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Preface

COMMITTED TO EDUCATIONAL SUCCESS

outh-Western Federal Taxation (SWFT) is the

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

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

Essentials of Taxation: Individuals and Business
Entities, 2018 Edition provides a dynamic learning
experience inside and outside of the classroom. Built
with resources and tools that have been identified as
the most important, our complete learning system pro-
vides options for students to achieve success.

Essentials of Taxation: Individuals and Business
Entities, 2018 Edition provides accessible, compre-
hensive, and authoritative coverage of the relevant tax
code and regulations as they pertain to the individual
or business taxpayer, as well as coverage of all major
developments in Federal Taxation.

In revising the 2018 Edition, we focused on:

* Accessibility. Clarity. Substance. The text
authors and editors made this their mantra as
they revised the 2018 edition. Coverage has been

streamlined to make it more accessible to stu-
dents, and difficult concepts have been clarified,
all without losing the substance that makes up
the South-Western Federal Taxation series.

* Developing professional skills. SWFT excels

in bringing students to a professional level in
their tax knowledge and skills, to prepare them
for immediate success in their careers. In this
regard, we include development of speaking

and writing communications skills, the use of tax
preparation and tax research software, orienta-
tion toward success on the CPA exam, considera-
tion of the time value of money in the tax plan-
ning process, and facility with advanced applica-
tions of spreadsheet construction.

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




Learning Tools and Features to Help Students Make the Connection

FULL-COLOR DESIGN: We understand that students struggle with learning difficult tax code
concepts and applying them to real-world scenarios. The 2018 edition uses color to bring the text to life, capture student
attention, and present the tax code in a simple, yet logical format.

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

[H8) Lot sy e s e e corpauiae.

e ———]

uTiog e 1z o ol e

e thacapeu sy B i capenten

154 Copmis Smsrnn, s

by o Perml bnsen an, Lo men ez ol pay

(RN wTRrE o b v ks e e s

e 122 ORGANIZATION OF AND TRANSFERS TO
" CONTROLLED CORPORATIONS

AT L S piee Cp o e a1

Trarahuns &2 Exhling Corporations

O Examples are clearly labeled and
directly follow concepts to assist with
student application. An average of
over 40 examples in each chapter
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COMPUTATIONAL EXERCISES: students need lots of practice in areas such as computing

tax return problems and adjusting rates. We have developed these exercises to give students practice in calculating the
solutions they need to make business decisions.

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

O CengageNOWV2 provides algorithmic versions of these problems

Computational Exercises

1. [BO.2 Marie and Ethan form Roundtree Corporation with the transfer of the follow-

ing. Marie performs personal services for the corporation with a fair market

value of $80,000 in exchange for 400 shares of stock. Ethan contributes an install-

ment note receivable (basis $25,000; fair market value $30,000), land (basis $50,000;

fair market value $170,000), and inventory (basis $100,000; fair market value

$120,000) in exchange for 1,600 shares. Determine Marie and Ethan’s current
income, gain, or loss; calculate the basis that each takes in the Roundtree stock.

2. [BO.2 Grady exchanges qualified property, basis of $12,000 and fair market value of

$18,000, for 60% of the stock of Eadie Corporation. The other 40% of the stock

is owned by Pedro, who acquired it five years ago. Calculate Grady ‘s current income,

gain, or loss and the basis he takes in his shares of Eadie stock as a result of this trans-
action.

3. [LO.3 Jocelyn contributes land with a basis of $60,000 and fair market value of $90,000

and inventory with a basis of $5,000 and fair market value of $8,000 in exchange

for 100% of Zion Corporation stock. The land is subject to a $15,000 mortgage. Deter-
mine Jocelyn's recognized gain or loss and the basis in the Zion stock received.

