHODS
Once a business adopts a tax year, it must determine which items of income and deduc-
tion to recognize during a particular year. Generally speaking, the taxpayer’s accounting 
methods determine the tax year in which a business recognizes a particular item of in-
come or deduction. Because accounting methods affect the timing of when a taxpayer 
reports income and deductions, these methods are very important for taxpayers using a 
timing tax strategy to defer income or accelerate deductions.30 

LO 1-5
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Financial and Tax Accounting Methods
Many businesses are required to generate financial statements for nontax business rea-
sons. For example, publicly traded corporations must file financial statements with the 
Securities and Exchange Commission (SEC) based on generally accepted accounting 
principles (GAAP). Also, privately owned businesses borrowing money from banks are 
often required to generate financial statements under GAAP, so that the lender can evalu-
ate the business’s creditworthiness. In reporting financial statement income, businesses 
have incentives to select accounting methods permissible under GAAP that accelerate 
income and defer deductions. 

In contrast, for tax planning purposes, businesses have incentives to choose account-
ing methods that defer income and accelerate deductions. This natural tension between 
financial reporting incentives and tax reporting incentives may be the reason the tax laws 
sometimes require businesses to use the same accounting methods for tax purposes that 
they use for financial accounting purposes. In other words, in many circumstances, if 
businesses want to defer taxable income, they must also defer book income.31

Sometimes the tax laws require businesses to use specific accounting methods for tax 
purposes regardless of what accounting method is used for financial reporting purposes. 
With certain restrictions, businesses first select their overall accounting method and then 
choose accounting methods for specific items or transactions. 

Overall Accounting Method
Businesses must choose an overall method of accounting to track and report their business 
activities for tax purposes. The overriding requirement for all tax accounting methods is 
that the method must “clearly reflect income” and be applied consistently.32 The two pri-
mary overall methods are the cash method and the accrual method. Although businesses 
are generally free to choose either the cash or accrual method, large C corporations (aver-
age gross receipts for the three prior years in excess of $26 million indexed for inflation) 
and large partnerships with C corporation partners are generally required to use the accrual 
method.33 Businesses also may choose a hybrid method (some accounts on the cash 
method and others on the accrual method).

Cash Method A business using the cash method of accounting recognizes revenue 
when property or services are actually or constructively received. This is generally true 
no matter when the business sells the goods or performs the service that generates the 
revenue. Keep in mind that a cash-method business receiving payments in noncash form 
(as property or services) must recognize the noncash payments as gross income when the 
goods or services are received. 

Likewise, a business adopting the cash method generally recognizes deductions 
when the expense is paid. Thus, the timing of the liability giving rise to the expense is 
usually irrelevant. For example, a cash method business would deduct office supply 
expense when payment is made rather when the supplies are ordered or received. Also, 
in certain circumstances, a business expending cash on ordinary and necessary busi-
ness expenses may not be allowed to currently deduct the expense at the time of the 
payment. For example, cash-method taxpayers (and accrual-method taxpayers) are not 
allowed to deduct expenditures that create future benefits. Hence, a business must 

31§446(a). Businesses that use different accounting methods for book and tax income must typically file a 
Schedule M-1 or Schedule M-3 that reconciles the results from the two accounting methods.
32§446(b).
33§448(c)(4) indexes for inflation the amount of average gross receipts for purposes of electing the cash 
method of accounting. Large C corporations and large partnerships with C corporation partners are generally 
required to use the accrual method. For purposes of this rule, any business that is not defined as a tax shelter 
can elect the cash method if average gross receipts do not exceed $26 million (discussed above) for the three-
tax-year period ending with the prior tax year.
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 generally capitalize prepaid interest and other prepayments that create tangible or 
 intangible assets.

However, it can be difficult and time-consuming for small businesses to capitalize 
the multitude of prepaid expenditures that create benefits for a relatively brief period of 
time. For this reason, regulations provide a 12-month rule that simplifies the process of 
determining whether to capitalize or immediately expense payments that create benefits 
for a relatively brief period of time, such as insurance, security, rent, and warranty service 
contracts. When a business prepays business expenses, it may immediately deduct the 
prepayment if (1) the contract period does not last more than a year and (2) the contract 
period does not extend beyond the end of the taxable year following the tax year in which 
the taxpayer makes the payment.34 If the prepaid expense does not meet both these crite-
ria, the business must capitalize the prepaid amount and amortize it over the length of the 
contract whether the business uses the cash or accrual method of accounting.35

On	July	1	of	this	year,	Rick	paid	$1,200	for	a	12-month	insurance	policy	that	covers	his	business	prop-
erty	from	accidents	and	casualties	from	July	1	of	this	year	through	June	30	of	next	year.	How	much	of	
the	$1,200	expenditure	may	Rick	deduct	this	year	if	he	uses	the	cash	method	of	accounting	for	his	
business	activities?

Answer: $1,200.	Because	the	insurance	coverage	does	not	exceed	12	months	and	does	not	extend	
beyond	 the	 end	of	 next	 year,	 Rick	 is	 allowed	 to	 deduct	 the	 entire	 premium	payment	 under	 the	
12-month	rule.

What if: Suppose	the	insurance	policy	was	for	12	months	but	the	policy	ran	from	February	1	of	next	
year,	through	January	31	of	the	following	year.	How	much	of	the	expenditure	may	Rick	deduct	this	
year	if	he	uses	the	cash	method	of	accounting	for	his	business	activities?

Answer: $0.	Even	though	the	contract	period	is	12	months	or	less,	Rick	is	required	to	capitalize	the	
cost	of	the	prepayment	for	the	insurance	policy	because	the	contract	period	extends	beyond	the	end	
of	next	year.

What if: Suppose	Rick	had	paid	$1,200	for	an	18-month	policy	beginning	July	1	of	this	year	and	
	ending	December	31	of	next	year.	How	much	may	he	deduct	this	year	if	he	uses	the	cash	method	of	
accounting	for	his	business	activities?

Answer: $400.	In	this	scenario,	because	the	policy	exceeds	12	months,	Rick	is	allowed	to	deduct	
the	 portion	 of	 the	 premium	 pertaining	 to	 this	 year.	 Hence,	 this	 year,	 he	 would	 deduct	 $400	
[(6	months/18	months)	×	$1,200].	He	would	deduct	the	remaining	$800	in	the	next	year.

Example 1-14

34§263(a).
35This 12-month rule applies to both cash-method and accrual-method taxpayers. However, for accrual-method 
taxpayers to deduct prepaid expenses, they must meet both the 12-month rule requirements and the economic 
performance requirements discussed in the next section.
36Reg. §1.263(a)-4(f).

Accrual Method Businesses using the accrual method to determine taxable income fol-
low rules similar to GAAP with two basic differences.36 First, the requirements for recogniz-
ing taxable income tend to be structured to recognize income earlier than the recognition 
rules for financial accounting. Second, the requirements for accruing tax deductions tend to 
be structured to recognize less accrued expenses than the recognition rules for financial re-
porting purposes. These differences reflect the underlying objectives of financial accounting 
income and taxable income. The objective of financial accounting is to provide useful infor-
mation to stakeholders such as creditors, prospective investors, and shareholders. Because 
financial accounting methods are designed to guard against businesses overstating their prof-
itability to these users, financial accounting tends to bias against overstating income. In con-
trast, the government’s main objective for writing tax laws is to collect revenues. Thus, tax 
accounting rules for accrual-method businesses tend to bias against understating income.
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Accrual Income
Businesses using the accrual method of accounting generally recognize income when 
they meet the all-events test.

All-Events Test for Income The all-events test requires that businesses recognize 
income when (1) all events have occurred that determine or fix their right to receive the 
income and (2) the amount of the income can be determined with reasonable accuracy.37 
Assuming the amount of income can be determined with reasonable accuracy, businesses 
meet the all-events requirement on the earliest of the following three dates:

 1. When they complete the task required to earn the income. Businesses earn income 
for services as they provide the services, and they generally earn income from sell-
ing property when the title of the property passes to the buyer.

 2. When the payment for the task is due from the customer.
 3. When the business receives payment for the task.

Alternatively, the all-events test is deemed to be satisfied when an income item is 
recognized on an applicable financial statement, even if it has yet to satisfy any of the 
above three criteria.38

37Reg. §1.451-1(a).
38§451(b).

continued from page 1-1 . . .
Rick’s CPA, Jane, informed him that he needs to select an overall method of accounting 
for Green Acres to compute its taxable income. Jane advised Rick to use the cash method. 
However, Rick wanted to prepare GAAP financial statements and use the accrual method 
of accounting. He decided that if Green Acres was going to become a big business, it 
needed to act like a big business. Finally, after much discussion, Rick and Jane reached a 
compromise. For the first year, they decided they would track Green Acres’s business 
activities using both the cash and the accrual methods. In addition, they would also keep 
GAAP-based books for financial purposes. When filing time comes, Rick will need to 
decide which method to use in reporting taxable income. Jane told Rick that he could wait 
until he filed his tax return to select the overall accounting method for tax purposes. ■

Example 1-15

In	early	fall,	Rick	contracted	with	a	dozen	homeowners	to	landscape	their	yards.	Rick	agreed	to	do	the	
work	for	an	aggregate	of	$11,000.	Rick	and	his	crew	started	in	the	fall	and	completed	the	jobs	in	De-
cember	of	this	year.	However,	he	didn’t	mail	the	bills	until	after	the	holidays	and	didn’t	receive	any	
payments	until	the	following	January.	When	must	Rick	recognize	the	income	from	this	work?

Answer: Under	the	accrual	method,	Rick	would	recognize	the	entire	$11,000	as	income	this	year	
because	his	right	to	the	income	is	fixed	at	year-end,	when	Rick	and	his	crew	complete	the	work.	Under	
the	cash	method,	however,	Rick	would	not	recognize	the	$11,000	as	income	until	next	year,	when	he	
receives	it.

Taxation of Advance Payments of Income (Unearned Income)
In some cases, businesses receive income payments before they actually earn the income 
(they receive a prepayment). When the business must recognize a prepayment as income 
depends on the type of income. The rule for interest and rental income is relatively strict. 
Businesses must recognize unearned rental and unearned interest income immediately 
upon receipt (the income is recognized before it is earned). However, businesses are not 
required to recognize security deposits received from rental customers because there is an 
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1-18 CHAPTER 1 Business Income, Deductions, and Accounting Methods

obligation to return unearned deposits.39 The income recognition rules are less strict 
when businesses receive advance payments for services or goods.

Advance Payments for Goods and Services For financial reporting purposes, a 
business does not immediately recognize income on payments it receives for services or 
goods to be provided in the future. The business recognizes the financial income from the 
services or sales as it performs the services or provides the goods. In contrast, for tax 
purposes, the all-events test generally requires businesses receiving advance payments for 
goods or services to recognize the income when they receive the payment, rather than 
when they deliver the goods or perform the services. This rule is sometimes called the 
full inclusion method.

The law provides an exception to immediate recognition. Specifically, businesses re-
ceiving advance payments for goods or services may elect to defer recognizing the advance 
payment as income until the tax year following the year they receive the payment.40 This 
one-year deferral method does not apply (1) if (or to the extent to which) the income is 
actually earned by the end of the year of receipt, (2) to the extent that the advance payment 
was included in financial reporting income, or (3) if the advance payment was for interest 
or rent  (taxpayers must recognize unearned interest and rental income upon receipt).

In	late	November	2018,	Rick	received	a	$7,200	payment in	advance	from	a	client	for	monthly	land-
scaping	services	from	December	1,	2019,	through	November	30,	2021	($300	a	month	for	24	months).	
When	must	Rick	recognize	the	income	from	the	advance	payment	for	services?

Answer: Under	the	accrual	method, if	Rick	elects	the	deferral	method	to	account	for	advance	pay-
ments,	he	would	initially	recognize	the	$300	income	he	earned	in	December	2019.	In	2020,	he	would	
recognize	the	remaining	$6,900	(rather	than	only	the	$3,600	related	to	2020)	because	he	is	not	al-
lowed	to	defer	the	prepayments	for	more	than	a	year. If	Rick	does	not	elect	the	deferral	method,	he	
would	recognize	the	entire	prepayment	of	$7,200	as	income	upon	receipt	in	2019.	Under	the	cash	
method,	Rick	would	recognize	the	entire	prepayment,	$7,200,	as	income	upon	receipt	in	2019.

What if: Suppose	that	rather	than	receiving	payment	in	advance	for	services,	Rick’s	client	paid	$7,200	
in	2019	for	landscape	supplies	that	Rick	purchased	and	provided	in	2020.	When	must	Rick	recognize	
the	income	from	the	advance	payment	for	goods?

Answer: Using	the	accrual	method,	if	Rick	elects	the	deferral	method	to	account	for	advance	pay-
ments,	he	would	not	recognize	any	income	in	2019	because	none	of	the	income	had	been	earned	in	
2019.	Rick	would	then	recognize	the	entire	$7,200	(less	the	cost	of	the	goods)	in	2020.	If	Rick	did	not	
elect	the	deferral	method,	he	would	recognize	the	entire	$7,200	in	2019.	Under	the	cash	method,	
Rick	would	recognize	the	entire	$7,200	in	2019.

Example 1-16

39Comm. v. Indianapolis Power & Light Co. (1990), 493 US 203. In this case, it was determined that customer 
deposits required by a public utility weren’t taxable income because the right to keep the deposits depended on 
events outside of the taxpayer’s control, such as the decision to have the deposit applied to future bills.
40§451(c)(1)(B). Prior to 2018, this exception was provided under Rev. Proc. 2004-34.

THE KEY FACTS

Revenue Recognition 
Under the Accrual 

Method
•	 Income is recognized  

when earned (all-events)  
or received (if earlier).

•	 Under the all-events test, 
income is recognized when 
the business has the right 
to receive payment.

•	 Taxpayers can generally 
elect to defer recognition 
of prepaid (unearned) 
 income for goods and 
 services, but the deferral 
only lasts for one year.

Inventories
Many businesses generate income by selling products they acquire for resale or products 
they manufacture. When selling inventory is a material income-producing factor, larger 
businesses generally must account for gross profit (sales minus cost of goods sold) using 
the accrual method, even if the business is a cash-method taxpayer. However, taxpayers 
need not use the accrual method to account for inventory if they report aver age gross 
 receipts of $26 million (indexed for inflation) or less for the three-tax-year period ending 
with the prior tax year. Instead, under §471(c)(1)(B) these taxpayers can generally treat 
purchases of goods for sale as non- incidental materials and deduct the cost as the materi-
als are used. Alternatively, taxpayers can use an accounting method that conforms to the 
taxpayer’s financial accounting treatment of inventory.

