

3-

2003 Entities Volume/Solutions Manual


Gross Income
3-


CHAPTER 3

GROSS INCOME

SOLUTIONS TO PROBLEM MATERIALS





Status:
Q/P

Question/

Present
in Prior

Problem 
                Topic                
Edition
Edition


 1
Issue recognition
Unchanged
1


 2
Economic versus taxable income
Unchanged
2


 3
Ethics problem
Unchanged
3


 4
Gross income
Unchanged
4


5
Issue recognition
Unchanged
5


6
Realization rationale
Unchanged
6


 7
Gross income:  investments
Unchanged
7


 8
Gross income
Unchanged
8


9
Accrual basis versus cash basis
Unchanged
9


10
Accrual basis versus cash basis
Unchanged
10


11
Accrual method and disputed income
Unchanged
11


12
Accrual basis versus cash basis
Unchanged
12


13
Constructive receipt
Unchanged
13


14
Advance payments
Unchanged
14


15
Constructive receipt
Unchanged
15


16
Prepaid rent and deposits
New



17
Who is the taxpayer?
Unchanged
17


18
Original issue discount
Unchanged
18


19
Issue recognition
Unchanged
19


20
Below-market loans
Modified
20


21
Below-market loans
Unchanged
21


22
Below-market loans
Unchanged
22


23
Tax benefit rule
Unchanged
23


24
Taxable versus tax exempt bonds
Unchanged
24


25
Ethics problem
Unchanged
25


26
Tax exempt bonds
New


27
Life insurance 
Unchanged
26


28
Life insurance
Unchanged
27


29
Life insurance
Unchanged
28


30
Issue recognition
Unchanged
29
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Status:
Q/P

Extender 

Present
in Prior

Problem 
                Topic                
Edition
Edition


31
Capital transactions:  determination of tax
Modified
31


32
Capital transactions:  determination of tax
Modified
32


33
Accrual basis versus cash basis
Unchanged
33

Bridge Discipline

Problem


1
Accounting policies and tax law effect 
Unchanged
1



on earnings


2
Accrual basis versus cash basis
Unchanged
2

Research

Problem 


1
Income from discharge of indebtedness
Unchanged
1


2
Prepaid income
Unchanged
2


3
Imputed interest
Unchanged
3


4
Gross income
Modified
4


5
Internet activity
Unchanged
5


6
Internet activity
Modified
6


7
Internet activity
Unchanged
7

PROBLEM MATERIAL

 1.
The following issues are suggested from the facts presented:

· Is the arrangement between Jack and Donna a partnership?



· Does Jack have any income when the crop is harvested in September?



· Is Jack taxed when the crops are sold, or when he receives payment (i.e., the $12,000 he received in October on the September sale and his share of the $40,000 he received in January on the October sale)?



· Is Jack taxed on the crop he received for personal use?



· If Jack is taxed on the crop he received for personal use, is the amount of income the cost of the crop or its fair market value? 


pp. 3-4 to 3-9

 2.
a.
The taxpayer has a $1,000 economic gain on the sale because the taxpayer's economic income would be the selling price ($10,000) less the value of the asset as of the beginning of the year ($9,000).  Gross income for tax purposes is $10,000 - $6,000 = $4,000.


b.
The use of the automobile does not result in economic income because the taxpayer owns the corporation and thus owns the automobile.  For tax purposes, the taxpayer is deemed to have received an $800 dividend from the corporation.


c.
The taxpayer has economic income of $800 ($900 - $100) from the production in her garden.  However, for tax purposes no income is realized.  The realization requirement is not satisfied because the vegetables are consumed by her and her neighbors, rather than sold to others.


d.
The increase in value of $10,000 is economic income, but is not gross income for tax purposes because the realization requirement has not been satisfied.


e.
The taxpayer realized $1,000 economic income and gross income from discharge of the indebtedness.  


pp. 3-3 to 3-7

          3.
By paying the carpenter in cash, with the knowledge the cash will not be reported, it would seem that you become party to the carpenter’s tax fraud.  You appear to have no legal liability, but it seems apparent that you would be a participant in that you benefited from the carpenter’s scheme.  The carpenter’s comments that suggest that he feels he is within the bounds of the law and ethics are transparent.  When the income is earned (i.e., after regular working hours) has nothing to do with measuring the taxpayer’s ability to pay.  Therefore, it would seem that you should pay the $700 by check.  Alternatively, you may want to pay with a check, but negotiate to have the price reduced to less than $700.  If you pay in cash, you should obtain a receipt from the carpenter as proof of payment.