ROGER CPA EXAM REVIEW QUESTIONS: The SWFT series continues to provide

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

O Located in selected end-of-chapter
sections

Roger CPA Review Questions

O Tagged by concept in

CengaceNOWvV2 ’ 1. In general, what is the current filing deadline for a C corporation?
e B g’a?ﬁgfeﬁ a. March 15
e . b.  Aprl 15
W Similar questions to what c.  The 15th day of the 3rd month after year-end
students would actually d.  The 15th day of the 4th month after vear-end

find on the CPA Exam

[

Crimson Corp. was organized as a calendar year corporation in January 2017, incur-
ring $51,000 in qualified organizational expenses, and began business in March
2017, What is the maximum amount Crimson may deduct for organizational expen
ditures on its 2017 corporate tax return?

a.  $4,000 o $6,350

. b. $6611 d. §7133
3. Kellye and Becky formed Whoop! Shote Corporation by contributing property with

a fair market value of $50,000 and $70,000 cash, respectively, each for a 50% owner-

‘ C P A Re V] e W ship in the newly formed company. What is Kellye's taxable gain in this situation if

the adjusted basis in the property is $25,000 and the company is valued at $120,0007

a. $0 c. $25,000
h.  $10,000 d. $35,000
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See how the SWFT series helps students understand the big picture and
the relevancy behind what they are learning.

THE BIG PICTURE

GOING INTERN.

VoiceCo, a domestic corporation, designs, manufactures, and sells specialty microphones for use in
theaters. Al of its activities take place in Florida, although it ships products to customers all over the United
States. When it received inquiries about its products from foreign customers, VoiceCo decided to test the
foreign market and placed ads in foreign trade journals. Soon it was taking orders from foreign customers.

VoiceCo is concerned about its potential foreign income tax exposure. Although it has no assets or
employees in the foreign jurisdictions, it now is involved in international commerce. Is VoiceCo subject to
income taxes in foreign countries? Must it pay U.S. income taxes on the profits from its foreign sales? What if
VoiceCo pays taxes to other countries? Does it receive any benefit from these payments on its US. tax
return?

Later, VoiceCo established a manufacturing plant in Ireland to meet the European demand for its
products. Vi corporation (CFC) named
Voie
us.

eCo incorporated the Irish operation as a controlled forei

So long as VoiceCy

eland does not distribute profits to VoiceCo, wil the profits escape

ation? What are the consequences to VoiceCo of being the owner of the CFC?

Read the chapter and formulate your response.

BRIDGE DISCIPLINE BOXES AND
END-OF-CHAPTER QUESTIONS:

Bridge Discipline boxes throughout the text
present material and concepts from other disciplines
such as economics, financial accounting, and
finance. They help to bridge the gap between
taxation issues and issues raised in other business
courses. Bridge Discipline questions, in the end-
of-chapter material, help test these concepts and
give students the chance to apply concepts they've
learned in the Bridge Discipline boxes.

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

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

BRIDGE DISCIPLINE Bridge to Cost Accounting and Executive

Compensation

Multjurisdictional companies operate across state and country
borders. The transfer price used by a company can have a sig-
nificant effect on the amount of profits subject to taxation
within a particular taxing jurisdiction. Companies face other
concerns when establishing transfer pricing policies. For exam-
ple, the intemal determination of how a division of the com-
pany is performing may be based on transfer pricing between
related entities within the global group. Furthermore, the com-
pensation of the managers within those divisions may be tied
directly to divisional performance.

If an intercompany price is set in a manner that opti-
mizes the global tax position, a separate cost accounting
policy may be required to determine an entity's profit-
ability for purposes of compensating employees. Tax advis-
ers often face resistance from operations managers when
suggesting improved transfer pricing methods, because
such improvements often change the traditional division
of profits among different parts of the business.

FINANCIAL DISCLOSURE INSIGHTS Overseas Operations and Book-Tax

Non-Us. operations account for a large portion of the
permanent book-tax differences of US. business entities.
These differences may relate to different tax bases, different
tax rate structures, or special provisions concerning tax-
based financing with the other country. For instance, lower
tax rates applied by Ireland, Bermuda, and the Netherlands
recently reduced Apple’s current-year tax rate from 35% to
26%, with cash tax outlays of only 19%.

Differences

Tax planning strategies using non-UsS. operations also
are found in the deferred tax asset and liability accounts.
Tax deferrals allowed under current US. tax rules and
carryforwards of the foreign tax credit can be substantial for
some businesses. For example, IBM recently reported a
deferred tax asset relating to delays in using its FTCs
amounting to about $500 million. For the operating arm of
General Electric, that amount was about $2 billion.

FINANCIAL DISCLOSURE INSIGHTS:
Tax professionals need to understand how
taxes affect the income statement and balance
sheet. Financial Disclosure Insights,
appearing throughout the text, use current
data about existing taxpayers to highlight
book-tax reporting differences, effective tax
rates, and trends in reporting conventions.