Businesses that account for inventory must determine their inventory costs to accu-
rately compute taxable income. This requires businesses to maintain records of balances 
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for finished goods inventory and, if applicable, for partially finished goods and raw mate-
rials. Inventory costs include the purchase price of raw materials (minus any discounts), 
shipping costs, and any indirect costs it allocates to the inventory under the uniform cost 
capitalization (UNICAP) rules.41

Uniform Capitalization The tax laws require large businesses that account for inven-
tories to capitalize certain direct and indirect costs associated with inventories.42  Congress 
enacted these rules primarily for two reasons. First, the rules accelerate tax revenues for 
the government by deferring deductions for the capitalized costs until the business sells 
the associated inventory. Thus, there is generally a one-year lag between when businesses 
initially capitalize the costs and when they deduct them. Second, Congress designed the 
“uniform” rules to reduce variation in the costs businesses include in inventory and 
 Congress intended these provisions to apply to large manufacturers and resalers.43

Under these uniform cost capitalization rules, large businesses are generally required to 
capitalize more costs to inventory for tax purposes than they capitalize under financial ac-
counting rules. Under GAAP, businesses generally include in inventory only those costs in-
curred within their production facility. In contrast, the UNICAP rules require businesses to 
allocate to inventory the costs they incur inside the production facility and the costs they incur 
outside the facility to support production (or inventory acquisition) activities. For example, 
under the UNICAP provisions, a business must capitalize at least a portion of the compensa-
tion paid to employees in its purchasing department, general and administrative department, 
and even its information technology department, to the extent these groups provide support for 
the production process. In contrast, businesses immediately expense these items as period 
costs for financial accounting purposes. The regulations provide guidance on the costs that 
must be allocated to inventory. Selling, advertising, and research are specifically identified as 
costs that do not have to be  allocated to inventory under the UNICAP provisions.44

41Inventory valuation allowances are generally not allowed, but taxpayers can adopt the lower of cost or market 
method of inventory valuation. In addition, under certain conditions specific goods not salable at normal 
prices can be valued at bona fide selling prices less direct cost of disposition.
42§263A(a). Large is defined using the gross receipts test.
43Like the rule for electing cash method accounting and inventory accounting, a business need not 
 employ  UNICAP to adjust inventory costs if it reports average gross receipts of $26 million or less for 
the three- tax-year period ending with the prior tax year.
44Reg. §1.263A–1(e)(3)(iii).

THE KEY FACTS

Inventories
•	 Businesses with three-year 

 average annual gross 
 receipts in excess of 
$26 million must use the 
 accrual method to account 
for substantial inventories.

•	 The UNICAP rules require 
capitalization of most indi-
rect costs of production.

•	 The LIFO method is 
 allowed if also used for 
 financial reporting 
purposes.

Example 1-17

What if: Green	Acres	sells	trees	but	Rick	anticipates	selling	flowers,	shrubs,	and	other	plants	in	future	
years.	Ken	 is	Rick’s	employee	 in	charge	of	purchasing	 inventory.	Ken’s	compensation	 this	year	 is	
$30,000,	and	Rick	estimates	that	Ken	spends	about	5	percent	of	his	time	acquiring	inventory	and	the	
remaining	time	working	on	landscaping	projects.	Assuming	Rick	was	required	to	apply	the	UNICAP	
rules,	how	would	he	allocate	Ken’s	compensation	under	the	UNICAP	rules?

Answer: If	the	UNICAP	rules	applied	to	Green	Acres,	Rick	would	allocate	$1,500	($30,000	×	5%)	of	
Ken’s	compensation	to	the	cost	of	the	inventory	Green	Acres	acquired	this	year.	 In	contrast,	Ken’s	
	entire	salary	would	be	expensed	as	a	period	cost	for	financial	accounting	purposes.	(Note,	however,	
because	Green	Acres’s	average	annual	gross	receipts	are	under	$26	million	for	the	prior	three	years,	
it	is	not	required	to	apply	the	UNICAP	rules.)

Inventory Cost-Flow Methods Once a business determines the cost of its inven-
tory, it must use an inventory cost-flow method to determine its cost of goods sold. Three 
primary cost-flow methods are (1) the first-in, first-out (FIFO) method, (2) the last-in, 
first-out (LIFO) method, and (3) the specific identification method. Businesses might 
be inclined to use FIFO or LIFO methods when they sell similar, relatively low-cost, 
high-volume products such as cans of soup or barrels of oil. These methods simplify in-
ventory accounting because the business need not track the individual cost of each item it 
sells. In contrast, businesses that sell distinct, relatively high-cost, low-volume products 
might be more likely to adopt the specific identification method. For example, jewelry 
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1-20 CHAPTER 1 Business Income, Deductions, and Accounting Methods

and used-car businesses would likely use the specific identification method to account for 
their cost of sales. In general terms, when costs are increasing, a business using the FIFO 
method will report a higher gross margin than if it used the LIFO method. The opposite 
is true if costs are decreasing.

In late August, Rick purchased 10 oak saplings (immature trees) for a total purchase price of $3,000.  
In September, he purchased 12 more for a total price of $3,900, and in late October, he purchased  
15 more for $5,000. The total cost of each lot of trees was determined as follows:

Purchase Date Trees Direct Cost Other Costs Total Cost

August 20 10 $ 3,000 $200 $ 3,200
September 15 12   3,900  300   4,200
October 22 15   5,000  400   5,400

Totals 37 $11,900 $900 $12,800

Before the end of the year, Green Acres sold 20 of the oak saplings (5 from the August lot, 5 from the Sep-
tember lot, and 10 from the October lot) for cash. To illustrate the effects of inventory accounting, assume 
that Rick prefers to keep inventory records (recall that taxpayers are not required to keep inventories for tax 
purposes if their average annual gross receipts are under $26 million for the prior three years). What is 
Green Acres’s gross profit from sales of oak saplings if the sales revenue totaled $14,000 (all collected by 
year-end), and what is its ending oak sapling inventory under the FIFO, LIFO, and specific identification cost-
flow methods?

Answer: Under the accrual method, Green Acres’s gross profit from sapling sales and its ending 
 inventory balance for the remaining oak saplings under the FIFO, LIFO, and specific identification cost-
flow methods is as follows:

FIFO LIFO Specific ID

Sales $14,000 $14,000 $14,000
Cost of goods sold −6,700 −7,150  −6,950

Gross profit $ 7,300 $ 6,850 $ 7,050

Ending inventory:
 August 20 trees $   0 $ 3,200 $ 1,600
 September 15 trees 700 2,450   2,450
 October 22 trees 5,400 0   1,800

Total ending inventory $ 6,100 $ 5,650 $ 5,850

Because Green Acres is a small business, it is allowed to elect to deduct the cost of purchases as non-
incidental materials and supplies. Hence, Rick could deduct the $12,800 as the materials are used. 
However, if Rick elects to keep an inventory of his trees for financial accounting purposes, he would 
be entitled to choose his inventory method (LIFO, FIFO, or specific identification) and use the same 
method to calculate the cost of goods sold for tax purposes.

Example 1-18

45§472(c).

When costs are subject to inflation over time, a business would get the best of both 
worlds if it adopted the FIFO method for financial reporting purposes and the LIFO 
method for tax purposes. Not surprisingly, the tax laws require that a business can use 
LIFO for tax purposes only if it also uses LIFO for financial reporting  purposes.45 While 
this “conformity” requirement may not matter to entities not required to generate finan-
cial reports, it can be very restrictive to publicly traded corporations.

Accrual Deductions
Generally, when accrual-method businesses incur a liability relating to a business ex-
pense, they account for it by crediting a liability account (or by crediting cash if they pay 
the liability at the time they incur it) and debiting an expense account. However, to claim 
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46§461(h).
47§461.

a tax deduction for the expense, the expense must meet (1) an all-events test and (2) an 
economic performance test.46 While the all-events test for recognizing deductions is 
similar to the all-events test for recognizing income, the additional economic perfor-
mance requirement makes the deduction recognition rules more stringent than the income 
recognition rules. As a result, businesses are generally prohibited from deducting esti-
mated expenses or reserves.

For a business to recognize a deduction, the events that establish the liability giving 
rise to the deduction must have occurred, and the amount of the liability must be deter-
minable with reasonable accuracy.47

All-Events Test for Deductions

TAXES IN THE REAL WORLD The All-Events Test and Rebates

In	 a	 Technical	 Advice	 Memorandum	 (TAM	
201223015),	an	 IRS	 field	agent	 requested	ad-
vice	on	applying	the	all-events	test.	The	taxpayer	
was	a	manufacturer	who	paid	rebates	to	custom-
ers	under	a	special	rule	for	premium	coupons	is-
sued	with	sales,	and	the	question	was	whether	
the	 rebates	were	deductible	at	 the	 time	of	 the	
sale	or	 later	when	 the	 rebate	was	paid.	Under	
the sales	agreements,	customers	agreed	to	pay	
the	list	price	of	a	product,	and	the	manufacturer	
agreed	to	pay	the	customers	trade	promotion	re-
bates	 (the	 coupons)	 based	 on	 the	 number	 of	
products	purchased.	The	manufacturer	 used	a	
computer	software	system	to	track	the	coupons,	
but	most	customers	had	to	request	the	rebates	in	
writing.	 Furthermore,	 customers	 had	 one	 year	
from	the	date	of	an	invoice	to	claim	a	rebate,	and	
the	sales	agreements	contained	a	minimum	pur-
chase	requirement	to	qualify	for	the	rebates.

The	manufacturer	argued	that	the	rebate	lia-
bilities	were	 fixed	and	determinable	when	cus-
tomers	purchased	the	goods.	In	contrast,	the	IRS	
field	 agent	 asserted	 that	 the	 rebate	 liabilities	
were	not	fixed	and	determinable	until	customers	
submitted	claim	forms	and	substantiation	to	the	
manufacturer	 to	 request	 the	 rebate.	The	agent	

argued	 that	 the	 requirement	 to	 file	a	claim	 is	a	
condition	precedent	 that	 delays	 satisfaction	of	
the	all-events	test.	The	courts	have	been	divided	
on	this	issue,	with	some	courts	holding	that	the	
filing	of	a	claim	is	a	mere	technicality	that	does	
not	prevent	a	deduction	at	the	time	of	sale.	Other	
times	courts	have	required	a	claim	because	re-
bates	are	not	required	until	the	terms	of	the	sales	
contract	are	met.

In	this	situation,	the	IRS	national	office	noted	
that	 the	manufacturer	had	paid	 rebates	 to	cus-
tomers	who	submitted	claims	after	the	one-year	
deadline	and	paid	rebates	to	customers	even	if	
they	 did	 not	 meet	 the	 minimum	 purchase	
amounts.	This	practice	indicated	that	the	submis-
sion	of	claim	forms	was	a	ministerial	act,	a	mere	
technicality.	Further,	the	IRS	determined	that	the	
amount	 of	 the	manufacturer’s	 rebate	 liabilities	
was	determinable	with	 reasonable	accuracy	at	
the	time	the	customers	purchased	the	goods	be-
cause	the	manufacturer	had	all	of	the	information	
it	 needed	 to	calculate	 the	 rebates.	Hence,	 the	
national	office	ruled	that	the	manufacturer’s	liabil-
ity	to	pay	the	rebates	arose	when	the	customers	
purchased	the	goods	and	the	estimated	rebates	
met	the	all-events	test.	

Example 1-19

On	November	1st	of	this	year,	Rick	agreed	to	a	one-year	$6,000	contract	with	Ace	Advertising	to	pro-
duce	a	radio	ad	campaign.	Ace	agreed	that	Rick	would	owe	nothing	under	the	contract	unless	his	
sales	increase	a	minimum	of	25	percent	over	the	next	six	months.	What	amount,	if	any,	may	Rick	de-
duct	this	year	for	this	contract	under	the	accrual	and	cash	methods?

Answer: Under	the	accrual	method,	Green	Acres	is	not	allowed	to	recognize any	deduction	this	year	
for	the	liability.	Even	though	Ace	will	have	completed	two	months	of	advertising	for	Green	Acres	by	the	
end	of	the	year,	the	guarantee	means	that	Rick’s	liability	is	not	fixed	until	and	unless	his	sales	increase	
by	25	percent.	Under	the	cash	method,	Rick	would	not	deduct	any	of	the	cost	of	the	campaign	this	
year	because	he	has	not	paid	anything	to	Ace.
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Renting or leasing property from another person. When a business enters into an 
agreement to use property (rent or lease property) from another person, economic perfor-
mance occurs over the term of the lease. Thus, the business is allowed to deduct the rental 
expense over the term of the lease.

Economic Performance Even when businesses meet the all-events test, they still 
must clear the economic performance hurdle to recognize the tax deduction. Congress 
added the economic performance requirement because in some situations taxpayers 
claimed current deductions and delayed paying the associated cash expenditures for 
years. Thus, the delayed payment reduced the real (present value) cost of the deduc-
tion. This requirement specifies that businesses may not recognize a deduction for an 
expense until the underlying activity generating the associated liability has occurred. 
Thus, an accrual-method business is not allowed to deduct a prepaid business expense 
even if it qualifies to do so under the 12-month rule (discussed above) unless it also 
has met the economic performance test with respect to the liability associated with the 
expense.

The specific requirements for the economic performance test differ based on whether 
the liability has arisen from:
 ∙ Receiving goods or services from another person.
 ∙ Use of property (renting or leasing property from another person).
 ∙ Providing goods or services to another person.
 ∙ Certain activities creating payment liabilities.

Receiving goods and (or) services from another person. When a business receives 
goods or services from another person, the business deducts the expense associated with 
the liability only when the other person provides the goods or services (assuming the all-
events test is met for the liability). An exception to this general rule occurs when a busi-
ness hires another person to provide goods or services and the business actually pays the 
liability before the other person provides the goods or services. In this circumstance, the 
business may treat the actual payment as economic performance as long as it reasonably 
expects the other person to provide the goods or the services within three and one-half 
months after the payment.48

THE KEY FACTS

Accrual of Business-
Expense Deductions

•	 Both all-events and eco-
nomic performance are 
 required for deducting 
 accrued business 
expenses.

•	 The all-events test requires 
that the business be liable 
for the payment.

•	 Economic performance 
generally requires that the 
underlying activity generat-
ing the liability has oc-
curred in order for the 
associated expense to  
be deductible.

48Reg. §1.461-4(d)(6).

On	December	15,	2019,	Rick	hires	Your	New	Fence	LLC	(YNF)	to	repair	a	concrete	wall	for	one	of	
his	clients	by	paying	$1,000	of	the	cost	as	a	down	payment	and	agreeing	to	pay	the	remaining	
$7,000	when	YNF	finishes	the	wall.	YNF	was	not	going	to	start	working	on	the	wall	until	early	2020,	
so	as	of	the	end	of	the	year	Rick	has	not	billed	his	client	for	the	wall.	Rick	expects	YNF	to	finish	the	
repairs	by	 the	end	of	April.	What	amount	associated	with	his	 liability	 to	YNF	 is	Rick	allowed	 to	
	deduct	in	2019	and	2020?