4.
a.
Kevin’s gross income:




Salary
$  80,000


2001 bonus paid in 2002

12,000


2002 bonus

   15,000



$107,000

The 2002 bonus of $15,000 is constructively received in 2002 because it was made available to him in 2002.  The 2001 bonus was not constructively received in 2001 because the employer’s computer problems meant that the bonus was not available to Kevin in 2001.

b. December 27, 2002


Tax File Memorandum


From:  John Jones


Subject:  Kevin’s Bonus for the Year 2003

Kevin is a cash basis taxpayer whose marginal tax bracket is projected to be greater in 2003 than in 2004 when he retires.  Kevin should arrange with his employer at the beginning of 2003 that his bonus for that year will not be paid until 2004 when he is projected to be in a lower tax bracket.  If the agreement is made with the employer before the payments are earned, there will be no constructive receipt problem. p. 3-10

 5
.
Charley received something of value from the casino.  Under the broad concept of income, the airfare and hotel accommodations would be considered income.  However, Charley could argue that the income should be matched with his $15,000 in gambling losses on the trip, and when the income and losses are combined, the net effect is an economic loss.  As will be discussed later in the text, the net loss is not deductible, but at least the gambling losses can be used to offset the income from his gambling activities.  pp. 3-3 to 3-5

 6
.
a.
The controversies over valuation would be numerous and would make it difficult to determine an annual income.  Also, taxpayers would be required to pay the tax regardless of whether the taxpayer has the cash with which to do so (i.e., increase in value may be for an illiquid asset).


b.
This is our present tax system and it prevails because it avoids the disadvantages of taxing changes in value, as discussed in a., above.  The disadvantage, at least from the revenue collection perspective, of deferring recognition of the income until realization occurs is that the taxpayer has the choice as to when the economic income will become taxable income.  Also, the present system taxes more heavily, from a timing perspective, assets that pay annual returns (e.g., interest, dividends, rents) than it taxes assets that merely appreciate from year to year (e.g., raw land).


c.
Taxing on an annual basis the changes in values of publicly traded property only would create a bias against ownership of that type of property.  In addition, there would be definitional problems with the term “publicly traded.”


pp. 3-4 to 3-7

 7.
Alternative a. is superior to alternative b.  Alternative a. yields the greater after-tax value.

Alternative a:


Value in 5 years, $10,000 X 1.61
$16,100

Less tax .26 ($16,100 - $10,000)
( 1,586) 

After-tax value
$14,514

Alternative b:



Principal
$10,000

Annual interest (after tax)
$600

Reinvested for 5 years, at 6%, after-tax


annuity factor
X 5.64
 3,384
After-tax value
$13,384

Speech for Tax Class

Assume a taxpayer has the following alternative investment opportunities:


Investment in land for $10,000 that will increase in value by 10% each year.

Investment in a taxable bond for $10,000 yielding 10% before tax, and the interest can be reinvested at 10% before tax.

The taxpayer is in the 40% tax bracket (combined Federal and State) for ordinary income and 26% for qualifying capital gains in all years and the investment will be liquidated at the end of five years.

The purpose of my presentation is to demonstrate that taxes do affect investment decisions.  If neither investment were subject to taxation, the two alternative investments would yield identical earnings.