DIGGING DEEPER: Designed

to help students go further in

their knowledge of certain topics,
Digging Deeper links within the
text provide more in-depth coverage
that can be found on the book’s
website at www.cengagebrain.com.

%NG DEEPER 1

In-depth coverage can be found on this book’s ¢

website: www.c brain.com




TAX PLANNING FRAMEWORK:

To demonstrate the relevance of tax planning for
business and individual taxpayers, Essentials of
Taxation: Individuals and Business Entities
presents a unique tax planning framework.
Introduced in Chapter 1, this framework extends to
a series of Tax Planning Strategies incorporated
throughout the remainder of the text. The inclusion of the tax planning framework, and the planning strategies in
each chapter, makes it easier than ever to understand the impact careful tax planning has in today’s world.

TAX PLANNING STRATEGIES Nexus: To Have or Have Not

FRAMEWORK FOCUS: TAX RATE

Strategy: Shift Net Income from High-Tax Jurisdictions to Low-Tax Jurisdictions.

Most taxpayers try to avoid establishing nexus in a new
state, for example, by providing a sales representative with
a cash auto allowance rather than a company car, by
restricting the location of inventory to only a few states, or
by limiting a salesperson’s activities to those that are pro-
tected by the solicitation standard of P.L. 86-272. This effort
to avoid nexus stems in part from the additional compliance
burden that falls upon the taxpayer when a new set of
income tax returns, information forms, and deadlines must
be dealt with in the new state.

Another concern is that the marginal tax rate that applies to
the net taxable income generated by the taxpayer may
increase. Such a tax increase occurs, of course, only when the
applicable tax rate in the new state is higher than the rate that
would apply in the home state. If a business already is based in
a tax-friendly state such as Florida or Texas or in a no-tax state
such as Nevada, its aggregate tax liability is sure to increase.

still, nexus s not necessarily a bad thing. Consider what
happens if a business based in California, Maryland, Wisconsin,
or another high-tax jurisdiction purposely creates nexus in a
low- or no-tax state. If the new state applies a lower marginal
rate than is available in the home state or offers special
exemptions or exclusions that match the taxpayer's opera-
tions, the aggregate tax bill can decrease. Then the planning
efforts include determining which activities will create
nexus in the new jurisdiction and meeting or maintaining that
standard.

For instance, an entertainer based in Manhattan is subject
to the high income taxes of New York City and New York
State. By establishing a permanent office in Tennessee, nexus
will be created, and some portion of the taxpayer's income
will be subject to taxation there, instead of New York. These
are permanent savings, accruing immediately to after-tax
income and the share price of the stock of the taxpayer.

EXHIBIT 13 General Framework for Income Tax Planning

Tax Formula

Tax Planning Strategy Tax Planning Examples

Income and exclusions

— Deductions

> Avoid income ployees with

(see Example 19).

fringe benefits

> Postpone recognition of income to
achieve tax deferral.

> Maximize deductible amounts.

> Accelerate recognition of deductions
to achieve tax deferral.

Postpone sale of assets (see Example 20).
Invest in stock of another corporation (see Example 21).

Elect to deduct charitable contribution in year of pledge
rather than in year of payment (see Example 22).

TAX PLANNING STRATEGIES: The tax planning
framework extends to subsequent chapters as Tax
Planning Strategies boxes that are tied to the
topical coverage of the chapters. Planning Strategies
often contain examples to further illustrate the
concept for students. Because some tax planning
strategies do not fit neatly into the framework, the
text also provides tax planning strategies called
Thinking Outside the Framework.

2= GLOBAL TAX ISSUES Choice of Organizational Form When

Operating Overseas

GLOBAL TAX ISSUES: The Global
Tax Issues feature gives insight into
the ways in which taxation is affected
by international concerns and illustrates
the effects of various events on tax
liabilities across the globe.

When the management of a corporation decides to expand its
business by establishing a presence in a foreign market, the
new business venture may take one of several organizational
forms. As each form comes with its respective advantages and
disadvantages, making the best choice can be difficult.

One common approach is to conduct the foreign activity
as a branch operation of the U.S. corporation. The foreign
branch is not a separate legal entity, but a division of the
U.S. corporation established overseas. As a result, any gains
and losses produced by the foreign unit are included in the
corporation’s overall financial results.