Answer: Under	the	accrual	method,	Rick	is	not	entitled	to	a	deduction	in	2019.	Rick	will	deduct	his	full	
$8,000	cost	of	the	wall	in	2020	when	YNF	repairs	the	wall,	because	economic	performance	occurs	as	
YNF	provides	the	services,	even	though	Rick	paid	for	part	of	the	goods	and	services	in	2019.	Under	
the	cash	method,	Rick	would	deduct	$1,000	(his	down	payment)	in	2019	and	the	remainder	in	2020	
when	he	pays	the	remainder	on	the	contract.

What if: Assume	that	Rick	expected	YNF	to	finish	repairing	the	wall	by	the	end	of	January	2020.	
What	amount	associated	with	this	liability	to	YNF	is	Rick	allowed	to	deduct	in	2019	and	2020?

Answer: Under	the	accrual	method,	Rick	is	allowed	to	deduct	$1,000	in	2019	because	Rick	actually	
paid	 this	 amount	 in	2019	and	he	 reasonably	expected	YNF	 to	 finish	 its	work	on	 the	wall	within	 	
3½	months	after	he	made	the	payment	to	YNF	on	December	15.	Rick	would	deduct	the	remaining	
$7,000	cost	of	the	wall	in	2020	when	YNF	builds	the	wall.	Under	the	cash	method,	Rick	deducts	the	
$1,000	down	payment	in	2019	and	the	remaining	$7,000	when	he	makes	the	payment	in	2020.

Example 1-20sa
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Example 1-21

On	May	1,	2019,	Rick	paid	$7,200	in	advance	to	rent	his	shop	for	12	months	($600	per	month).	What	
amount	may	Rick	deduct	for	rent	in	2019	if	he	accounts	for	his	business	activities	using	the	accrual	method?

Answer: $4,800	($600	×	8	months	use).	Even	though	the	rent	is	a	prepaid	business	expense	under	
the	12-month	rule	 (the	contract	period	 is	 for	12	months	and	the	contract	period	does	not	extend	
	beyond	2020),	he	must	deduct	the	rent	expense	over	the	term	of	the	lease	because	that	is	when	
economic	performance	occurs.

What if: Assuming	the	original	facts,	what	amount	of	the	$7,200	rental	payment	may	Rick	deduct	in	
2019	if	he	is	using	the	cash	method	of	accounting	for	his	business?

Answer: $7,200.	In	this	case,	Rick	may	deduct	the	expense	under	the	12-month	rule.	He	does	not	
have	to	meet	the	economic	performance	requirement	to	deduct	the	expense	because	the	economic	
performance	requirements	apply	to	accrual-method	taxpayers,	but	not	cash-method	taxpayers.

Example 1-22

On	November	1,	2019,	Rick	paid	$2,400	to	rent	a	trailer	for	24	months.	What	amount	of	this	payment	
may	Rick	deduct	and	when	may	he	deduct	it?

Answer: Under	the	accrual	method,	even	though	Rick	paid	the	entire	rental	fee	in	advance,	economic	
performance	occurs	over	the	24-month	rental	period.	Thus,	Green	Acres	deducts	$200	for	the	trailer	
rental	in	2019,	$1,200	in	2020,	and	$1,000	in	2021.	Because	the	rental	period	exceeds	12	months,	
the	amount	and	timing	of	the	deductions	are	the	same	under	the	cash	method.

Example 1-23

In	the	summer,	Rick	landscaped	a	city	park.	As	part	of	this	service,	Rick	agreed	to	remove	a	fountain	
from	the	park	at	the	option	of	the	city	parks	committee.	In	December	2019,	the	committee	decided	to	
have	Rick	remove	the	fountain.	Rick	began	the	removal	in	December	and	paid	an	employee	$850	on	
December	31	for	working	the	last	two	weeks	of	2019.	Rick	completed	the	removal	work	in	the	spring	
of	2020	and	paid	an	employee	$685	on	March	31.	What	amounts	will	Rick	deduct	for	the	removal	
project	and	when	may	he	deduct	them?

Answer: Under	the	accrual	method,	Rick	is	allowed	to	deduct	his	costs	as	he	provides	the	services.	Con-
sequently,	in	2019	Rick	can	deduct	$850	for	the	cost	of	the	services	provided	by	his	employee	in	2019.	In	
2020,	Rick	can	deduct	the	remaining	$685	cost	of	the	services	provided	by	his	employee	in	2020.	Under	
the	cash	method,	the	amount	and	timing	of	his	deductions	would	be	the	same	as	under	the	accrual	method.

Providing goods and services to another person. Businesses liable for providing goods 
and services to other persons meet the economic performance test as they provide the 
goods or services that satisfy the liability.

Payment liabilities. Economic performance occurs for certain liabilities only when the 
business actually pays the liability. Thus, accrual-method businesses incurring payment 
liabilities are essentially on the cash method for deducting the associated expenses. 
 Exhibit 1-2 describes different categories of these payment liabilities.
EXHIBIT 1-2 Categories of Payment Liabilities

Economic performance occurs when the taxpayer pays liabilities associated with:

∙ Workers’ compensation, tort, breach of contract, or violation of law.
∙ Rebates and refunds.
∙ Awards, prizes, and jackpots.
∙  Insurance, warranties, and service contracts provided to the business. (Note: This relates to insurance, warranties, 

and product service contracts that cover the taxpayer and not a warranty that the taxpayer provides to others.)
∙ Taxes.49

∙ Other liabilities not provided for elsewhere.

49While taxes are generally not deducted until they are paid, §461(c) allows businesses to elect to accrue the de-
duction for real property taxes ratably over the tax period instead of deducting them when they actually pay them.
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Recurring item exception. One of the most common exceptions to economic perfor-
mance is the recurring item exception. This exception is designed to reduce the admin-
istrative cost of applying economic performance to expenses that occur on a regular basis. 
Under this exception, accrual method taxpayers can deduct certain accrued expenses even 
if economic performance has not occurred by year-end.50 A recurring item is a liability 
that is expected to recur in future years and is either not material in amount or deducting 
the expense more properly matches with revenue. Payment liabilities, such as insurance, 
rebates, and refunds, are deemed to meet the matching requirement.51 In addition, the all-
events test must be satisfied at year-end and actual economic performance of the item 
must occur within a reasonable time after year-end (but prior to the filing of the tax re-
turn, which could be up to 8½ months after year end with an extension). As a final note, 
the recurring item exception does not apply to workers’ compensation or tort liabilities.

If	clients	are	not	completely	satisfied	with	Green	Acres’s	landscaping	work,	Rick	offers	a	$200	refund	
with	no	questions	asked.	Near	the	end	of	2019,	Rick	had	four	clients	request	refunds.	Rick	incurred	
the	liability	for	the	refunds	this	year.	However,	Rick	was	busy	during	the	holiday	season,	so	he	didn’t	
pay	the	refunds	until	January	2020.	When	should	Rick	deduct	the	customer	refunds?

Answer: Because	refunds	are	payment	liabilities,	economic	performance	does	not	occur	until	Rick	
actually	pays	the	refunds.	Consequently,	Rick	deducts	the	$800	of	refunds	in	2020	even	though	the	
liability	for	the	refunds	met	the	all-events	test	in	2019.	Under	the	cash	method,	Rick	would	not	deduct	
the	refunds	until	he	paid	them	in	2020.

What if: Suppose	that	Rick	received	$800	of	refund	requests	at	year-end.	Under	what	conditions	
could	Rick	deduct	the	refunds	in	2019	if	he	elects	to	use	accrual	accounting?

Answer: To	claim	$800	of	deductions	for	the	refunds	in	2019,	either	the	accrued	refunds	must	not	be	
material	in	amount	or	a	2019	deduction	must	better	match	2019	revenue	than	2020	revenue.	Rick	
doesn’t	need	to	worry	about	the	matching	requirement.	Under	the	regulations,	refunds	are	deemed	to	
meet	the	matching	requirement	for	purposes	of	the	recurring	item	exception.	Also,	actual	economic	
performance	 (payment)	must	 occur	within	 a	 reasonable	 time	after	 year-end	 (but	 not	 longer	 than	
8½	months	or	the	filing	of	the	tax	return).	Note	also	that	Rick	must	elect	to	deduct	the	refunds	in	2019	
using	the	recurring	item	exception	and	then	follow	this	method	in	future	periods.

Example 1-24

50§461(h)(3).
51Reg §1.461-5(b)(5)(ii).

Accrual-method taxpayers that prepay business expenses for payment liabilities (in-
surance contracts, warranties, and product service contracts provided to the taxpayer) that 
qualify as recurring items are allowed to immediately deduct the prepayments subject to 
the 12-month rule for prepaid expenses. Thus, the deductible amounts for Rick’s prepaid 
insurance contracts in Example 1-14 are the same for both the cash method and accrual 
method of accounting. Exhibit 1-3 describes the requirements for economic performance 
for the different types of liabilities.

EXHIBIT 1-3 Economic Performance

Taxpayer incurs liability from Economic performance occurs

Receiving goods and services from  
another person.

When the goods or services are provided to the taxpayer 
or with payment if the taxpayer reasonably expects actual 
performance within 3½ months.

Renting or leasing property from another 
person.

Ratably over the time period during which the taxpayer 
is entitled to use the property or money.

Providing goods and services to another 
person.

When the taxpayer incurs costs to satisfy the liability or 
provide the goods and services.

Activities creating “payment” liabilities. When the business actually makes payment.

Interest expense. As accrued. This technically does not fall within the 
economic performance rules but it is a similar concept.
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Bad Debt Expense When accrual method businesses sell a product or a service on 
credit, they debit accounts receivable and credit sales revenue for both financial and tax pur-
poses. However, because businesses usually are unable to collect the full amount of their 
accounts receivable, they incur bad debt expense (a customer owes them a debt that the cus-
tomer will not pay). For financial reporting purposes, the business estimates the amount of 
the bad debt, debits bad debt expense, and credits an allowance for doubtful accounts. How-
ever, for tax purposes, businesses are allowed to deduct bad debt expense only when the debt 
actually becomes worthless within the taxable year.52 Consequently, for tax purposes, busi-
nesses determine which debts are uncollectible and write them off by debiting bad debt ex-
pense and directly crediting the actual account receivable account that is uncollectible. This 
required method of determining bad debt expense for tax purposes is called the direct write-off 
method. In contrast, the method used for financial reporting purposes is called the allowance 
method. Businesses reporting taxable income on the cash method of accounting are not 
 allowed to deduct bad debt expenses, because they do not include receivables in taxable 
 income (they do not credit revenue until they actually receive payment).

52§166(a).
53§267(a).
54Certain constructive ownership rules apply in determining ownership percentages for this purpose. See §267(c).
55See §267(b) for related-person definitions.

Example 1-25

At	year-end,	Rick	estimates	that	about	$900	of	the	receivables	from	his	landscaping	services	will	be	
uncollectible,	but	he	has	identified	only	one	client,	Jared,	who	will	definitely	not	pay	his	bill.	Jared,	who	
has	skipped	town,	owes	Rick	$280	for	landscaping	this	fall.	What	amount	of	bad	debt	expense	may	
Rick	deduct	for	the	year?

Answer: For	financial	reporting	purposes,	Rick	recognizes	a	$900	bad	debt	expense.	However,	for	
tax	purposes,	under	the	accrual	method,	Rick	can	deduct	only	$280—the	amount	associated	with	
specifically	writing	off	Jared’s	receivable.	Under	the	cash	method,	Rick	would	not	be	able	to	claim	any	
deduction,	because	he	did	not	receive	a	payment	from	Jared	and	thus	did	not	recognize	income	on	
the	amount	Jared	owed	him.

Limitations on Accruals to Related Persons To prevent businesses and related 
persons from working together to defer taxes, the tax laws prevent an accrual-method 
business from accruing (and deducting) an expense for a liability owed to a related person 
using the cash method until the related person recognizes the income associated with the 
payment.53 For this purpose, related persons include:
 ∙ Family members, including parents, siblings, and spouses.
 ∙ Shareholders and C corporations when the shareholder owns more than 50 percent 

of the corporation’s stock.54

 ∙ Owners of partnerships and S corporations no matter the ownership percentage.55

This issue frequently arises in situations in which a business employs the owner or a 
relative of an owner. The business is not allowed to deduct compensation expense owed 
to the related person until the year in which the related person includes the compensation 
in income. However, this related-person limit extends beyond compensation to any ac-
crued expense the business owes to a related cash-method taxpayer.

Example 1-26

In	December,	Rick	asked	his	retired	father,	Lee,	to	help	him	finish	a	landscaping	job.	By	the	end	of	
2019,	Rick	owed	Lee	$2,000	of	(reasonable)	compensation	for	his	efforts,	which	he	paid	in	January	
2020.	What	amount	of	this	compensation	may	Rick	deduct	and	when	may	he	deduct	it?

(continued on page 1-26)
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Comparison of Accrual and Cash Methods
From a business perspective, the two primary advantages of adopting the cash method 
over the accrual method are that (1) the cash method provides the business with more 
flexibility to time income and deductions by accelerating or deferring payments (timing 
tax planning strategy) and (2) bookkeeping for the cash method is easier. For example, a 
cash-method taxpayer could defer revenue by waiting to bill clients for goods or services 
until after year-end, thereby increasing the likelihood that customers would send payment 
after year-end. There are some concerns with this tax strategy. For example, delaying the 
bills might increase the likelihood that the customers will not pay their bills at all.

The primary advantage of the accrual method over the cash method is that it better 
matches revenues and expenses. For that reason, external financial statement users who 
want to evaluate a business’s financial performance prefer the accrual method. Consistent 
with this idea, the cash method is not allowed for financial reporting under GAAP.

Although the cash method is by far the predominate accounting method among sole 
proprietors, it is less common in other types of businesses. As we noted previously, tax 
laws generally prohibit large C corporations and large partnerships with corporate partners 
from using the cash method of accounting.56 Exhibit 1-4 details the basic differences in 
accounting for income and deductions under the accrual and cash methods of accounting.

EXHIBIT 1-4 Comparison of Cash and Accrual Methods

Income or Expense Item Cash Method Accrual Method

Income recognition. Actually or constructively received. Taxable once the all-events test is satisfied.
Unearned rent and interest 
income.

Taxable on receipt. Taxable on receipt.

Advance payment for 
goods and services.

Taxable on receipt. Taxed when received or taxpayers can elect 
to be taxed in the following year of receipt 
if not earned by end of year of receipt.

General deduction 
recognition.

Deduct when paid; economic 
performance does not apply.

Deduct once all-events test and economic 
performance test are both satisfied.

Expenditures for tangible 
assets with a useful life of 
more than one year.