Land

Value in 5 years ($10,000 X 1.61)
$16,100

Bond
Principal
$10,000

Annual interest
$1,000

Reinvested for 5 years at 10%:  annuity factor
X 6.10
 6,100
Value in 5 years

$16,100
Both of the alternative investments are subject to taxation.  However, the interest on the  taxable bond is taxed annually, whereas the gain on the land is not taxed until the land is sold.  In addition, the land is taxed at capital gain rates.  Thus, the after-tax results are as follows:


Land

Value in 5 years 
$16,100

Less tax:  .26 ($16,100 - $10,000)
(  1,586)

After-tax value
$14,514

Bond
Principal
$10,000

Annual interest (after tax)
$600

Reinvested for 5 years at 6%:  after-tax annuity factor
X 5.64
 3,384
Value in 5 years

$13,384
Therefore, the investment in the land will produce a greater after-tax value by an amount of $1,130 ($14,514 - $13,384).

The future value of the land will exceed the future value of the bond because the interest on the bond is taxed each year while the appreciation in the land value is not taxed until the end of the five years and the appreciation on the land is taxed at a lower tax rate.  Thus, with the bond, the investor has less of an investment that is growing at a compounded rate.


pp. 3-3 to 3-5 and 3-28 and 3-29 

 8.
a.
The receipt of a loan with property as collateral is not a realization event.  Zelda still owns the property, so she has no gross income.


b.
The taxpayer's basis of the condemned portion of the land is $1,000 (10/100 of the total square footage of the plot X $10,000 total basis in the land).  Thus, she recognizes a $1,000 gain from this realization event ($2,000 amount realized - $1,000 basis in the "exchanged" asset).


c.
Zelda's money and effort were spent to enhance the value of the property, but realization of the income will not occur until she sells the property.  

pp. 3-4 to 3-7

9.
a.
Gross income using cash method:



Cash collections from customers

$150,000



Under the cash method, income is recognized when cash or its equivalent is actually or constructively received, regardless of when it was actually earned.  Neither gross income nor taxable income is affected by the uncollectible accounts.  Income was not recognized when the income was earned.  The deposit is not Al’s money.  Rather, Al is the agent holding the money on behalf of the client.

b. Gross income using accrual method:

Cash collections

$150,000

Less:  Beginning accounts receivable 

(25,000)

Plus:  Ending accounts receivable 

45,000

Plus:  Account receivables billed and written off in 2002

  20,000



$190,000
The write-off of the bad debt does not affect gross income.  Rather, it results in a $20,000 increase in bad debt expense.

c.
Al should use the cash method so that he will not have to pay income taxes on uncollected accounts receivable.


pp. 3-7 to 3-9

10.
Calculation of sales




Cash receipts
$480,000



Accounts receivable:  end of the year
   12,000


Total sales
$492,000


Cost of goods sold

Cash payments for merchandise
$220,000

Accounts payable:  end of the year
  20,000

Purchases
$240,000

Less: ending inventory
 (9,000)



Cost of goods sold 
(231,000)

Gross profit
 $261,000

p. 3-9 

11.
TO:

Susan Apple


FROM:
Bill Swan


SUBJECT:
Dispute Over Recording of Income by Color Paint Shop, Inc.


DATE:

October 1, 2003


I am responding to the questions you raised regarding the timing of the reporting of income by Color Paint Shop, Inc. with respect to the dispute concerning the painting of Samuel Customer's car.  The key issue is whether Color (1) should accrue the $1,000 of income in 2002 and take a $200 loss deduction in 2003 (the IRS view), (2) report the $800 in 2002, or (3) delay recording the $800 income until 2003 (Color's preferred approach).