Another possibility is to organize the foreign operations
as a subsidiary of the U.S. parent corporation. If this route is

chosen, the subsidiary can be either a domestic subsidiary
(i.e, organized in the United States) or a foreign subsidiary
(organized under the laws of a foreign country).

One fundamental tax difference between these two
approaches is that the gains and losses of a domestic
subsidiary may be consolidated with the operations of the
U.S. parent, while the operations of a foreign subsidiary
cannot. Thus, the use of a domestic subsidiary to conduct
foreign operations yields generally the same final result as
the use of a branch. With both approaches, the financial
statements of the U.S. parent reflect the results of its
worldwide operations.

Vil




Take your students from Motivation to Mastery with CengageNOWv2

CengageNOWvV2 is a powerful course management tool and online homework
resource that elevates student thinking by providing superior content designed with

the entire student workflow in mind.
A B MOTIVATION: engage students and better prepare them for class
MASTERY
APPLICATION O APPLICATION: help students learn problem-solving behavior and skills
MOTIVATION to guide them to complete taxation problems on their own

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

actual critical thinking

Notvation —

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

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

Application —

Students need to learn problem-solving
behavior and skills, to guide them to
complete taxation problems on their own.
However, as students try to work through
homework problems, sometimes they
become stuck and need extra help. To
reinforce concepts and keep students on
the right track, CengageNOWv2 for SWFT
offers the following.

O End-of-chapter homework from the
text is expanded and enhanced to follow
the workflow a professional would use
to solve various client scenarios. These
enhancements better engage students
and encourage them to think like a tax
professional.

Vil



O Algorithmic versions of end-of-chapter homework are available for computational exercises and at least
15 problems per chapter.

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

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

O Built-in Test Bank for online assessment.

Nlastery —

O NEW! Tax Form Problems have been
added to the 2018 edition. Students can
now complete the Cumulative H&R Block
Problems and other homework items found
in the end-of-chapter manually or in a

Fariin Bealty, Fre.
093 Cantral Strest
Carkin, K¥ 42001

digital environment. 1040 G2 st phame Tos Rt 2016 |
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O “What-If” Questions allow students to o e
develop a deeper understanding of the e e

material as they are challenged to use their ' =
prior knowledge of the tax situations and
critically think through new attributes to
determine how the outcome will change.

O An Adaptive Study Plan comes complete
with an eBook, practice quizzes, crossword
puzzle, glossary, and flashcards. It is
designed to help give students additional
support and prepare them for the exam.
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X PREFACE

EXTENSIVELY REVISED. DEFINITIVELY UP TO DATE.

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

The South-Western Federal Taxation authors
have made every effort to keep all materials up to date
and accurate. All chapters contain the following general
changes for the 2018 Edition.

e Updated materials to reflect changes made by
Congress through legislative action.

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

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

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

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

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

In addition, the following materials are available online.

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

* The Depreciation and the Accelerated Cost
Recovery System (ACRS) appendix. (Instructor
Companion Website at www.cengage.com/login)

e The Taxation in the Real World weekly blog posts
for instructors. (https://community.cengage.
com/t5/Taxation-in-the-Real-World-Blog/
bg-p/taxationintherealworldblog)

Chapter 1

e Updated materials to reflect inflation indexation
including the unified transfer tax credit and
exemption amount, annual gift tax exclusion
amount, and FICA base amount.

* Revised and updated statistics about Federal
income tax paid by income classes, Federal bud-
get receipts and collections, national excise taxes
on gasoline and cigarettes consumption, and Tax
Freedom Day.

Chapter 2

¢ Updated the information on tax research
techniques.

¢ Refocused tax research from conducting it to
best practices.

e Updated CPA examination information to reflect
changes to the exam starting in 2017.

Chapter 3

* Added comment about Federal tax treatment of
compensation items viz. GAAP treatment.

e Updated statistics concerning goodwill on the
balance sheets for selected U.S. corporations and
regarding Schedule UTP reporting.

* Revised Global Tax Issues feature “Cash Stashed
Overseas.”

* Removed discussion of Dynamic Benchmarking.

Chapter 4

* Reduced interest rates used in examples to better
reflect today’s rates.