Capitalize and apply cost 
recovery.

Same as the cash method.

Expenditures for intangible 
assets other than prepaid 
business expenses.

Capitalize and amortize if 
provision in code allows it.

Same as the cash method.

Prepaid business expenses. Immediately deductible. 
However, amortize if contract 
period exceeds 12 months or 
extends beyond the end of the 
next taxable year.

Same as cash method for payment 
liabilities; otherwise, apply all-events and 
economic performance tests to ascertain 
when to capitalize and amortize.

Prepaid interest expense. Not deductible until interest 
accrues.

Same as the cash method.

Bad debt expense. Not deductible because sales on 
account not included in income.

Deduct under direct write-off method.

Answer: If Rick uses the accrual method and Lee the cash method, Rick will not be able to deduct the 
$2,000 compensation expense until 2020. Rick is Lee’s son, so Rick and Lee are “related” persons for 
tax purposes. Consequently, Rick can deduct the compensation only when Lee includes the payment 
in his taxable income in 2020. If Rick uses the cash method, he will deduct the expense when he pays 
it in January 2020.

56Recall that these entities are able to adopt the cash method if their average annual gross receipts for the three tax 
years ending with the prior tax year do not exceed $26 million (indexed for inflation, see §448(c)).
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The business income for Green Acres under the accrual and cash methods is sum-
marized in Exhibit 1-5. After reflecting on these numbers and realizing that he would 
recognize $7,220 more taxable income (and self-employment income subject to self- 
employment tax) this year under the accrual method, Rick determined that it made sense 
to instead adopt the cash method of accounting for Green Acres’s first tax return. Mean-
while, he knew he had to include Green Acres’s business income on Schedule C of his 
individual tax return. Exhibit 1-6 presents Rick’s Schedule C for Green Acres using the 
cash method of accounting.

Adopting an Accounting Method
We’ve seen that businesses use overall accounting methods (cash, accrual, or hybrid) and 
many specific accounting methods (inventory cost-flow assumption, methods of account-
ing for prepaid income for goods and services, and methods for accounting for prepaid 
expenses, among other methods) to account for their business activities. For tax purposes, 
it’s important to understand how and when a business technically adopts an accounting 
method, because once it does so, it must get the IRS’s permission to change the method.

Businesses generally elect their accounting methods by using them on their tax re-
turns. However, when the business technically adopts a method depends on whether it is 
a permissible accounting method or an impermissible accounting method. So far, our 
discussion has emphasized accounting methods permissible under the tax laws. A busi-
ness adopts a permissible accounting method by using and reporting the tax results of the 
method for at least one year. However, businesses may unwittingly (or intentionally) use 
impermissible accounting methods. For example, a business using the allowance method 
for determining bad debt expense for tax purposes is using an impermissible accounting 
method because the tax laws prescribe the use of the direct write-off method for deter-
mining bad debt expense. A business adopts an impermissible method by using and re-
porting the results of the method for two consecutive years.

Example 1-27

At	year-end,	Rick	determined	 that	Green	Acres	had	collected	a	 total	of	$78,000	of	service	 reve-
nue and	$12,575	in	other	expenses	(not	described	elsewhere	in	examples	but	listed	in	Exhibit	1-5).	
Rick	 is	debating	whether	 to	adopt	 the	cash	or	accrual	method.	To	help	him	 resolve	his	dilemma,	
Jane calculates	Green	Acres’s	taxable	income	under	the	cash	and	accrual	methods assuming	that	Rick	
elects	not	to	maintain	an	inventory	(summarized	in	Exhibit	1-5). What	are	the	differences	between	the	
two	calculations?

Answer: Jane	provided	the	following	summary	of	the	differences	between	taxable	income	under	the	
cash	method	and	taxable	income	under	the	accrual	method:

Description
(1) 

Accrual
(2) 

Cash
(1) − (2) 

Difference Example

Revenue:
	 Credit	sales 11,000 0 +11,000 1-15
	 Prepaid	revenue 300 7,200 −6,900 1-16

Expenses:
	 Prepaid	services 0 −1,000 +1,000 1-20
	 Prepaid	rent	expense −4,800 −7,200 +2,400 1-21
	 Bad	debts −280 0 −280 1-25

Total difference (accrual 
income > cash income)

+ 7,220

After	comparing	the	revenue	and	expenses	recognized	under	the	two	accounting	methods,	Jane	
	explains	that	the	selection	of	the	accrual	method	for	Green	Acres	means	that	Rick	will	be	taxed	on	an	
additional	$7,220	of	income	this	year. sa
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Changing Accounting Methods
Once a business has adopted an accounting method, it must generally receive permission 
to change the method, regardless of whether it is a permissible or an impermissible 
method.57 A taxpayer requests permission to change accounting methods by filing Form 
3115 with the IRS. The IRS automatically approves certain types of accounting method 

57For tax years beginning after 2017, there is a special exception for taxpayers who change accounting 
 methods under the $26 million (indexed for inflation) average gross receipts test either by switching to the 
cash method or who opt to treat purchases of goods for sale as non-incidental materials. These changes in  
accounting method are treated as initiated by the taxpayer and no longer need the consent of the Secretary.

EXHIBIT 1-5 Green Acres’s Net Business Income

 Description Cash Accrual Example

Income
Service revenue: 
 Landscaping revenue $78,000 $ 78,000 1-27
 December landscape service 0 11,000 1-15
 Prepaid landscape services 7,200 300 1-16
Sales of inventory:
 Tree sales   14,000   14,000 1-18
Gross Profit $99,200 $103,300

Nonincidental materials and supplies $12,800 $ 12,800 1-18
Car and truck expense:
 SUV operating expense 5,335 5,335 1-7
 BMW operating expense 306 306 1-9
Insurance 1,200 1,200 1-14
Rent:
 Shop 7,200 4,800 1-21
 Trailer 200 200 1-22
Travel and business meals:
 Travel to NY seminar 1,435 1,435 1-8
 Business dinner with clients 270 270 1-6
Wages and subcontractor fees:
 Part-time employees 23,000 23,000 1-2
 Full-time employee (Ken) 30,000 30,000 1-17
 Fountain removal (part-time employee) 850 850 1-23
 Fence installation (prepaid subcontractor) 1,000 0 1-20
Other expenses:
 Books for waiting room 50 50 1-1
 Education—seminar 300 300 1-8
 Uniforms 500 500 1-5
 Bad debts 0 280 1-25
Other expenses (not in examples):
 Advertising 1,160 1,160
 Depreciation 4,000 4,000
 Interest 300 300
 Legal and professional services 1,040 1,040
 Office expense 1,500 1,500
 Repairs and maintenance 1,975 1,975
 Taxes and licenses 400 400
 Utilities  2,200   2,200
Total deductions $97,021 $ 93,901
Net Business Income $ 2,179 $ 9,399
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EXHIBIT 1-6 Green Acres Schedule C

Source: Form 1040.

SCHEDULE C  
(Form 1040) 

Department of the Treasury  
Internal Revenue Service (99) 

Profit or Loss From Business 
(Sole Proprietorship)

 Go to www.irs.gov/ScheduleC for instructions and the latest information.
 Attach to Form 1040, 1040NR, or 1041; partnerships generally must file Form 1065.

OMB No. 1545-0074

2018
Attachment   
Sequence No. 09 

Name of proprietor Social security number (SSN)

A          Principal business or profession, including product or service (see instructions) B  Enter code from instructions 

C          Business name. If no separate business name, leave blank. D  Employer ID number (EIN) (see instr.) 

E Business address (including suite or room no.)  

             City, town or post office, state, and ZIP code 

F Accounting method: (1) Cash (2) Accrual (3) Other (specify)   

G Did you “materially participate” in the operation of this business during 2018? If “No,” see instructions for limit on losses .  Yes No

H If you started or acquired this business during 2018, check here . . . . . . . . . . . . . . . . .

I Did you make any payments in 2018 that would require you to file Form(s) 1099? (see instructions) . . . . . . . . Yes No

J If “Yes,” did you or will you file required Forms 1099? . . . . . . . . . . . . . . . . . . . . . Yes No

Part I Income 
1 Gross receipts or sales. See instructions for line 1 and check the box if this income was reported to you on 

Form W-2 and the “Statutory employee” box on that form was checked . . . . . . . . . 1

2 Returns and allowances . . . . . . . . . . . . . . . . . . . . . . . . . 2 

3 Subtract line 2 from line 1 . . . . . . . . . . . . . . . . . . . . . . . . 3 

4 Cost of goods sold (from line 42) . . . . . . . . . . . . . . . . . . . . . . 4 

5 Gross profit.  Subtract line 4 from line 3 . . . . . . . . . . . . . . . . . . . . 5 

6 Other income, including federal and state gasoline or fuel tax credit or refund (see instructions) . . . . 6 

7 Gross income.  Add lines 5 and 6 . . . . . . . . . . . . . . . . . . . . . 7 
Part II Expenses. Enter expenses for business use of your home only on line 30.  

8 Advertising . . . . . 8 

9 
 

Car and truck expenses (see 
instructions) . . . . . 9 

10 Commissions and fees . 10 

11 Contract labor (see instructions) 11 

12 Depletion . . . . . 12 
13 

 
 
 

Depreciation and section 179 
expense deduction (not 
included in Part III) (see 
instructions) . . . . . 13 

14 
 

Employee benefit programs 
(other than on line 19) . . 14

15 Insurance (other than health) 15 

16 Interest (see instructions):

a Mortgage (paid to banks, etc.) 16a

b Other . . . . . . 16b
17 Legal and professional services 17

18 Office expense (see instructions) 18 

19 Pension and profit-sharing plans . 19 

20 Rent or lease (see instructions):

a Vehicles, machinery, and equipment 20a

b Other business property . . . 20b 

21 Repairs and maintenance . . . 21 

22 Supplies (not included in Part III) . 22 

23 Taxes and licenses . . . . . 23 

24 Travel and meals:

a Travel . . . . . . . . . 24a 

b 
 

Deductible meals (see 
instructions) . . . . . . . 24b 

25 Utilities . . . . . . . . 25 

26 Wages (less employment credits) . 26 

27 a Other expenses (from line 48) . . 27a

b Reserved for future use . . . 27b

28 Total expenses before expenses for business use of home. Add lines 8 through 27a . . . . . . 28 

29 Tentative profit or (loss). Subtract line 28 from line 7 . . . . . . . . . . . . . . . . . 29 

30 Expenses for business use of your home. Do not report these expenses elsewhere. Attach Form 8829 
unless using the simplified method (see instructions). 
Simplified method filers only: enter the total square footage of: (a) your home:

and (b) the part of your home used for business: . Use the Simplified

Method Worksheet in the instructions to figure the amount to enter on line 30 . . . . . . . . . 30 

31 Net profit or (loss).  Subtract line 30 from line 29. 

•  If a profit, enter on both Schedule 1 (Form 1040), line 12 (or Form 1040NR, line 13) and on Schedule SE, 
line 2. (If you checked the box on line 1, see instructions). Estates and trusts, enter on Form 1041, line 3. 

•  If a loss, you must  go to line 32.
} 31

32 If you have a loss, check the box that describes your investment in this activity (see instructions). 

•  If you checked 32a, enter the loss on both Schedule 1 (Form 1040), line 12 (or Form 1040NR, 
line 13) and on Schedule SE, line 2. (If you checked the box on line 1, see the line 31 instructions). 
Estates and trusts, enter on Form 1041, line 3. 
•  If you checked 32b, you must attach Form 6198. Your loss may be limited. 

} 32a All investment is at risk. 

32b Some investment is not  
at risk. 

For Paperwork Reduction Act Notice, see the separate instructions. Cat. No. 11334P Schedule C (Form 1040) 2018 
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1-30 CHAPTER 1 Business Income, Deductions, and Accounting Methods

changes, but for others the business must provide a good business purpose for the change 
and pay a fee. The IRS also requires permission when a business must change from using 
an impermissible method; this requirement helps the IRS to certify that the business 
properly makes the transition to a permissible method. In essence, the IRS requires the 
business to report its own noncompliance. Why would a business do so? Besides comply-
ing with the tax laws, a business might report its own noncompliance to receive leniency 
from the IRS. Without getting into the details, the IRS is likely to assess fewer penalties 
and less interest expense for noncompliance when the business reports the noncompli-
ance before the IRS discovers it on its own.

Tax Consequences of Changing Accounting Methods When a business 
changes from one accounting method to another, the business determines its taxable in-
come for the year of change using the new method. Furthermore, the business must make 
an adjustment to taxable income that effectively represents the cumulative difference, as 
of the beginning of the tax year, between the amount of income (or deductions) recog-
nized under the old accounting method and the amount that would have been recognized 
for all prior years if the new method had been applied. This adjustment is called a §481 
adjustment. The §481 adjustment prevents the duplication or omission of items of in-
come or deduction due to a change in accounting method. If the §481 adjustment  increases 
taxable income, the taxpayer recognizes the total adjustment spread evenly over four 
years beginning with the year of the change (25 percent of the full adjustment each 
year).58 If the adjustment decreases taxable income, the taxpayer recognizes it entirely in 
the year of change.59

What if: Suppose	that	at	the	end	of	2019,	Green	Acres	has	$24,000	of	accounts	receivable.	Assum-
ing	Green	Acres	uses	the	cash	method	of	accounting	in	2019,	it	would	not	include	the	$24,000	of	
receivables	in	income	in	determining	its	2019	taxable	income.	Suppose	further	that	Rick	decides	to	
switch	Green	Acres	to	the	accrual	method	of	accounting	in	2020	by	filing	a	Form	3115	and	receiving	
permission	from	the	IRS.	What	is	Rick’s	annual	adjustment	for	his	change	in	accounting	method	from	
the	cash	to	the	accrual	method?

Answer: $24,000	increase	to	income	and	because	this	adjustment	is	income-increasing,	the	total	is	
spread	evenly	over	four	years	($6,000	in	2020	and	each	of	the	subsequent	three	years).	Since	Rick	
would	use	the	accrual	method	in	2020,	he	would	not	include	payments	he	receives	for	the	$24,000	
receivables	as	income	because	he	earned	this	income	in	2019	(not	2020).	Instead,	Rick	would	be	re-
quired	to	make	a	§481	adjustment	to	ensure	that	he	does	not omit	these	items	from	taxable	income.	
His	total	§481	adjustment	is	to	increase	income	by	$24,000.	Because	this	is	an	income-increasing	
adjustment,	Rick	includes	$6,000	of	the	adjustment	(25	percent)	in	Green	Acres’s	taxable	income	in	
2020.	He	would	likewise	include	a	$6,000 income-increasing	annual	adjustment	in	each	of	the	subse-
quent	three	years.