An accrual basis taxpayer is required to recognize income when (1) all the events have occurred to establish the taxpayer's right to receive the income, and (2) the amount of the income can be determined with reasonable accuracy.  In Color's case, it does not appear that all the events to fix the rights to the income had occurred in 2002.  The insurance company had not approved the work by the end of the year.  One could reason that Samuel's approval of the work is the critical event that fixes Color's right to receive the income, because the insurance company is merely the paying agent of the customer.  However, even with this conclusion that the all-events test had been satisfied by the end of 2002, the amount of the income cannot be determined with reasonable accuracy because the insurance company may renegotiate the price.  Thus, the transaction should be held open and no income should be reported until 2003.  The amount of income Color should report in 2003 is $800.  p. 3-9

12.
a.
Cash basis:


Cash receipts
$219,000


Less:
Notes receivable reported in the



previous year (.60 X $9,000)
(  5,400) 


Add:
Notes receivable at year end (.60 X $13,000)
   7,800


$221,400

b.
Accrual basis:


Cash receipts
$219,000


Less:  Beginning receivables
  (35,500) 


Add:  Ending receivables
 41,000

$224,500

c.
Hybrid:


Accrual basis income
$224,500


Less:  Ending accrued interest
(  4,000) 


Add:  Beginning accrued interest
    2,500

$223,000
pp. 3-7 to 3-10

13.
a.
The $3,000 is included in his 2002 gross income since the check is received in 2002.


b.
The $5,000 bonus is included in his 2003 gross income.  Although the bonus paid is associated with 2002 performance, the taxpayer did not receive it until 2003.


c.
The amount of the dividend check is included in his 2002 gross income.  His decision to reinvest the amount received under the dividend reinvestment plan is a separate decision which does not affect the amount of the dividend income received.


pp. 3-8 and 3-10

14.
a.
The $1,200 advance payment can be deferred until 2002 because the property was not delivered until 2002 and the revenue was not recognized for financial accounting purposes until 2002.


b.
Gross income of $140 ($20 per month X 7 months) must be reported in 2002 from the 12-month contract.  The prepaid income qualifies for deferral because all of the income will be earned by the end of the tax year following the year or receipt.  All of the $450 for the 24-month contract must be included in gross income in 2002 because some of the income will be earned after 2003.


c.
The company must include $1,200 in gross receipts and can deduct the cost of the appliance, $750, in arriving at gross income of $450.  The fair market value of the note is not relevant for purposes of determining the accrual method taxpayer’s gross income.


pp. 3-13 and 3-14

15.
a.
No.  The contract agreed upon stipulated that $120,000 was to be received in 2004.  Since Quail could not elect to receive this money any earlier under the contract, it was not constructively received.  Thus, only $240,000 is included in 2003 gross income.


b.
Quail was willing to spread the payments out over a longer period so that they could defer income recognition.

pp. 3-10 and 3-11

16.
a.
(
The damage deposit is not taxable at the time it is collected, but the $400 prepaid rent is taxed in the year of receipt. 



(
The $800 prepaid rent is taxed in the year of receipt.



(
The $800 damage deposit is not taxed in the year of receipt.


b.
The Bonhaus Apartments should use the third option.  By doing so, it maximizes deferrals without affecting the cash flows.


pp. 3-12 and 3-13

17.
a.
Gus has a recognized gain of $14,000 ($15,000 amount realized - $1,000 adjusted basis) from the sale of his stock.  The $5,000 dividend is taxable to the new owner, who was the owner on the record date.


b.
Gus is required to recognize $5,000 of dividend income on the 100 shares he gave to his son.  The gift was made after the declaration date.  The IRS and the Tax Court will not allow the donor to shift (assign) the dividend to the donee.  The $400 of accrued interest is also taxed to Gus at the time the interest is paid to Jake.


pp. 3-15 and 3-16

18.
a.
Bethany’s interest income for 2002 is $343 ($4,291 X 8%).  The bond has original issue discount of $15,709 ($20,000 – $4,291) which must be amortized over the life of the bond using the effective interest method.


b.
Bethany’s basis for the bond on December 31, 2002 is $4,634 ($4,291 + $343).


c.
The interest income will be greater in 2011 than in 2002 because the interest is compounding.  The interest income recognized each year is added to the original cost of the bond and the 8% interest rate is applied to the cumulative investment.


pp. 3-11 and 3-12

19.
The following issues are suggested from the facts presented:

· Is the corporation required to impute interest income on the loan to Brad?



· Is Brad required to recognize income from the loan proceeds?



· Is Brad required to recognize income in respect to the favorable interest rate?