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

Chapter 5

* Revised and clarified text and examples through-
out the chapter. Modified materials as needed to
reflect inflation indexation changes.

* Expanded discussion of executive compensation
and added a new example.

* Revised discussion of research and experimenta-
tion expenses.

* Expanded discussion of § 179 (including several
new examples), revised order of § 179 expense
and additional first-year (bonus) depreciation
(covering § 179 first), and added new materials
on using § 179 and bonus depreciation effectively
(including a new Concept Summary).

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



Chapter 6

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

Added a Digging Deeper topics on virtual
currency, material participation, and real estate
professionals.

Chapter 7

Revised and clarified chapter materials; added
multiple examples to illustrate concepts.

Added a new Concept Summary on realized
gains and losses and expanded discussion on
this topic.

Removed summary material on other nonrecog-
nition provisions (§§ 1032, 1035, 1036, and 1044).

Added a new tax form problem (the completion
of a Form 8824 for a like-kind exchange).

Chapter 8

Added Concept Summary 8.1, summarizing the
characteristics of recognized gains and losses.

Streamlined and clarified coverage throughout the
chapter; added multiple examples to materials.

Chapter 9

Revised and clarified text and examples through-
out the chapter. Modified materials as needed to
reflect inflation indexation changes.

Modified Head of Household discussion and
added examples.

Added a research problem on tax reform.

Chapter 10

Revised and clarified text and examples through-
out the chapter. Modified materials as needed to
reflect inflation indexation changes.

Clarified the explanation of scholarships.

Simplified the explanation of the adoption
expenses credit.

Added a research problem on tax expenditures.

Added a Digging Deeper topic on education
credits.

PREFACE Xl

Chapter 11

Streamlined coverage throughout the chapter;
added multiple examples to illustrate text material.

Updated materials for inflation adjustments.

Clarified discussion of employee v. contractor
issues.

Added material concerning documentation of
employee expenditures.

Chapter 12

Added new Exhibit 12.2 (Transfers to Controlled
Corporations Under § 351).

Enhanced the explanation of the § 351 control
requirement.

Modified several aspects of the tax planning
discussions.

Added a reference to Treasury’s Proposed

Regulations under § 385 in the debt/equity area.

Added present value components to end-of-
chapter materials.

Chapter 13

Revised and clarified chapter materials; added
new examples.

Revised Concept Summary 5.2 (Allocating
E & P to Distributions) and added new examples
to illustrate how E & P is allocated to distributions.

Chapter 14

Clarified definitions of general and limited partners.

Streamlined discussion of four major types of
partnerships.

Changed from “nonliquidating distribution” to
“current distribution” throughout, but kept refer-
ence to nonliquidating distributions as an alter-
native name.

Clarified and expanded comparisons of partner-
ships and C corporations (and aggregate and
entity theories) throughout.

Chapter 15

Updated S corporation filing statistics (including
industry type).

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



X1

PREFACE

e Added a new flowchart (Exhibit 15.1) dealing
with the S election requirements.

* Revised and clarified text and examples through-

out the chapter.

Chapter 16

* Expanded and updated the Digging Deeper
topic on nexus.

* Added “repatriation” to the glossary.

* Added an Excel question to the end-of-chapter
exercises.

Chapter 17

* Expanded coverage of corporate alternative
minimum tax including a new overview section;
expanded discussion of adjustments and prefer-

ences; added multiple examples to the materials.

* Updated chapter materials for inflation adjust-

ments and for various computational formulas
and amounts.

Chapter 18

* Added information on role of tax preparer on

issues of reasonable compensation and payments
between a corporation and shareholder.

* Added discussion of the potential impact of

organizational form on the owner’s FICA tax
liability.

Combined LO regarding identifying which orga-
nizational forms result in double taxation with
that related to effects of conduit versus entity
approach to an entity.

Significantly revised Bridge Discipline items
regarding the perspectives to a business taken
across tax and GAAP.

TAX LAW OUTLOOK

From your SWFT Series Editors:

Concerns about complexity, income inequity, job creation, and international competitiveness will keep
income tax issues at the forefront of tax-related discussions throughout 2017 and 2018. Congress is reviewing
tax proposals on middle-class tax relief and tax changes for the wealthy. Changes to the Affordable Care Act

(ObamaCare) also are being considered.