What if: Suppose	that	at	the	end	of	2019,	Green	Acres	has	$4,000	of	accounts	payable	instead	of	
$24,000	of	accounts	receivable.	What	is	Rick’s	annual	adjustment	for	his	change	in	accounting	method	
from	the	cash	to	the	accrual	method	in	2020?

Answer: In	this	instance	Green	Acres	would	have	a	negative	(income-decreasing)	§481	adjustment	of	
$4,000	because	the	$4,000	of	expenses	would	have	accrued	 in	2019	but	would	not	have	been	
	deducted.	Hence,	Green	Acres	would	be	entitled	 to	deduct	 the	 full	 $4,000	as	 a	negative	 §481	
	adjustment	amount	in	2020.

Example 1-28

58Taxpayers with positive §481 adjustments less than $25,000 can elect to recognize the entire amount in the year 
of change. Rev. Proc. 2002-19.
59Taxpayers changing accounting methods under the Tax Cuts and Jobs Act will need to make §481 adjust-
ments for those changes.
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CONCLUSION
This chapter discusses issues relating to business income and deductions. We learned that 
the income rules for businesses are very similar to those for individuals and that 
 businesses may deduct only ordinary and necessary business expenses and other business 
expenses specifically authorized by law. We also described several business expense limi-
tations and discussed the accounting periods and methods businesses may use in  reporting 
taxable income to the IRS. The issues described in this chapter are widely applicable to 
all types of business entities, including sole proprietorships, partnerships, S corporations, 
and C corporations. 

Summary

Identify	common	business	deductions.

•	 Ordinary	and	necessary	business	expenses	are	allowed	as	deductions	to	calculate	net	
	income	from	activities	entered	into	with	a	profit	motive.

•	 Only	reasonable	amounts	are	allowed	as	business	expense	deductions.	Extravagant	or	
	excessive	amounts	are	likely	to	be	characterized	by	personal	motives	and	are	disallowed.

Determine	the	limits	on	deducting	business	expenses.

•	 The	law	specifically	prohibits	deducting	expenses	that	are	against	public	policy	(such	as	
fines	or	bribes)	and	expenses	that	produce	tax-exempt	income.

•	 Expenses	benefiting more	than	12	months	must	be	capitalized	and	special	limits	and	
	record-keeping	requirements	are	applied	to	business	expenses	that	may	have	personal	
benefits,	such	as	meals.

•	 The	deduction	of	business	interest	expense	is	limited	for	large	businesses	(average	annual	
gross	receipts	in	excess	of	$26	million	for	the	three	prior	years	and	indexed	for	inflation).	
Business	interest	can	only	be	deducted	to	the	extent	of	business	interest	income	plus	
30	percent	of	the	business’s	adjusted	taxable	income.	Adjusted	taxable	income	is	taxable	
	income	before	depreciation	and	interest	deductions	allocable	to	the	business	activity.	
	Disallowed	business	interest	expense	can	be	carried	forward	indefinitely.

Identify	special	business	deductions	specifically	permitted	under	the	tax	laws.

•	 Special	calculations	are	necessary	for	deductions	such	as	the	deduction	for	casualty	
losses. The	deduction	when	an	asset	is	damaged	(not	destroyed)	is	limited	to	the	lesser		
of	the	reduction	in	value	or	the	adjusted	tax	basis	of	the	asset.

Describe	accounting	periods	available	to	businesses.

•	 Accounting	periods	and	methods	are	chosen	at	the	time	of	filing	the	first	tax	return.
•	 There	are	three	types	of	tax	years—calendar	year,	fiscal	year,	and	52/53-week	year—and	

each	tax	year	is	distinguished	by	year-end.

Apply	cash	and	accrual	methods	to	determine	business	income	and	expense	deductions.

•	 Under	the	cash	method,	taxpayers	recognize	revenue	when	they	actually	or	constructively	
receive	property	or	services	and	they	recognize	deductions	when	they	actually	pay	the	
expense.	C	corporations	and	partnerships	with	C	corporation	partners	but	not	tax	shelters,	
can	elect	to	use	the	cash	method	if	the	C	corporation	and/or	the	partnership	(and	any		
C	corporation	partner)	report		average	annual	gross	receipts	for	the	three	prior	years	of	
$26	million	or	less.

•	 Under	the	accrual	method,	the	all-events	test	requires	that	income	be	recognized	when	all	
the	events	have	occurred	that	are	necessary	to	fix	the	right	to	receive	payments	and	the	
amount	of	the	payments	can	be	determined	with	reasonable	accuracy.

•	 Except	for	taxpayers	who	meet	the	$26	million	gross	receipts	test,	the	accrual	method	must	
be	used	to	account	for	sales	and	purchases	for	businesses	where	inventories	are	an	
	income-producing	factor.	
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1-32 CHAPTER 1 Business Income, Deductions, and Accounting Methods

•	 Under	the	accrual	method,	accrued	expenses	can	be	deducted	only	when	the	all-events	
test	and	the	economic	performance	test	both	have	been	met.	The	application	of	the	eco-
nomic	performance	test	depends,	in	part,	on	the	type	of	business	expense.

•	 Changes	in	accounting	method	or	accounting	period	typically	require	the	consent	of	the	
IRS	and	a	§481	adjustment	to	taxable	income.	A	negative	adjustment	is	included	in	income	
for	the	year	of	change,	whereas	a	positive	adjustment	is	spread	over	four	years.

12-month rule (1-16)
accounting methods (1-14)
accounting period (1-13)
all-events test (1-21)
allowance method (1-25)
arm’s length amount (1-4)
direct write-off method (1-25)
economic performance test (1-21)
first-in, first-out (FIFO)  

method (1-19)

fiscal year (1-13)
flow-through entities (1-14)
impermissible accounting  

method (1-27)
last-in, first-out (LIFO)  

method (1-19)
mixed-motive expenditures (1-7)
ordinary and necessary (1-3)
payment liabilities (1-22)
permissible accounting method (1-27)

personal expenses (1-7)
reasonable in amount (1-4)
recurring item (1-24)
§481 adjustment (1-30)
specific identification  

method (1-19)
tax year (1-13)
travel expenses (1-9)
uniform cost capitalization 

(UNICAP) rules (1-19)

KEY TERMS

DISCUSSION QUESTIONS

Discussion Questions are available in Connect®.

 1.  What is an “ordinary and necessary” business expenditure?
 2.  Explain how cost of goods is treated when a business sells inventory.
 3.  Whether a business expense is “reasonable in amount” is often a difficult question. 

Explain why determining reasonableness is difficult, and describe a circumstance 
where reasonableness is likely to be questioned by the IRS.

 4.  Jake is a professional dog trainer who purchases and trains dogs for use by law en-
forcement agencies. Last year Jake purchased 500 bags of dog food from a large pet 
food company at an average cost of $30 per bag. This year, however, Jake purchased 
500 bags of dog food from a local pet food company at an average cost of $45 per 
bag. Under what circumstances would the IRS likely challenge the cost of Jake’s 
dog food as unreasonable?

 5.  What kinds of deductions are prohibited as a matter of public policy? Why might 
Congress deem it important to disallow deductions for expenditures that are against 
public policy?

 6.  Provide an example of an expense associated with the production of tax-exempt in-
come, and explain what might happen if Congress repealed the prohibition against 
deducting expenses incurred to produce tax-exempt income.

 7.  Peggy is a rodeo clown, and this year she expended $1,000 on special “funny” 
clothes and outfits. Peggy would like to deduct the cost of these clothes as work- 
related because she refuses to wear the clothes unless she is working. Under what 
circumstances can Peggy deduct the cost of her clown clothes?

 8.  Jimmy is a sole proprietor of a small dry-cleaning business. This month Jimmy  
paid for his groceries by writing checks from the checking account dedicated to the 
dry-cleaning business. Why do you suppose Jimmy is using his business checking 
account rather than his personal checking account to pay for personal expenditures?

 9.  Troy operates an editorial service that often entertains prospective authors to en-
courage them to use Troy’s service. This year Troy paid $3,000 for the cost of meals 

LO 1-1

LO 1-1

LO 1-1

LO 1-1

LO 1-2

LO 1-2

LO 1-2

research

LO 1-2

LO 1-2

sa
m

ple



CHAPTER 1 Business Income, Deductions, and Accounting Methods 1-33

and $6,200 for the cost of entertaining authors. Describe the conditions under which 
Troy can deduct a portion of the cost of the meals as a business expense.

10.  Jenny uses her car for both business and personal purposes. She purchased the auto 
this year and drove 11,000 miles on business trips and 9,000 miles for personal 
transportation. Describe how Jenny will determine the amount of deductible 
 expenses associated with the auto.

11.  What expenses are deductible when a taxpayer combines both business and personal 
activities on a trip? How do the rules for international travel differ from the rules for 
domestic travel?

12.  Clyde lives and operates a sole proprietorship in Dallas, Texas. This year Clyde 
found it necessary to travel to Fort Worth (about 25 miles away) for legitimate 
 business reasons. Is Clyde’s trip likely to qualify as “away from home”? Why  
would this designation matter?

13.  Describe the record-keeping requirements for deducting business expenses, includ-
ing mixed-motive expenditures.

14.  Describe the computation of the limit placed on the business interest deduction. Is 
the disallowed interest ever deductible?

15.  Explain the difference between calculating a loss deduction for a business asset that 
was partially damaged in an accident and calculating a loss deduction for a business 
asset that was stolen or completely destroyed in an accident.

16.  How does a casualty loss on a business asset differ when the asset is stolen as 
 opposed to destroyed in a fire?

17.  What is the difference between a full tax year and a short tax year? Describe 
 circumstances in which a business may have a short tax year.

18.  Explain why a taxpayer might choose one tax year-end over another if given a 
choice.

19.  Compare and contrast the different year-ends available to sole proprietorships, 
 flow-through entities, and C corporations.

20.  Why does the law generally require partnerships to adopt a tax year consistent with 
the year used by the partners?

21.  How does an entity choose its tax year? Is it the same process no matter the type of 
tax year-end the taxpayer adopts?

22.  Explain when an expenditure should be “capitalized” based upon accounting prin-
ciples. From time to time, it is suggested that all business expenditures should be 
deducted when incurred for tax purposes. Do you agree with this proposition, and if 
so, why?

23.  Describe the 12-month rule for determining whether and to what extent businesses 
should capitalize or immediately deduct prepaid expenses such as insurance or 
 security contracts. Explain the apparent rationale for this rule.

24.  Explain why Congress sometimes mandates that businesses use particular account-
ing methods while other times Congress is content to require businesses to use the 
same accounting methods for tax purposes that they use for financial accounting 
purposes.

25.  Why is it not surprising that specific rules differ between tax accounting and finan-
cial accounting?

26.  Fred is considering using the accrual method for his next business venture. Explain 
to Fred the conditions for recognizing income for tax purposes under the accrual 
method.

27.  Describe the all-events test for determining income and describe how to determine 
the date on which the all-events test has been met.
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1-34 CHAPTER 1 Business Income, Deductions, and Accounting Methods

28.  Compare and contrast the tax treatment for rental income received in advance and 
advance payments for goods and services.

29.  Compare and contrast the rules for determining the tax treatment of advance 
 payments for services versus advance payments for goods.

30.  Jack operates a large home repair business as a sole proprietorship. Besides provid-
ing services, Jack also sells home repair supplies to homeowners. However, these 
sales constitute a relatively small portion of Jack’s income. Describe the conditions 
under which Jack would need to account for sales and purchases of plumbing 
 supplies using the accrual method. (Hint: Read §471(a) and Reg. §1.471-1.)

31.  Explain why Congress enacted the UNICAP rules and describe the burdens these 
rules place on taxpayers.

32.  Compare and contrast financial accounting rules with the tax rules under UNICAP 
(§263A). Explain whether the UNICAP rules tend to accelerate or defer income 
 relative to the financial accounting rules.

33.  Compare and contrast the tests for accruing income and those for accruing deduc-
tions for tax purposes.

34.  Compare and contrast when taxpayers are allowed to deduct the cost of warranties 
provided by others to the taxpayer (i.e., purchased by the taxpayer) and when tax-
payers are allowed to deduct the costs associated with warranties they provide (sell) 
to others.

35.  Describe when economic performance occurs for the following expenses:
a) Workers’ compensation
b) Rebates and refunds
c) Insurance, warranties, and service contracts provided to the business
d) Taxes

36.  On December 31 of the current year, a taxpayer prepays an advertising company to 
provide advertising services for the next 10 months. Using the 12-month rule and 
the economic performance rules, contrast when the taxpayer would be able to de-
duct the expenditure if the taxpayer uses the cash method of accounting versus if the 
taxpayer uses the accrual method of accounting.

37.  Compare and contrast how bad debt expense is determined for financial accounting 
purposes and how the deduction for bad debts is determined for accrual-method 
 taxpayers. How do cash-method taxpayers determine their bad debt expense for 
 accounts receivable?

38.  Describe the related-person limitation on accrued deductions. What tax savings 
strategy is this limitation designed to thwart?

39.  What are the relative advantages of the cash and accrual methods of accounting?
40.  Describe how a business adopts a permissible accounting method. Explain whether 

a taxpayer can adopt an impermissible accounting method.
41.  Describe why the IRS might be skeptical of permitting requests for changes in 

 accounting method without a good business purpose.
42.  What is a §481 adjustment, and what is the purpose of this adjustment?

PROBLEMS

Select problems are available in Connect®.

43.  Manny hired his brother’s firm to provide accounting services to his business. During 
the current year, Manny paid his brother’s firm $82,000 for services even though other 
firms were willing to provide the same services for $40,000. How much of this expen-
diture, if any, is deductible as an ordinary and necessary business expenditure?
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CHAPTER 1 Business Income, Deductions, and Accounting Methods 1-35

44.  Michelle operates a food truck. Indicate the amount (if any) that she can deduct as 
an ordinary and necessary business deduction in each of the following situations 
and explain your solution.
a) Michelle moves her food truck between various locations on a daily rotation. 

Last week, Michelle was stopped for speeding. She paid a fine of $125 for 
 speeding, including $80 for legal advice in connection with the ticket.

b) Michelle paid $750 to reserve a parking place for her food truck for the fall foot-
ball season outside the local football arena. Michelle also paid $95 for tickets to a 
game for her children.

c) Michelle provided a candidate with free advertising painted on her truck during 
the candidate’s campaign for city council. Michelle paid $500 to have the ad 
 prepared and an additional $200 to have the ad removed from the truck after the 
candidate lost the election.