· Is the loan made to Brad in his capacity as a shareholder or as an employee?



· Is the loan subject to the original issue discount rules?

pp. 3-11, 3-18 to 3-21

20. 
  
Income
Loan from employer

Compensation ($62,000)(.07)(1/2) =
$2,170* 
Loans to others

To controlled corporation ($31,000)(.07)(1/2) =
1,085**
To Tab (exempt under $100,000 exception)
-0-  

Certificates of deposit

One year certificate (not subject to OID rules)
-0-  


 Two year certificate ($6,000)(.0625)(1/2)
188  

*Ridge also has $2,170 of interest expense which may be deductible as investment interest (to the extent the loan proceeds were used for investment purposes).

**Treated as an additional investment by Ridge and added to his cost of the stock.  

pp. 3-11, and 3-18 to 3-21

21.
a.
Mitch is a cash basis taxpayer and must include the initial payment in income when the money is received.  Therefore, the payments are not subject to imputed interest.


b.
There is no apparent tax benefit in this arrangement for the utility or the customer.  Therefore, the deposit will probably not be considered a "tax avoidance or other below-market loan."


c.
If Kelly can establish that the gift was completed (under state law) when the "loan" was made, the below-market loan rules will not apply.  Otherwise, interest will be imputed up until the time the loan is forgiven.

pp. 3-18 to 3-21

22.
a.
The employer-employee loan would be eligible for the $10,000 exemption through June 30, 2003.  However, in July 2003, the total outstanding loans exceed $10,000. The $100,000 exemption does not apply to these loans.  Therefore, interest is imputed on the $11,000 amount of the loans for the period July through December 2003.  Vito, Inc. has interest income and Vito has compensation income of $550 [.10 * $11,000 X 1/2)].  Vito also has interest expense of $550 and Vito, Inc. has compensation expense of the same amount.


b.
A corporation-shareholder loan is not eligible for the $100,000 exemption and usually does not qualify for the $10,000 exemption (i.e., cannot satisfy the requirement that tax avoidance not be a principal purpose of the loan).  Therefore, for 2002 and 2003, the corporation has interest income and dividends paid (not deductible) as follows:

2002
($8,000 X 10% x 1/2)

$  400
2003
($8,400 X 10% x 1/2)
$420


($8,400 + $420 + $3,000)(.10)(1/2)
591
$1,011
Vito has dividend income and interest expense of equal amounts.  

pp. 3-18 to 3-21

23.
a.
The receipt of the $5,000 represents a possible recovery of a deduction taken in prior years.  If White and Swan had sufficient income to utilize the deduction in the previous year, the $5,000 recovery must be included in gross income under § 111.

b.
The receipt of the $300 is not taxable.  The amount paid the attorney was not deducted in the previous year because it was a capital expenditure for land.  The recovery will reduce the cost of the land.  pp. 3-21 and 3-22

24.
The clients who purchase the tax-exempt bonds should be in the 35% marginal tax bracket or higher.  

(1–X)(.066) = .044 

=.066 – .066X = .044

= .66X = .22

X = .33


The break-even is a 33% marginal tax rate, but the rate schedule jumps from 30% to 35%.  Therefore, only those taxpayers in the 35% or higher bracket should invest in the tax-exempt funds.  p. 3-22

25.
The tax exemption on state (and local) bonds benefits the state and local governments, but also benefits the wealthy and thus reduces the progressivity in the tax system.  An alternative means of benefiting the state and local governments, without creating a tax haven for the wealthy, would be to eliminate the exception and make a cash payment to the states and localities to defray the higher interest they must pay on taxable obligations.  To date, this alternative approach has not been accepted and implemented.  pp. 3-22 and 3-23

26. 
a.
The price of the bond should decrease because the value of the exemption from Federal income taxes has decreased.  Before the change in tax rates, the after-tax yield on the corporate bond was (1 – .396)(.10) = .0604.  After the change in tax rates, the after-tax yield on the corporate bond increased to (1 – .386)(.10) = .0614.  With no change in the interest paid on the Virginia bonds, the yield on the Virginia bond is still 6%.  The price of those bonds should decrease, increasing the yield to come closer to the after-tax yield on the corporate bond.