Congress is also evaluating Federal corporate tax law changes in 2017 and 2018, including a decrease in
the top tax rate and a move toward a territorial system in taxing income from overseas sources. Tax deferrals
for unrepatriated global profits also may receive congressional and regulatory attention. Tax reform likely will
include lower rates, and changes for businesses not operating as C corporations. State and local governments
also have budget problems, and they are looking for new revenue sources, including a broadening of the
income and sales/use tax bases. If major tax legislation is passed that affects this text, the SWFT editors will

provide an update for adopters.
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SUPPLEMENTS SUPPORT STUDENTS AND INSTRUCTORS

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

Online and Digital Resources
for Students

=
§ CENGAGENOWv2

CengageNOWV2 is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student
learning experience and meet desired outcomes.

CengageNOWv2 Instant Access Code ISBN:
978-1-337-39014-9

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

THOMSON REUTERS Checkpoint® Student
C H ECKPOI N Tm Edition from Thomson

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

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

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

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

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

More than software: Put the experience

et of H&R Block® tax professionals on
TAXSOFTWARE  YOUr side.

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

* Accurate calculations and 100% satisfaction—
guaranteed.

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

Online access to H&R Block® Premium & Business
software is offered with each NEW copy of the text-
book—at no additional cost to students.*

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

Online Student Resources

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

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

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

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

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

Printed Resources for Students

Looseleaf Edition (978-1-337-38621-0)

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

*NEW Printed copies of the textbook are automatically packaged with access to Checkpoint® Student Edition and H&R Block® tax soft-
ware. If students purchase the eBook, they will not automatically receive access to Checkpoint® Student Edition and H&R Block® soft-
ware. They must purchase the tax media pack offering both of these products. The ISBN is 978-1-337-55335-3 and can be purchased at
www.cengagebrain.com.
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Comprehensive Supplements Support
Instructors’ Needs

-‘
§ CENGAGENOWy2

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

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

* Built-in Test Bank for online assess-
ment. The Test Bank files are included in
CengageNOWvV2 so that they may be used as
additional homework or tests.

Solutions Manual (978-1-337-39008-8)

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

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

PowerPoint® Lectures with Notes

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

Test Bank

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

Each test item is tagged with its Estimated Time to
Complete, Level of Difficulty, and Learning Objective(s),

as well as the AACSB’s and AICPA’s core competencies—
for easier instructor planning and test item selection.
The 2018 Test Bank is available in Cengage’s test gen-
erator software, Cognero.

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

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

* create multiple test versions in an instant

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

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

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

Other Instructor Resources

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

¢ Instructor Guide

* Edition-to-edition correlation grids by chapter

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

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

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

* The Depreciation and the Accelerated Cost
Recovery System (ACRS) appendix

Custom Solutions

Cengage Learning Custom Solutions develops person-
alized solutions to meet your taxation education needs.
Consider the following for your adoption of South-
Western Federal Taxation 2018 Edition.

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

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

* Add relevance by including sections from

Sawyers/Gill’'s Federal Tax Research or your
state’s tax laws and regulations.
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The South-Western Federal Taxation Series

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

Sours-WESTERY

INDIVIDUAL INCOME TAXES, 2018 EDITION
(HOFFMAN, YOUNG, RAABE, MALONEY, NELLEN, Editors)
provides accessible, comprehensive, and authoritative coverage
of the relevant tax code and regulations as they pertain to

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

(ISBN 978-1-337-38588-6)

SouTH-WESTERY

CORPORATIONS, PARTNERSHIPS, ESTATES

& TRUSTS, 2018 EDITION

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

(ISBN 978-1-337-38594-7)
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SouTH-WESTERN

COMPREHENSIVE VOLUME, 2018 EDITION

(MALONEY, HOFFMAN, RAABE, YOUNG, Editors)
Combining the number one individual tax text with the number
one corporations text, Comprehensive Volume, 2018 Edition

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

(ISBN 978-1-337-38600-5)

2018

ESSENTIALS OF TAXATION: INDIVIDUALS AND
BUSINESS ENTITIES, 2018 EDITION

(RAABE, YOUNG, NELLEN, MALONEY, Editors) emphasizes
tax planning and the multidisciplinary aspects of taxation.
Formerly titled Taxation of Business Entities, this text is
designed with the AICPA Model Tax Curriculum in mind,
presenting the introductory Federal taxation course from a
business entity perspective. Its Tax Planning Framework
helps users fit tax planning strategies into an innovative
pedagogical framework. The text is an ideal fit for programs
that offer only one course in taxation where users need to be
exposed to individual taxation, as well as corporate and other
business entity taxation. This text assumes no prior course in
taxation has been taken. 2018