45.  Indicate the amount (if any) that Josh can deduct as an ordinary and necessary 
 business deduction in each of the following situations and explain your  
solution.
a) Josh borrowed $50,000 from First State Bank using his business assets as 

 collateral. He used the money to buy City of Blanksville bonds. Over the course 
of a year, Josh paid interest of $4,200 on the borrowed funds, but he received 
$3,500 of interest on the bonds.

b) Josh purchased a piece of land for $45,000 in order to get a location to expand 
his business. He also paid $3,200 to construct a new driveway for access to the 
property.

c) This year Josh paid $15,000 to employ the mayor’s son in the business. Josh 
would typically pay an employee with these responsibilities about $10,000 but 
the mayor assured Josh that after his son was hired, some city business would be 
coming his way.

d) Josh paid his brother, a mechanic, $3,000 to install a robotic machine for Josh’s 
business. The amount he paid to his brother is comparable to what he would 
have paid to an unrelated person to do the same work. Once the installation was 
completed by his brother, Josh began calibrating the machine for operation. 
However, by the end of the year, he had not started using the machine in his 
business.

46.  Ralph operates a business that acts as a sales representative for firms that pro-
duce and sell precious metals to electronics manufacturers. Ralph contacts manu-
facturers and convinces them to sign contracts for the delivery of metals. Ralph’s 
company earns a commission on the sales. This year, Ralph contacted a jeweler 
to engrave small lapel buttons for each of his clients. Ralph paid $20 each for the 
lapel buttons and the jeweler charged Ralph an additional $7 for engraving. The 
electronics manufacturers, however, prohibit their employees from accepting 
gifts related to sales contracts. Can Ralph deduct the cost of the lapel buttons as 
business gifts?

47.  Melissa recently paid $400 for round-trip airfare to San Francisco to attend a 
 business conference for three days. Melissa also paid the following expenses: 
$250 fee to register for the conference, $300 per night for three nights lodging,  
$200 for meals, and $150 for cab fare.
a) What amount of the travel costs can Melissa deduct as business expenses?
b) Suppose that while Melissa was on the coast, she also spent two days sightseeing 

the national parks in the area. To do the sightseeing, she paid $1,000 for trans-
portation, $800 for lodging, and $450 for meals during this part of her trip, 
which she considers personal in nature. What amount of the travel costs can 
 Melissa deduct as business expenses? 
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c) Suppose that Melissa made the trip to San Francisco primarily to visit the na-
tional parks and only attended the business conference as an incidental benefit of 
being present on the coast at that time. What amount of the airfare can Melissa 
deduct as a business expense?

d) Suppose that Melissa’s permanent residence and business was located in San 
Francisco. She attended the conference in San Francisco and paid $250 for the 
registration fee. She drove 100 miles over the course of three days and paid $90 
for parking at the conference hotel. In addition, she spent $150 for breakfast and 
dinner over the three days of the conference. She bought breakfast on the way to 
the conference hotel and she bought dinner on her way home each night from the 
conference. What amount of these costs can Melissa deduct as business 
expenses?

48.  Kimberly is a self-employed taxpayer. She recently spent $1,000 for airfare to travel 
to Italy. What amount of the airfare is deductible in each of the following alternative 
scenarios?
a) Her trip was entirely for personal purposes.
b) On the trip, she spent eight days on personal activities and two days on business 

activities.
c) On the trip, she spent seven days on business activities and three days on per-

sonal activities.
d) Her trip was entirely for business purposes.

49.  Ryan is self-employed. This year Ryan used his personal auto for several long 
business trips. Ryan paid $1,500 for gasoline on these trips. His depreciation on 
the car if he was using it fully for business purposes would be $3,000. During the 
year, he drove his car a total of 12,000 miles (a combination of business and 
 personal travel).
a) Ryan can provide written documentation of the business purpose for trips total-

ing 3,000 miles. What business expense amount can Ryan deduct (if any) for 
these trips?

b) Ryan estimates that he drove approximately 1,300 miles on business trips, but he 
can only provide written documentation of the business purpose for trips totaling 
820 miles. What business expense amount can Ryan deduct (if any) for these 
trips?

50.  Christopher is a self-employed cash-method, calendar-year taxpayer, and he made 
the following cash payments related to his business this year. Calculate the after-tax 
cost of each payment assuming Christopher has a 37 percent marginal tax rate.
a) $500 fine for speeding while traveling to a client meeting.
b) $800 of interest on a short-term loan incurred in September and repaid in 

 November. Half of the loan proceeds were used immediately to pay salaries  
and the other half was invested in municipal bonds until November.

c) $600 for office supplies in May of this year. He used half of the supplies this year 
and he will use the remaining half by February of next year.

d) $450 for several pairs of work boots. Christopher expects to use the boots about 
80 percent of the time in his business and the remainder of the time for hiking. 
Consider the boots to be a form of clothing.

51.  Heather is an attorney who paid $15,000 to join a country club in order to meet 
 potential clients. This year she also paid $4,300 in greens fees when golfing  
with clients and paid an additional $1,700 for meals with clients in the clubhouse. 
Under what circum stances, if any, can Heather deduct all or part of the $21,000 
paid to the country club this year?
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52.  Assume Sarah is a cash-method, calendar-year taxpayer, and she is considering 
making the following cash payments related to her business. Calculate the  after-tax 
cost of each payment assuming she is subject to a 37 percent marginal tax rate.
a) $2,000 payment for next year’s property taxes on her place of business.
b) $800 to reimburse the cost of meals incurred by employees while traveling for 

the business.
c) $1,200 for football tickets to entertain out-of-town clients during contract 

negotiations.
d) $500 contribution to the mayor’s reelection campaign.

53.  Renee operates a proprietorship selling collectibles over the web, and last year she 
purchased a building for $24 million for her business. This year, Renee’s proprietor-
ship reported revenue of $85 million and incurred total expenses of $78.1 million. 
Her expenses included cost of goods sold of $48.5 million, sales commissions  
paid of $6.4 million, $10.5 million of interest paid on the building mortgage,  
and $12.7 million of depreciation.
a) What is Renee’s adjusted taxable income for purposes of calculating the 

 limitation on business interest expense?
b) What is the maximum amount of business interest expense that Renee can  deduct 

this year, and how is the disallowed interest expense (if any) treated?
c) Suppose that Renee’s revenue includes $5 million of business interest income. 

What is the maximum amount of business interest expense that could be 
 deducted this year under the business interest limitation?

54.  This year Amy purchased $2,000 of equipment for use in her business. However, 
the machine was damaged in a traffic accident while Amy was transporting the 
equipment to her business. Note that because Amy did not place the equipment into 
service during the year, she does not claim any depreciation or cost recovery ex-
pense for the equipment.
a) After the accident, Amy had the choice of repairing the equipment for $1,800 or 

selling the equipment to a junk shop for $300. Amy sold the equipment. What 
amount can Amy deduct for the loss of the equipment?

b) After the accident, Amy repaired the equipment for $800. What amount can Amy 
deduct for the loss of the equipment?

c) After the accident, Amy could not replace the equipment so she had the equip-
ment repaired for $2,300. What amount can Amy deduct for the loss of the 
equipment?

55.  In July of this year, Stephen started a proprietorship called ECR (which stands for 
electric car repair). ECR uses the cash method of accounting and Stephen has 
 produced the following financial information for this year:
∙ ECR collected $81,000 in cash for repairs completed during the year and an 

additional $3,200 in cash for repairs that will commence after year-end.
∙ Customers owe ECR $14,300 for repairs completed this year, and while Stephen 

isn’t sure which bills will eventually be paid, he expects to collect all but about 
$1,900 of these revenues next year.

ECR has made the following expenditures:

Interest	expense $ 	1,250
Shop	rent	($1,500	per	month) 27,000
Utilities 1,075
Contract	labor 8,250
Compensation 21,100
Liability	insurance	premiums	($350	per	month) 4,200
Term	life	insurance	premiums	($150	per	month)  	 	 1,800
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The interest paid relates to interest accrued on a $54,000 loan made to Stephen in 
July of this year. Stephen used half of the loan to pay for 18 months of shop rent, 
and the remainder he used to upgrade his personal wardrobe. In July, Stephen 
purchased 12 months of liability insurance to protect against liability should anyone 
be injured in the shop. ECR has only one employee (the remaining workers are 
contract labor), and this employee thoroughly understands how to repair an electric 
propulsion system. On November 1 of this year, Stephen purchased a 12-month 
term-life policy that insures the life of this “key” employee. Stephen paid Gecko 
Insurance Company $1,800; in return, Gecko promises to pay Stephen a $40,000 
death benefit if this employee dies any time during the next 12 months.

Fill out a draft of the front page of Stephen’s Schedule C.

56.  Nicole is a calendar-year taxpayer who accounts for her business using the cash 
method. On average, Nicole sends out bills for about $12,000 of her services at  
the first of each month. The bills are due by the end of the month, and typically  
70 percent of the bills are paid on time and 98 percent are paid within 60 days.
a) Suppose that Nicole is expecting a 2 percent reduction in her marginal tax rate 

next year. Ignoring the time value of money, estimate the tax savings for Nicole 
if she postpones mailing the December bills until January 1 of next year.

b) Describe how the time value of money affects your calculations.
c) Would this tax savings strategy create any additional business risks? Explain.

57.  Jeremy is a calendar-year taxpayer who sometimes leases his business equipment to 
local organizations. He recorded the following receipts this year. Indicate the extent 
to which these payments are taxable income to Jeremy this year if Jeremy is (1) a 
cash-method taxpayer and (2) an accrual-method taxpayer.
a) $1,000 deposit from the Ladies’ Club, which wants to lease a trailer. The club 

will receive the entire deposit back when the trailer is returned undamaged.
b) $800 from the Ladies’ Club for leasing the trailer from December of this year 

through March of next year ($200 per month).
c) $300 lease payment received from the Men’s Club this year for renting Jeremy’s 

trailer last year. Jeremy billed the club last year but recently he determined that 
the Men’s Club would never pay him, so he was surprised when he received the 
check.

58.  Brown Thumb Landscaping is a calendar-year, accrual-method taxpayer. In 
 September, Brown Thumb negotiated a $14,000 contract for services it would pro-
vide to the city in November of the current year. The contract specifies that Brown 
Thumb will receive $4,000 in October as a down payment for these services and it 
will receive the remaining $10,000 in January of next year.
a) How much income from this $14,000 contract will Brown Thumb recognize in 

the current year? Explain.
b) How much income from this $14,000 contract will Brown Thumb recognize in 

the current year if it uses the cash method of accounting?
c) Suppose that the total amount to be paid under the contract with the city is esti-

mated at $14,000 but may be adjusted to $12,000 next year during the review of 
the city budget. What amount from the contract, if any, should Brown Thumb 
recognize as income this year? Explain.

d) Suppose that in addition to the basic contract, Brown Thumb will be paid an 
 additional $3,000 if its city landscape design wins the annual design com-
petition next year. Should Brown Thumb accrue $3,000 revenue this year?  
Why or why not?

59.  In January of year 0, Justin paid $4,800 for an insurance policy that covers his 
 business property for accidents and casualties. Justin is a calendar-year taxpayer 
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who uses the cash method of accounting. What amount of the insurance premium 
may Justin deduct in year 0 in each of the following alternative scenarios?
a) The policy covers the business property from April 1 of year 0 through March 31 

of year 1.
b) The policy begins on February 1 of year 1 and extends through January 31 of 

year 2.
c) Justin pays $6,000 for a 24-month policy that covers the business from April 1, 

year 0, through March 31, year 2.
d) Instead of paying an insurance premium, Justin pays $4,800 to rent his business 

property from April 1 of year 0 through March 31 of year 1.
60.  Ben teaches golf lessons at a country club under a business called Ben’s Pure 

Swings (BPS). He operates this business as a sole proprietorship on the accrual 
 basis of accounting. Use the following accounting information for BPS to complete 
the firm’s Schedule C:

This year BPS billed clients for $86,700 and collected $61,000 in cash for golf 
lessons completed during the year. In addition, BPS collected an additional $14,500 
in cash for lessons that will commence after year-end. Ben hopes to collect about 
half of the outstanding billings next year but the rest will likely be written off.

Besides providing private golf lessons, BPS also contracted with the country club to 
staff the driving range. This year, BPS billed the country club $27,200 for the 
service. The club paid $17,000 of the amount but disputed the remainder. By year-
end, the dispute had not been resolved, and while Ben believes he is entitled to the 
money, he has still not collected the remaining $10,200.

BPS has accrued the following expenses (explained below): 

Advertising	(in	the	clubhouse) $13,150
Pro	golf	teachers’	membership	fees 860
Supplies	(golf	tees,	balls,	etc.) 4,720
Club	rental 6,800
Malpractice	insurance 2,400
Accounting	fees 8,820

The expenditures were all paid for this calendar year, with several exceptions.  
First, Ben initiated his golfer’s malpractice insurance on June 1 of this year. The 
$2,400 insurance bill covers the last six months of this calendar year and the first 
six months of next year. At year-end, Ben had only paid $600, but he has assured 
the insurance agent he will pay the remaining $1,800 early next year. Second, the 
amount paid for club rental ($100 per week) represents rental charges for the last 
6 weeks of the previous year, the 52 weeks in this calendar year, and the first 
10 weeks of next year. Ben has also mentioned that BPS only pays for supplies that 
are used at the club. Although BPS could buy the supplies for half the cost 
elsewhere, Ben likes to “throw some business” to the golf pro shop because it is 
operated by his brother.

Fill out a draft of Parts I and II on the front page of a Schedule C for BPS.

61.  On April 1 of year 0 Stephanie received a $9,000 payment for full payment on a 
three-year service contract (under the contract Stephanie is obligated to provide 
 advisory services for the next three years).
a) What amount of income should Stephanie recognize in year 0 if she uses the 

 accrual method of accounting? (She recognized $2,250 for financial accounting 
purposes.)

b) What amount of income will Stephanie recognize in year 1 if she uses the  accrual 
method of accounting?
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c) What amount of income will Stephanie recognize in year 2 if she uses the  accrual 
method of accounting?

d) What amount of income will Stephanie recognize in year 0 if she recognizes 
$5,000 of income from the contract for financial statement purposes?

62.  In October of year 0, Janine received a $6,000 payment from a client for 25 months 
of security services she will provide starting on November 1 of year 0. This 
amounts to $240 per month.
a) When must Janine recognize the income from the $6,000 advance payment for 

services if she uses the cash method of accounting?
b) When must Janine recognize the income from the $6,000 advance payment for 

services if she uses the accrual method of accounting?
c) Suppose that instead of services, Janine received the payment for a security 

 system (inventory) that she will deliver and install in year 2. When would Janine 
recognize the income from the advance payment for the inventory sale if she uses 
the accrual method of accounting and she elects to use the deferral method for 
reporting income from advance payments? For financial accounting purposes, 
she reports the income when the inventory is delivered.

d) Suppose that instead of services, Janine received the payment for inventory  
to be delivered next year. When would Janine recognize the income from  
the advance payment for sale of goods if she uses the accrual method of 
 accounting and she does not elect to use the deferral method for advance 
payments?