b.
The decrease in the state income tax should increase the after-tax yield and therefore the market price of the bond should increase.


pp. 3-22 and 3-23

27.
a.
The life insurance proceeds of $50,000 were paid to the beneficiary as the result of the death of the insured and, therefore, are excludable from the gross income of Monty’s wife.

b.
The proceeds of $500,000 are paid to the beneficiary upon the death of the insured.  Therefore, Cardinal can exclude the insurance proceeds from its gross income.

c.
The creditor received the insurance proceeds in an exchange for consideration.  Therefore the proceeds are taxable.  However, if the creditor has already included the amount receivable from Barbara in gross income, the creditor will have no additional income to recognize.

pp. 3-23 and 3-24

28.
The after-tax cost of hiring a president is $120,000 [(1 - .40) ($200,000) = $120,000].  The after-tax loss of income is $180,000 [(1 - .40) ($300,000) = $180,000].  Because the life insurance proceeds are tax-exempt, the company will need only $300,000 of insurance to compensate for the loss.  Thus, it appears that Egret needs to purchase only a $300,000 policy rather than a $500,000 policy.  pp. 3-23 and 3-24

29.
Edward is not required to include the insurance proceeds of $150,000 in gross income because he is eligible for the § 101 life insurance exclusion.  The fact that Edward purchased the policy in a profit-motivated transaction does not affect the exclusion. pp. 3-23 and 3-24

30.
Hawk needs to identify and resolve the following issues:

· Did the mortgage holder sell the property to Hawk?

· Is Hawk insolvent or undergoing bankruptcy proceedings?

· If Hawk must recognize income from the debt cancellation, does it have losses to offset?

· May Hawk reduce the basis of the asset rather than recognizing income?


pp. 3-25 to 3-27

31.
a.
Tax on short-term capital gain  (30% X $4,000)
$1,200



Tax on long term capital gains of $2,000 + $5,000 




(20% X $7,000)
    1,400


Total tax

$2,600
The long-term loss of $3,000 on the sale of the powerboat is a nondeductible personal loss.

b.
Tax on short-term capital gain (15% X $4,000)
$   600



Tax on long-term capital gain (10% X $7,000)
    700


Total tax

$1,300

c.
$8,000 ($11,000 gains - $3,000 losses) capital gain net income X 35% tax rate = $2,800 additional tax


pp. 3-28 and 3-29

32.
a.
The loss on the Pigeon Corporation stock of $4,000 is first applied to the gain on the painting of $5,000.  The painting is a collectible taxed at a 28% rate.  After this combination, the end result is:




Tax on remaining collectible gain (28% X $1,000)
$280




Tax on land gain (20% X $3,000)
600



Total tax on all gains
$880

b.
Use the same netting procedure, then tax the net collectible gain at 15% and the land gain at 10%.  Thus, $150 (15% X $1,000) + $300 (10% X $3,000) = $450.


c.
$4,000 ($8,000 gains - $4,000 losses) capital gain net income X 35% = $1,400.


pp. 3-28 and 3-29

33.
Selma must use the accrual method of accounting for her farm implements business because inventories are a material income-producing factor to the business.


Calculation of sales:

Cash receipts (excluding $50,000 investment

   and $5,000 customer deposit)
$545,000 

Accounts receivable: end of the year
    15,000 



Total sales

$560,000 

Cost of goods sold:



Cash payments for merchandise

     $250,000 

Accounts payable: end of the year
    40,000 


Cost of goods available for sale
$290,000 

Less: ending inventory
  (75,000)

Cost of goods sold
 (215,000)
Gross profit
$345,000 
Note that the $5,000 customer deposit on inventory must be excluded from income reported in financial statements presented to the creditors and investors.  Otherwise, the deposit cannot be deferred for tax purposes.  pp. 3-9 and 3-13
BRIDGE DISCIPLINE PROBLEMS

1.
Solution will vary for each student.

2.