Sours-WESTERY

(ISBN 978-1-337-38617-3)

FEDERAL TAX RESEARCH, 11E

(SAWYERS AND GILL) Federal Tax Research, Eleventh Edition,
offers hands-on tax research analysis and fully covers computer-
oriented tax research tools. Also included in this edition is
coverage on international tax research, a review of tax ethics, and
many new real-life cases to help foster a true understanding of
Federal tax law.

- F«E’ DEEAL (ISBN 978-1-337-28298-7)

Tax Research

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

James C. Young is the
Crowe Horwath Professor
of Accountancy at Northern
Mlinois University. A gradu-
ate of Ferris State University
(B.S.) and Michigan State
University (M.B.A. and
Ph.D.), Jim’s research focus-
es on taxpayer responses
to the income tax using
archival data. His disser-
tation received the PricewaterhouseCoopers/American
Taxation Association Dissertation Award and his subse-
quent research has received funding from a number of
organizations, including the Ernst & Young Foundation Tax
Research Grant Program. His work has been published in
a variety of academic and professional journals, including
the National Tax Journal, The Journal of the American
Taxation Association, and Tax Notes. Jim is a Northern
Illinois University Distinguished Professor, received the
Illinois CPA Society Outstanding Accounting Educator
Award in 2012, and has received university teaching
awards from Northern Tllinois University, George Mason
University, and Michigan State University.
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Professor and Distinguished Service Awards. Professor
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received the AICPA Arthur J. Dixon Memorial Award,
the highest award given by the accounting profes-
sion in the area of taxation. Professor Nellen is the
author of BloombergBNA Tax Portfolio, Amortization
of Intangibles, and the BloombergBNA Internet Law
Resource Center, Overview of Internet Taxation Issues.
She has published numerous articles in the AICPA Tax
Insider, Tax Adviser, State Tax Notes, and The Journal
of Accountancy. She has testified before the House
Ways & Means and Senate Finance Committees and
other committees on Federal and state tax reform.
Professor Nellen maintains the 21st Century Taxation
website and blog (www.21stcenturytaxation.com) as
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(www.sjsu.edu/people/annette.nellen/).

David M. Maloney, Ph.D.,
CPA, is the Carman
G. Blough Professor of
Accounting Emeritus
at  the University of
Virginia’s MclIntire School
of Commerce. He com-
pleted his undergraduate
work at the University of
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Virginia faculty in January 1984, Dr. Maloney taught
Federal taxation in the graduate and undergraduate
programs and was a recipient of major research grants
from the Ernst & Young and KPMG Foundations.
Dr. Maloney has published work in numerous profes-
sional journals, including Journal of Taxation, The Tax
Aduviser, Tax Notes, Corporate Taxation, Accounting
Horizons, Journal of Taxation of Investments, and
Journal of Accountancy.
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William H. Hoffman, Jr.

On May 1, 2016, our found-
ing editor, valued colleague,
and co-author Bill Hoffman,
passed away after a brief ill-
ness. Bill was born in Casper,
Wyoming, in 1929 and
also lived in both Belgium
and Argentina during his
youth, before moving to
Port Arthur, Texas. He
earned both undergraduate
and law degrees from the
University of Michigan before serving in the Korean War
as an officer in the U.S. Army’s Judge Advocate General
Corps. Following his return from military service, he com-
pleted both an MBA and a PhD at The University of Texas
at Austin. Bill began his academic career at Louisiana State
University, where he served as a professor of accounting
and taxation, before moving to the University of Houston
in 1967. Bill remained at Houston for the rest of his aca-
demic career, retiring in 1999.

During his time at Houston, Bill served as a profes-
sor, mentor, and doctoral advisor to countless students
and colleagues. Desiring to help his students under-
stand the intricacies of entity taxation (corporations,
partnerships, and estates and trusts), he envisioned a
new textbook for a second tax course in Houston’s
accounting program and brought together a team
of authors to create the text in 1977. South-Western
Federal Taxation: Corporations, Parinerships, Estates
and Trusts—now in its forty-first edition—remains
the market leader while continuing to evolve to meet the
needs of twenty-first century faculty and students. The
Individual and Comprebensive volumes followed shortly
after the release of the Corporations volume, and the
Essentials volume was added to the SWFT Series in 1997.