63.  Nicole’s business uses the accrual method of accounting and accounts for inventory 
with specific identification. In year 0, Nicole received a $4,500 payment with an 
 order for inventory to be delivered to the client early next year. Nicole has the 
 inventory ready for delivery at the end of year 0 (she purchased the inventory in 
year 0 for $2,300).
a) When does Nicole recognize the $2,200 of gross profit ($4,500 revenue minus 

$2,300 cost of the inventory) if she does not elect to use the deferral method?
b) When does Nicole recognize the $2,200 of gross profit from the inventory sale if 

she elects to use the deferral method?
c) How would Nicole account for the inventory-related transactions if she uses  

the cash method of accounting and her annual sales are usually less than 
$100,000?

d) How would Nicole account for the inventory-related transactions if she uses the 
cash method of accounting and her annual sales are usually over $50 million per 
year?

64.  This year Amber purchased a factory to process and package landscape mulch. 
 Approximately 20 percent of management time, space, and expenses are spent on 
this manufacturing process.

Costs (in thousands) Tax Inventory

Material: Mulch	and	packaging $	 5,000 ?
Administrative	supplies  	 	 	 250 ?

Salaries: Factory	labor  	12,000 ?
Sales	&	advertising  	 	3,500 ?
Administration  	 	5,200 ?

Property	taxes: Factory  	 	4,600 ?
Offices  	 	2,700 ?

Depreciation: Factory  	 	8,000 ?
Offices  	 	1,500 ?
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a) At the end of the year, Amber’s accountant indicated that the business had pro-
cessed 10 million bags of mulch but only 1 million bags remained in the ending 
inventory. What is Amber’s tax basis in her ending inventory if the UNICAP 
rules are used to allocate indirect costs to inventory? (Assume direct costs are 
 allocated to inventory according to the level of ending inventory. In contrast, 
 indirect costs are first allocated by time spent and then according to level of 
 ending inventory.)

b) Under what conditions could Amber’s business avoid having to apply UNICAP 
rules to allocate indirect costs to inventory for tax purposes?

65.  Suppose that David has elected to account for inventories and has adopted the last-
in, first-out (LIFO) inventory-flow method for his business inventory of widgets 
(purchase prices below).

Widget Purchase Date Direct Cost Other Costs Total Cost

#1 August	15 $2,100  $100 $2,200
#2 October	30 2,200 150 2,350
#3 November	10 2,300 100 2,400

In late December, David sold one widget and next year David expects to purchase 
three more widgets at the following estimated prices:

Widget Purchase Date Estimated Cost

#4 Early	spring $2,600
#5 Summer 2,260
#6 Fall 2,400

a) What cost of goods sold and ending inventory would David record if he elects to 
use the LIFO method this year?

b) If David sells two more widgets next year, what will be his cost of goods sold 
and ending inventory next year under the LIFO method?

c) How would you answer (a) and (b) if David had initially selected the first-in, 
first-out (FIFO) method instead of LIFO?

d) Suppose that David initially adopted the LIFO method, but wants to apply for a 
change to FIFO next year. What would be his §481 adjustment for this change, 
and in what year(s) would he make the adjustment?

66.  On November 1 of year 0, Jaxon borrowed $50,000 from Bucksnort Savings  
and Loan for use in his business. In December, Jaxon paid interest of $4,500 
 relating to the 12-month period from November of year 0 through October of 
year 1.
a) How much interest, if any, can Jaxon deduct in year 0 if his business uses the 

cash method of accounting for tax purposes?
b) How much interest, if any, can Jaxon deduct in year 0 if his business uses the 

 accrual method of accounting for tax purposes?

67.  Matt hired Apex Services to repair his business equipment. On November 1 of 
year 0, Matt paid $2,000 for the repairs that he expects to begin in early  
March of year 1.
a) What amount of the cost of the repairs can Matt deduct in year 0 if he uses the 

cash method of accounting for his business?
b) What amount of the cost of the repairs can Matt deduct in year 0 if he uses  

the accrual method of accounting for his business?
c) What amount of the cost of the repairs can Matt deduct in year 0 if he uses the 

accrual method and he expects the repairs to be done by early February?
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d) What amount of the cost of the repairs can Matt deduct in year 0 if he uses the 
cash method of accounting and he expects the repairs to be done by early 
February?

68.  Circuit Corporation (CC) is a calendar-year, accrual-method taxpayer. CC manu-
factures and sells electronic circuitry. On November 15, year 0, CC enters into a 
contract with Equip Corp (EC) that provides CC with exclusive use of EC’s spe-
cialized manufacturing equipment for the five-year period beginning on January 1 
of year 1. Pursuant to the contract, CC pays EC $100,000 on December 30,  
year 0. How much of this expenditure is CC allowed to deduct in year 0 and  
in year 1?

69.  This year (year 0) Elizabeth agreed to a three-year service contract with an engi-
neering consulting firm to improve efficiency in her factory. The contract requires 
Elizabeth to pay the consulting firm $1,500 for each instance that Elizabeth requests 
its assistance. The contract also provides that Elizabeth only pays the consultants if 
their advice increases efficiency as measured 12 months from the date of service. 
This year Elizabeth requested advice on three occasions and she has not yet made 
any payments to the consultants.
a) How much should Elizabeth deduct in year 0 under this service contract if she 

uses the accrual method of accounting?
b) How much should Elizabeth deduct in year 0 under this service contract if she 

uses the cash method of accounting?

70.  Travis is a professional landscaper. He provides his clients with a one-year 
(12-month) warranty for retaining walls he installs. In June of year 1, Travis in-
stalled a wall for an important client, Sheila. In early November, Sheila informed 
Travis that the retaining wall had failed. To repair the wall, Travis paid $700 cash 
for additional stone that he delivered to Sheila’s location. Travis also offered to pay 
a mason $800 to repair the wall on November 20 of year 1. Due to some bad 
weather and the mason’s work backlog, the mason agreed to finish the work by  
the end of January of year 2. Even though Travis expected the mason to finish the 
project by the end of February, Travis informed the mason that he would pay the 
mason the $800 when he completed the job.
a) Assuming Travis is an accrual-method taxpayer, how much can he deduct in year 

1 from these activities?
b) Assuming Travis is a cash-method taxpayer, how much can he deduct in year 1 

from these activities?

71.  Adam elects the accrual method of accounting for his business. What amount of 
 deductions does Adam recognize in year 0 for the following transactions?
a) Adam guarantees that he will refund the cost of any goods sold to a client if 

the goods fail within a year of delivery. In December of year 0, Adam agreed 
to refund $2,400 to clients, and he expects to make payment in January of  
year 1.

b) On December 1 of year 0, Adam paid $480 for a one-year contract with CleanUP 
Services to clean his store. The agreement calls for services to be provided on a 
weekly basis.

c) Adam was billed $240 for annual personal property taxes on his delivery van. 
Because this was the first time Adam was billed for these taxes, he did not make 
payment until January. However, he considers the amounts immaterial.

72.  Rebecca is a calendar-year taxpayer who operates a business. She made the 
 following business-related expenditures in December of year 0. Indicate the amount 
of these payments that she may deduct in year 0 under both the cash method of 
 accounting and the accrual method of accounting. 
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a) $2,000 for an accountant to evaluate the accounting system of Rebecca’s 
 business. The accountant spent three weeks in January of year 1 working on  
the evaluation.

b) $2,500 for new office furniture. The furniture was delivered on January 15, year 1.
c) $3,000 for property taxes payable on her factory.
d) $1,500 for interest on a short-term bank loan relating to the period from Novem-

ber 1, year 0, through March 31, year 1.
73.  BCS Corporation is a calendar-year, accrual-method taxpayer. BCS was formed and 

started its business activities on January 1, year 0. It reported the following informa-
tion for year 0. Indicate BCS’s deductible amount for year 0 in each of the following 
alternative scenarios.
a) BCS provides two-year warranties on products it sells to customers. For its year 

0 sales, BCS estimated and accrued $200,000 in warranty expense for financial 
accounting purposes. During year 0, BCS actually spent $30,000 repairing its 
product under the warranty.

b)  BCS accrued an expense for $50,000 for amounts it anticipated it would be re-
quired to pay under the workers’ compensation act. During year 0, BCS actually 
paid $10,000 for workers’ compensation–related liabilities.

c) In June of year 0, a display of BCS’s product located in its showroom fell and in-
jured a customer. The customer sued BCS for $500,000. The case is scheduled to 
go to trial next year. BCS anticipates that it will lose the case and accrued a 
$500,000 expense on its financial statements.

d) Assume the same facts as in (c) except that BCS was required to pay $500,000 to 
a court-appointed escrow fund in year 0. If BCS loses the case in year 1, the 
money from the escrow fund will be transferred to the customer suing BCS.

e) On December 1 of year 0, BCS acquired equipment from Equip Company. As 
part of the purchase, BCS signed a warranty agreement with Equip so that Equip 
would warranty the equipment for two years (from December 1 of year 0 through 
November 30 of year 2). The cost of the warranty was $12,000. BCS paid Equip 
for the warranty in January of year 1.

74.  This year William provided $4,200 of services to a large client on credit. Unfortu-
nately, this client has recently encountered financial difficulties and has been unable 
to pay William for the services. Moreover, William does not expect to collect for his 
services. William has “written off” the account and would like to claim a deduction 
for tax purposes.
a) What amount of deduction for bad debt expense can William claim this year if he 

uses the accrual method?
b) What amount of deduction for bad debt expense can William claim this year if he 

uses the cash method?
75.  Dustin has a contract to provide services to Dado Enterprises. In November of 

year 0, Dustin billed Dado $10,000 for the services he rendered during the year. 
Dado is an accrual-method proprietorship that is owned and operated by Dustin’s 
father. 
a) What amount of revenue must Dustin recognize in year 0 if Dustin uses the cash 

method and Dado remits payment for the services in December of year 0? What 
amount can Dado deduct in year 0?

b) What amount of revenue must Dustin recognize in year 0 if Dustin uses the 
 accrual method and Dado remits payment for the services in December of year 0? 
What amount can Dado deduct in year 0?

c) What amount of revenue must Dustin recognize in year 0 if Dustin uses the cash 
method and Dado remits payment for the services in January of year 1? What 
amount can Dado deduct in year 0?
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d) What amount of revenue must Dustin recognize in year 0 if Dustin uses the 
 accrual method and Dado remits payment for the services in January of year 1? 
What amount can Dado deduct in year 0?

76.  Nancy operates a business that uses the accrual method of accounting. In December, 
Nancy asked her brother, Hank, to provide her business with consulting advice. 
Hank billed Nancy for $5,000 of consulting services in year 0 (a reasonable 
amount), but Nancy was only able to pay $3,000 of the bill by the end of year 0. 
However, Nancy paid the remainder of the bill in year 1.
a) How much of the $5,000 consulting services will Hank include in his income in 

year 0 if he uses the cash method of accounting? What amount can Nancy deduct 
in year 0 for the consulting services?

b) How much of the $5,000 consulting services will Hank include in his income in 
year 0 if he uses the accrual method of accounting? What amount can Nancy 
 deduct in year 0 for the consulting services?

77.   Erin is considering switching her business from the cash method to the accrual 
method at the beginning of next year (year 1). Determine the amount and timing  
of her §481 adjustment assuming the IRS grants Erin’s request in the following 
 alternative scenarios.
c) At the end of year 0/beginning of year 1, Erin’s business has $15,000 of accounts 

receivable and $18,000 of accounts payable that have not been recorded for tax 
purposes.

d) At the end of year 0/beginning of year 1, Erin’s business reports $25,000 of 
 accounts receivable and $9,000 of accounts payable that have not been recorded 
for tax purposes.

COMPREHENSIVE PROBLEMS

Select problems are available in Connect®.

78.  Joe operates a business that locates and purchases specialized assets for clients, 
among other activities. Joe uses the accrual method of accounting but he doesn’t 
keep any significant inventories of the specialized assets that he sells. Joe reported 
the following financial information for his business activities during year 0. Deter-
mine the effect of each of the following transactions on the taxable business income.
a) Joe has signed a contract to sell gadgets to the city. The contract provides that sales 

of gadgets are dependent upon a test sample of gadgets operating successfully. In 
December, Joe delivers $12,000 worth of gadgets to the city that will be tested in 
March. Joe purchased the gadgets especially for this contract and paid $8,500.

b) Joe paid $180 for entertaining a visiting out-of-town client. The client didn’t dis-
cuss business with Joe during this visit, but Joe wants to maintain good relations 
to encourage additional business next year.

c) On November 1, Joe paid $600 for premiums providing for $40,000 of “key 
man” insurance on the life of Joe’s accountant over the next 12 months.

d) At the end of year 0, Joe’s business reports $9,000 of accounts receivable. Based 
upon past experience, Joe believes that at least $2,000 of his new receivables will 
be uncollectible.

e) In December of year 0, Joe rented equipment to complete a large job. Joe paid 
$3,000 in December because the rental agency required a minimum rental of 
three months ($1,000 per month). Joe completed the job before year-end, but he 
returned the equipment at the end of the lease.

f) Joe hired a new sales representative as an employee and sent her to Dallas for a 
week to contact prospective out-of-state clients. Joe ended up reimbursing his 
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employee $300 for airfare, $350 for lodging, and $250 for meals (Joe provided 
adequate documentation to substantiate the business purpose for the meals). Joe 
requires the employee to account for all expenditures in order to be reimbursed.

g) Joe uses his BMW (a personal auto) to travel to and from his residence to his 
 factory. However, he switches to a business vehicle if he needs to travel after he 
reaches the factory. Last month, the business vehicle broke down and he was 
forced to use the BMW both to travel to and from the factory and to visit work 
sites. He drove 120 miles visiting work sites and 46 miles driving to and from the 
factory from his home. Joe uses the standard mileage rate to determine his auto-
related business expenses.

h) Joe paid a visit to his parents in Dallas over the Christmas holidays. While he was in 
the city, Joe spent $50 to attend a half-day business symposium. Joe paid $200 for 
airfare, $50 for meals during the symposium, and $20 on cab fare to the symposium.

79.  Jack, a geologist, had been debating for years whether or not to venture out on his 
own and operate his own business. He had developed a lot of solid relationships 
with clients and he believed that many of them would follow him if he were to leave 
his current employer. As part of a New Year’s resolution, Jack decided he would fi-
nally do it. Jack put his business plan together and, on January 1 of this year, Jack 
opened his doors for business as a C corporation called Geo-Jack (GJ). Jack is the 
sole shareholder. Jack reported the following financial information for the year 
 (assume GJ reports on a calendar year, uses the accrual method of accounting, and 
elects to account for inventory).
a) In January, GJ rented a small business office about 12 miles from Jack’s home. 