Smith, Raabe, and Maloney, CPAs

5191 Natorp Boulevard

Mason, OH  45040

October 1, 2002

Ms. Amanda Sims, Managing Partner

Aspen Associates

100 James Tower

Denver, Colorado  80208

Dear Ms. Sims:

I am responding to your suggestion that Aspen Associates should change to the accrual method of accounting for tax purposes as a means of reducing accounting fees.  Under the accrual method of accounting, your receivables for more than 45 days services, over $75,000, would be included in gross income before those receivables are collected.

Each year, accelerated tax payments would occur so long as the billing and collection pattern remains the same.  Therefore, the partners will pay tax on an additional $75,000 in the first year’s income and those payments will not be recovered until the company goes out of business.  Assuming the partners are in the 35% (combined State and Federal) marginal tax bracket, the deferred taxes under the cash method are $26,250 (.35 X $75,000).  If the partners earn a 1.91% return, or greater, on the deferred taxes, the additional accounting fees of $500 are offset by earnings on the deferred taxes.  Therefore, I recommend that you continue to use the cash method. 

Sincerely,

Tara Kelly, CPA

Tax Partner

pp. 3-7 to 3-9

RESEARCH PROBLEMS

1.
In Revenue Ruling 91-31, 1991-1 C.B. 19, the IRS ruled, under facts similar to that of Beige, that the taxpayer was required to recognize income from the reduction in principal.  The fact that the debt was nonrecourse and the amount of the debt exceeded the value of the property did not change the result.  The underlying reasoning for the ruling is that no income is recognized when the funds are borrowed and are used to purchase assets with a tax basis in the hands of the taxpayer.  If the liability is reduced and the tax basis of the assets are not affected, the taxpayer has realized an increase in his or her net worth, and this is the essence of income.

2.
In Barnett Banks of Florida, Inc., 106 T.C. 103 (1996), the Tax Court concluded under similar facts as those for First Central Bank that the prepaid income was a charge for services, rather than interest, and thus the income was eligible for deferral under Revenue Procedure 71-21.  The Court noted that the various services the customer received and that the annual charge (on the prorated portion)  were payable regardless of whether the customer paid any charges for actual credit.

3.
In Technical Advice Memorandum 9735002 (May 5, 1997), the IRS noted that it may be consistent with the purpose of § 7872 to apply that provision to loans to membership organizations, such as in the taxpayer’s situation.  However, the present Regulations do not.  Therefore, the members of the Cheyenne Golf and Tennis Club will not be required to impute interest income on their deposits.

4.
In Cesarini v. U.S., 26 AFTR2d 70-5107, 70-2 USTC ¶ 9509, 428 F.2d 812 (CA-6, 1970), the court affirmed a district court opinion, 23 AFTR2d 69-997, 69-1 USTC ¶ 9270, 296 F.Supp. 3 (D.C. Ohio, No. Dist., 1969), holding that the income must be recognized in the year the property is discovered.  The court relied upon state property law concepts and Regulation §1.61-14.  The regulation provides that treasure trove constitutes gross income in the year “it is reduced to undisputed possession.”  For Debra, the regulation would not be satisfied until 2003, when she discovered the $4,500.

5.
The Internet Activity research problems require that the student access various sites on the Internet.  Thus, each student’s solution likely will vary from that of the others.

You should determine the skill and experience levels of the students before making the assignment, coaching them where necessary so as to broaden the scope of the exercise to the entire available electronic world.

Make certain that you encourage students to explore all parts of the World Wide Web in this process, including the key tax sites, but also information found through the web sites of newspapers, magazines, businesses, tax professionals, government agencies, political outlets, and so on.  They should work with Internet resources other than the Web as well, including newsgroups and other interest-oriented lists.

Build interaction into the exercise wherever possible, asking the student to send and receive e-mail in a professional and responsible manner.

6.
See the Internet Activity comment above.

7.
See the Internet Activity comment above.