Over the past several months, we have heard from
many former students and colleagues, who spoke of
Bill’'s commitment to them, both in the classroom and in
their lives, and to the tax profession at large. Here are
a few of those comments.

¢ Through his writing and teaching, he was able to
bring “to life” what could be a very challenging
topic to many.

e The creation of the Corporations volume was
driven by the fact that Bill needed material for
his own class. This volume allowed many schools
to create a second tax course and changed how
accounting students prepared for a career in tax.

 Bill brought together an author team of both fac-
ulty and practitioners (both CPAs and attorneys);
this created a unique tax series that emphasized
both the law and its application. Over the years,

PREFACE XXI

Bill consistently recruited new contributors, creat-
ing the strongest author team for business school
tax texts.

* Bill was recognized in the profession as a
dynamic and engaging teacher and was involved
extensively in professional development seminars
across the country.

* For me, Bill was many things, including profes-
sor, dissertation chair, mentor, editor, drinking
buddy, and friend. One of my favorite memories
of Bill is catching him at his desk, poring over a
BNA Daily Tax Report, something he did unfail-
ingly. I will miss our conversations and his keen
tax insights.

* Bill was an innovator in the development of
a new breed of textbooks that enabled pro-
fessors to present taxation in a new and more
relevant way. That pedagogy included espe-
cially the extensive use of teaching examples,
forms problems, and advanced topics, so that
the professor could tailor a course to local
needs.

* Bill was a real pioneer in our field. His wit and
enthusiasm were constant sources of amazement
to me. He was always a mentor, and he shaped
my academic career.

* He demanded excellence . . . and receiving a
note affirming your work was truly something
special.

* As my tax professor at LSU, Bill was the catalyst
for my early development in tax research and
writing. I owe a great deal of my success to Bill
Hoffman’s early advice, direction, and help. He
was a tremendous writer, and he changed the
teaching of taxation forever.

* He was a “giant” . . . he will be missed.

Although Bill loved the SWFT Series and the process
of writing and creating its content, his first love was
Bonnie, his wife of 64 years, and his family (which
included five children and a number of grandchildren
and great-grandchildren). Bonnie also made significant
contributions to the South-Western Federal Taxation
Series through the years (including keeping Bill “in line”
as best she could). Together, they were an outstanding
creative and editorial team.

We will miss Bill's sharp wit, his ability to clearly
explain tax law (both verbally and in writing), the
creativity he brought to his work, the scope of his tax
knowledge, and his wonderful laugh. He truly enjoyed
the competition created by rival textbooks, as he knew
it would lead to a better SWFT Series. We will honor Bill
by upholding the standards of excellence he demanded,
as the SWFT Series continues to evolve.
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THE WORLD OF
TAXATION

CHAPTER 1
Introduction to Taxation

CHAPTER 2

Working with the Tax Law

CHAPTER 3
Taxes on the Financial Statements

Part 1 provides an introduction to taxation in the United States. Various taxes imposed by Federal, state,
and local governments are discussed. A unique tax planning framework is presented that is applied
throughout the book in developing tax planning strategies for both business entities and individual
taxpayers. The tax research process, including the relevance of the legislative, administrative, and
judicial sources of the tax law, is also discussed. Part 1 concludes with a chapter on accounting for

income taxes, as a bridge to materials discussed in other accounting courses and an introduction to the

financial disclosure effects of the tax law. J

S
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LEARNING OBJECTIVES: After completing Chapter 1, you should be able to:

Define and illustrate the components of a tax. Identify tax planning opportunities and apply

Lo Los 5 general framework for tax planning.
Identify the various taxes affecting business entities Explain the economic, social, equity, and political
LO.2 G TEoh LO.6 . . .
and individuals. considerations that underlie the tax law.
Describe the basic tax formula for individuals and Describe the role played by the IRS and the courts
LO.3 q - LO.7 . q
taxable business entities. in the evolution of the Federal tax system.
Identify and explain the tax systems that apply to
LO.4 o - q
business entities and their owners.
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