GJ paid $10,000, which represented a damage deposit of $4,000 and rent for two 
years ($3,000 annually).

b) GJ earned and collected $290,000 performing geological-related services and 
selling its specialized digging tool [see part (i)].

c) GJ received $50 interest from municipal bonds and $2,100 interest from other 
investments.

d) GJ purchased some new equipment in February for $42,500. It claimed depre-
ciation on these assets during the year in the amount of $6,540.

e) GJ paid $7,000 to buy luxury season tickets for Jack’s parents for State U foot-
ball games.

f) GJ paid Jack’s father $10,000 for services that would have cost no more than 
$6,000 if Jack had hired any other local business to perform the services. While 
Jack’s dad was competent, he does not command such a premium from his other 
clients.

g) In an attempt to get his name and new business recognized, GJ paid $7,000 for a 
one-page ad in the Geologic Survey. It also paid $15,000 in radio ads to be run 
through the end of December.

h) GJ leased additional office space in a building downtown. GJ paid rent of 
$27,000 for the year.

i) In November, Jack’s office was broken into and equipment valued at $5,000 was 
stolen. The tax basis of the equipment was $5,500. Jack received $2,000 of in-
surance proceeds from the theft.

j) GJ incurred a $4,000 fine from the state government for digging in an unauthor-
ized digging zone.

k) GJ contributed $3,000 to lobbyists for their help in persuading the state govern-
ment to authorize certain unauthorized digging zones.

l) On July 1, GJ paid $1,800 for an 18-month insurance policy for its business 
equipment. The policy covers the period July 1 of this year through December 
31 of next year. 
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m) GJ borrowed $20,000 to help with the company’s initial funding needs. GJ used 
$2,000 of funds to invest in municipal bonds. At the end of the year, GJ paid the 
$1,200 of interest expense that accrued on the loan during the year.

n) Jack lives 12 miles from the office. He carefully tracked his mileage and drove 
his truck 6,280 miles between the office and his home. He also drove an addi-
tional 7,200 miles between the office and traveling to client sites. Jack did not 
use the truck for any other purposes. He did not keep track of the specific ex-
penses associated with the truck. However, while traveling to a client site, Jack 
received a $150 speeding ticket. GJ reimbursed Jack for business mileage and 
for the speeding ticket.

o) GJ purchased two season tickets (20 games) to attend State U baseball games for a 
total of $1,100. Jack took existing and prospective clients to the games to maintain 
contact and find further work. This was very successful for Jack as GJ gained many 
new projects through substantial discussions with the clients following the games.

p) GJ paid $3,500 for meals when sales employees met with prospective clients.
q) GJ had a client who needed Jack to perform work in Florida. Because Jack had 

never been to Florida before, he booked an extra day and night for sightseeing. 
Jack spent $400 for airfare and booked a hotel for three nights ($120/night). 
(Jack stayed two days for business purposes and one day for personal purposes.) 
He also rented a car for $45 per day. The client arranged for Jack’s meals while 
Jack was doing business, but GJ paid all expenses.

r) GJ paid a total of $10,000 of wages to employees during the year and cost of 
goods sold was $15,000.

Required:
a) What is GJ’s net business income for tax purposes for the year?
b) As a C corporation, does GJ have a required tax year? If so, what would it be?
c) If GJ were a sole proprietorship, would it have a required tax year-end? If so, 

what would it be?
d) If GJ were an S corporation, would it have a required tax year-end? If so, what 

would it be?
80.  Rex loves to work with his hands and is very good at making small figurines. Three 

years ago, Rex opened Bronze Age Miniatures (BAM) for business as a sole propri-
etorship. BAM produces miniature characters ranging from sci-fi characters (his fa-
vorite) to historical characters like George Washington (the most popular). Business 
has been going very well for him, and he has provided the following information re-
lating to his business. Calculate the business taxable income for BAM assuming 
that BAM elects to account for its inventory of miniatures.
a) Rex received approval from the IRS to switch from the cash method of account-

ing to the accrual method of accounting effective January 1 of this year. At the 
end of last year, BAM reported accounts receivable that had not been included 
in income under the accrual method of $14,000 and accounts payable that had 
not been deducted under the accrual method of $5,000.

b) In March, BAM sold 5,000 miniature historical figures to History R Us Inc. 
(HRU), a retailer of historical artifacts and figurines, for $75,000.

c) HRU was so impressed with the figurines that it purchased in March that it wanted 
to contract with BAM to continue to produce the figurines for it for the next three 
years. HRU paid BAM $216,000 ($12 per figurine) on October 30 of this year, to 
produce 500 figurines per month for 36 months beginning on November 1 of this 
year. BAM delivered 500 figurines on November 30 and again on December 30. 
Rex elects to use the deferral method to account for the transaction.

d) Though the sci-fi figurines were not quite as popular, BAM sold 400 figurines at 
a sci-fi convention in April. Rex accepted cash only and received $11,000 for 
these sales. 
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e) In January, BAM determined that it would not be able to collect on $2,000 of its 
beginning-of-the-year receivables, so it wrote off $2,000 of specific receivables. 
BAM sold 100,000 other figurines on credit for $120,000. BAM estimates that it 
will be unable to collect 5 percent of the sales revenue from these sales but it has 
not been able to specifically identify any accounts to write off.

f) Assume that BAM correctly determined that its cost of goods sold using an ap-
propriate inventory method is $54,000 this year.

g) The sci-fi convention in April was held in Chicago, Illinois. Rex attended the 
convention because he felt it was a good opportunity to gain new customers and 
to get new ideas for figurines. He paid $350 round-trip airfare, $100 for entrance 
to the convention, $210 for lodging, $65 for cab fare, and $110 for meals during 
the trip. He was busy with business activities the entire trip.

h) On August 1, BAM purchased a 12-month insurance policy that covers its 
 business property for accidents and casualties through July 31 of next year.  
The policy cost BAM $3,600.

i) BAM reported depreciation expense of $8,200 for this year.
j) Rex had previously operated his business out of his garage, but in January he 

 decided to rent a larger space. He entered into a lease agreement on February 1 
and paid $14,400 ($1,200 per month) to possess the space for the next 
12 months (February of this year through January of next year).

k) Before he opened his doors for business, Rex spent $30,000 investigating and 
otherwise getting ready to do business. He expensed $5,000 immediately and is 
amortizing the remainder using the straight-line method over 180 months.

l) In December, BAM agreed to a 12-month, $8,000 contract with Advertise- 
With-Us (AWU) to produce a radio ad campaign. BAM paid $3,000 up front  
(in December of this year) and AWU agreed that BAM would owe the 
 remaining $5,000 only if BAM’s sales increased by 15 percent over the  
9-month period after the contract was signed.

m) In November of this year, BAM paid $2,500 in business property taxes (based 
on asset values) covering the period December 1 of this year through November 
30 of next year. In November of last year, BAM paid $1,500 for business prop-
erty taxes (based on asset values) covering the period December 1 of last year 
through November 30 of this year.

81.  Bryan followed in his father’s footsteps and entered into the carpet business. He owns 
and operates I Do Carpet (IDC). Bryan prefers to install carpet only, but in order to 
earn additional revenue, he also cleans carpets and sells carpet-cleaning supplies. 
Compute his taxable income for the current year considering the following items:
a) IDC contracted with a homebuilder in December of last year to install carpet in 

10 new homes being built. The contract price of $80,000 includes $50,000 for 
materials (carpet). The remaining $30,000 is for IDC’s service of installing the 
carpet. The contract also stated that all money was to be paid up front. The 
homebuilder paid IDC in full on December 28 of last year. The contract required 
IDC to complete the work by January 31 of this year. Bryan purchased the 
 necessary carpet on January 2 and began working on the first home January 4. 
He completed the last home on January 27 of this year.

b) IDC entered into several other contracts this year and completed the work before 
year-end. The work cost $130,000 in materials and IDC elects to immediately 
 deduct supplies. Bryan billed out $240,000 but only collected $220,000 by year-
end. Of the $20,000 still owed to him, Bryan wrote off $3,000 he didn’t expect to 
collect as a bad debt from a customer experiencing extreme financial difficulties.

c) IDC entered into a three-year contract to clean the carpets of an office building. 
The contract specified that IDC would clean the carpets monthly from July 1 of 
this year through June 30 three years hence. IDC received payment in full of 
$8,640 ($240 a month for 36 months) on June 30 of this year.
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d) IDC sold 100 bottles of carpet stain remover this year for $5 per bottle (it col-
lected $500). Rex sold 40 bottles on June 1 and 60 bottles on November 2. IDC 
had the following carpet-cleaning supplies on hand for this year, and IDC has 
elected to use the LIFO method of accounting for inventory under a perpetual 
inventory system:

Purchase Date Bottles Total Cost

November	last	year	  	40	 $120
February	this	year	  	35	  	112
July	this	year	  	25	  	 	85
August	this	year	 	 40	   140
Totals	 140	 $457

e) On August 1 of this year, IDC needed more room for storage and paid $900 to 
rent a garage for 12 months.

f) On November 30 of this year, Bryan decided it was time to get his logo on the 
sides of his work van. IDC hired We Paint Anything Inc. (WPA) to do the job. It 
paid $500 down and agreed to pay the remaining $1,500 upon completion of the 
job. WPA indicated it wouldn’t be able to begin the job until January 15 of next 
year, but the job would only take one week to complete. Due to circumstances 
beyond its control, WPA wasn’t able to complete the job until April 1 of next 
year, at which time IDC paid the remaining $1,500.

g) In December, Bryan’s son, Aiden, helped him finish some carpeting jobs. IDC 
owed Aiden $600 (reasonable) compensation for his work. However, Aiden did 
not receive the payment until January of next year.

h) IDC also paid $1,000 for interest on a short-term bank loan relating to the period 
from November 1 of this year through March 31 of next year.

82.  Hank started a new business, Hank’s Donut World (HW for short), in June of last 
year. He has requested your advice on the following specific tax matters associated 
with HW’s first year of operations. Hank has estimated HW’s income for the first 
year as follows:

Revenue:
	 Donut	sales	 $252,000
	 Catering	revenues	 	 71,550	 $323,550

Expenditures:
	 Donut	supplies	 $124,240
	 Catering	expense	  	 	27,910
	 Salaries	to	shop	employees	  	 	52,500
	 Rent	expense	  	 	40,050
	 Accident	insurance	premiums	  	 	 	8,400
	 Other	business	expenditures	 	 	 6,850	 −259,950
Net	income	 	 $		63,600

HW operates as a sole proprietorship and Hank reports on a calendar year. Hank 
uses the cash method of accounting and plans to do the same with HW (HW has no 
inventory of donuts because unsold donuts are not salable). HW does not purchase 
donut supplies on credit nor does it generally make sales on credit. Hank has 
provided the following details for specific first-year transactions.
∙ A small minority of HW clients complained about the catering service. 

To mitigate these complaints, Hank’s policy is to refund dissatisfied clients 
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50 percent of the catering fee. By the end of the first year, only two HW clients 
had complained but had not yet been paid refunds. The expected refunds amount 
to $1,700, and Hank reduced the reported catering fees for the first year to reflect 
the expected refund.

∙ In the first year, HW received a $6,750 payment from a client for catering a 
monthly breakfast for 30 consecutive months beginning in December. Because 
the payment didn’t relate to last year, Hank excluded the entire amount when he 
calculated catering revenues.

∙  In July, HW paid $1,500 to ADMAN Co. for an advertising campaign to 
distribute fliers advertising HW’s catering service. Unfortunately, this campaign 
violated a city code restricting advertising by fliers, and the city fined HW $250 
for the violation. HW paid the fine, and Hank included the fine and the cost of the 
campaign in “other business” expenditures.

∙ In July, HW also paid $8,400 for a 24-month insurance policy that covers HW for 
accidents and casualties beginning on August 1 of the first year. Hank deducted 
the entire $8,400 as accident insurance premiums. 

∙ In May of the first year, Hank signed a contract to lease the HW donut shop for 
10 months. In conjunction with the contract, Hank paid $2,000 as a damage 
deposit and $8,050 for rent ($805 per month). Hank explained that the damage 
deposit was refundable at the end of the lease. At this time, Hank also paid 
$30,000 to lease kitchen equipment for 24 months ($1,250 per month). Both 
leases began on June 1 of the first year. In his estimate, Hank deducted these 
amounts ($40,050 in total) as rent expense.

∙ Hank signed a contract hiring WEGO Catering to help cater breakfasts. At year-
end, WEGO asked Hank to hold the last catering payment for the year, $9,250, 
until after January 1 (apparently because WEGO didn’t want to report the income 
on its tax return). The last check was delivered to WEGO in January after the 
end of the first year. However, because the payment related to the first year of 
operations, Hank included the $9,250 in last year’s catering expense.

∙ Hank believes that the key to the success of HW has been hiring Jimbo Jones to 
supervise the donut production and manage the shop. Because Jimbo is such an 
important employee, HW purchased a “key-employee” term-life insurance policy 
on his life. HW paid a $5,100 premium for this policy and it will pay HW a 
$40,000 death benefit if Jimbo passes away any time during the next 12 months. 
The term of the policy began on September 1 of last year and this payment was 
included in “other business” expenditures.

∙ In the first year, HW catered a large breakfast event to celebrate the city’s 
anniversary. The city agreed to pay $7,100 for the event, but Hank forgot to notify 
the city of the outstanding bill until January of this year. When he mailed the bill 
in January, Hank decided to discount the charge to $5,500. On the bill, Hank 
thanked the mayor and the city council for their patronage and asked them to 
“send a little more business our way.” This bill is not reflected in Hank’s estimate 
of HW’s income for the first year of operations.

Required:
a) Hank files his personal tax return on a calendar year, but he has not yet filed last 

year’s personal tax return nor has he filed a tax return reporting HW’s results for 
the first year of operations. Explain when Hank should file the tax return for HW 
and calculate the amount of taxable income generated by HW last year.

b) Determine the taxable income that HW will generate if Hank chooses to account 
for the business under the accrual method.

c) Describe how your solution might change if Hank incorporated HW before he 
commenced business last year.
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83.  R.E.M., a calendar-year corporation and Athens, Georgia, band, recently sold tickets 
($20,000,000) for concerts scheduled in the United States for next year and the 
 following two years. For financial statement purposes, R.E.M. will recognize the 
 income from the ticket sales when it performs the concerts, and R.E.M is obligated 
to return the ticket payments should a concert be cancelled. For tax purposes, 
R.E.M. uses the accrual method and would prefer to defer the income from the 
ticket sales until after the concerts are performed. This is the first time that it has 
sold tickets one or two years in advance. Michael Stipe has asked your advice.  
Write a memo to Michael explaining your findings.

research

Source: Roger CPA Review

Sample CPA Exam questions from Roger CPA Review are available in Connect as 
support for the topics in this text. These Multiple Choice Questions and Task-Based 
Simulations include expert-written explanations and solutions and provide a starting 
point for students to become familiar with the content and functionality of the actual 
CPA Exam.
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