Tax Planning and Consulting Case

Tax 6845

University of Central Florida

Kenneth G. Dixon School of Accounting

Jesse and Catherine Flower, both age 50, are successful in their business and investment dealings.  They have no children. When we join them, they are looking at investments they have recently made.  We will follow them as they look at these investments, start a business in which Jesse initially participates, expand the business, sell the business, develop a financial plan, establish a charitable foundation, and plan their estates.  We will look at tax issues relating to starting (organizational form, capital structure, taxable year, and accounting methods) and operating the business (property transactions, employee benefits, state and local taxation, multi-state taxation, and the alternative minimum tax). Catherine is an attorney who works for an airline.  Jesse just left a position with a large agri-business and is looking to get started in something new. The tax year is 2005 in each segment of the case.  The tax rate schedule, personal exemptions, and other items should be based on 2005 law. The alternatives we consider are being made for sound business and investment reasons, and are not tax shelters.


Part 1

                                   

       Investment Issues

It is now December 31.  
In early July, Jesse and Catherine Flower purchased a duplex for $300,000, allocating $80,000 to land.  They borrowed $225,000 at 6% for 15 years.  You may assume that it is an interest only loan and that interest is paid monthly.  During the year they received $18,000 rent.  Property taxes of $6,000 were just paid from escrow.  Repairs, insurance, and other cash expenses equaled $8,000.  As rental income and cash expenses (other than property taxes) are for six months, they expect that the amounts will double next year. 

Today they close on the purchase of land for $500,000. They are paying $150,000 down and assuming a 20 year, 6% interest-only mortgage for the balance.  Interest is to be paid monthly.  They will lease the land for $11,000 per year.  Property taxes will be $8,000 per year.  They purchased the land because they expect it to appreciate substantially in the future.  

They have stocks held as investments paying $20,000 of dividends per year, and they pay $15,000 of interest on funds borrowed because of those investments.  Their only other income now is Catherine’s salary of $100,000.  Their home mortgage interest is $12,000 per year, property taxes on their residence are $2,500, and charitable contributions equal $5,000.

Required:
1. Compute this year’s taxable income.  Consider the investment interest limitation, the passive loss rules, and the at-risk provision. What would you recommend that they do regarding the deduction of investment interest?  Explain.

2. Project taxable income for next year. Consider the investment interest limitation, the passive loss rules, and the at-risk provision.

3. Given the results of the two computations, would you recommend that they prepay expenses in either the first of second year?

4. Assume they sell the land after six years for $900,000.  What provisions might provide tax relief?


Part 2

     Starting A Business

Jesse Flower has decided to open a retail business that will sells flowers, trees, and other plants to homeowners and professional landscapers.  Other investors include Jane Little, and Wilbur Pott.   The business will incorporate and be known as Little Flower Pott (LFP).  Little and Pott will each contribute $180,000 and will each receive 30% of the LFP stock. Flower contributes $120,000 cash and will receive 40% of the stock.  He agrees to work for the corporation for 2 years at reduced compensation to help it through what is expected to be a difficult start-up time. The issuance date for Flower’s stock is yet to be determined. Restrictions are being considered.

They will purchase a building and land for $750,000 borrowing $600,000 at 7%.  They estimate that the value of the land is somewhere between $120,000 and $240,000. The will also purchase $120,000 of 7-year equipment.

Required:
1.
LFP is formed.  What immediate tax decisions should be made?  What would you recommend?

2.
What tax decisions need to be made before the end of the first year?  For example, should LFP prepay expenses?

3.
What tax decisions need to be made before the first tax return is filed?  Assume a corporation is formed, but that no S election is made. 

4.
Is the cash method available to LFP?

5.
Below is the tax information for the first year.

Sales







          $1,260,000

Beginning inventory

     
  
   


      -0-

Purchases




   
 
 
  855,000

Trade accounts payable





   
    45,000

Ending inventory

FIFO




  
  
  
    78,000

LIFO




  
  
  
    63,000

Organization costs



  
   

      6,000

Cash compensation to Flower

  
  


    45,000

Other cash expenses 



  

 
   400,000

Compute LFP's taxable income or loss for this first year.  Determine any carryovers and pass-throughs.  Make computations and decisions as necessary.  Because of a shortage of cash the corporation was unable to pay the interest on the mortgage.

6.
Now it is the end of the second tax year.  Information for the second year is below.

Sales







          $2,040,000

Purchases



 


            1,320,000

Trade accounts payable





   
    75,000

Ending inventory 

FIFO





  
  
    90,000

LIFO





  
  
    60,000

Cash compensation to Flower
  
  


    
    75,000

Other cash expenses (excluding interest)
  


   440,000

Compute LFP's taxable income or loss for this second year.  Remember any carryovers from the prior year.  Interest for two years was paid.  What other problems do you note?  For example, are there any problems with loss limiters or AMT brewing?  Assume no S election. 

7.       Discuss the implications of the Uniform Capitalization Rules if the company's sales grow so that they exceed $10,000,000. Specifically what additional costs must be included in inventory. Discuss the implications of the Uniform Capitalization Rules should they expand the business into other lines such as growing plants and making pottery. What additional costs should be included in inventory?


Part 3


Property Transaction

LFP owns a warehouse, which they no longer use because of its out-of-the-way location.  Facts relative to the warehouse are:

Building cost






$   270,000

Accumulated depreciation
 

    
  
      69,228

Land cost




    

      80,000

The building was acquired in January 1994, and 10 years of depreciation has been previously deducted using a 39 year recovery period.  For simplicity, assume that is 2.564% per year.  Assume that it has a remaining useful life of 20 years, but a remaining recovery period of 29 years.

Jesse Flower says they have found others who are interested in the warehouse.  LFP will acquire another warehouse in a more convenient location.

The interested parties are:

John Cash

John who believes in cash dealings has offered $400,000 for the warehouse.

Sam Timepayment
Sam is willing to pay $420,000 (25% down, and 25% in each of the three following years) plus 8% interest on the unpaid balance.  There will be no interest in the year of sale.

Ann Lord

Ann owns the targeted warehouse and is willing to either sell it out right for $370,000 or 'swap' her warehouse for LFP’s property.  She will give $40,000 to boot.

Silvia Safe

Silvia wants to lease the present warehouse for $35,000 annually for its remaining 20 year useful life.  The land will then be worth $100,000.

The new warehouse has a 30-year useful life, after which and the land and building will be sold for $150,000. Assume 80% of basis is allocated to the new building.  The property in 39 year MACRS property, and you may assume that it will be depreciated at a rate of 2.564% per year.  Assume there are no ownership expenses on either warehouse other than depreciation. Assume rent is received at the beginning of each year and that the taxes are paid at the end of each year.
Required:

Using a 10% discount rate and a 35% income tax rate, determine which of the offers is the most desirable.  If the present warehouse is sold to Cash or Timepayment or leased to Safe, then the targeted warehouse will be purchased for $370,000.

Note:
To make the comparisons viable, you will have to recognize that the "swap" will result in a lower basis for the new warehouse.  The lower basis will result in smaller tax savings from depreciation.


Part 4


Employee Compensation

Little Flower Pott is continuing to grow and now employs several hundred workers.  The corporation is in the process of reviewing its employee fringe benefit package.  The company is concerned that fringe benefits are becoming too expensive, and they want you to review benefits from scratch.  They currently offer a company paid health insurance plan, group-term life insurance, and a defined contribution retirement plan.  

For purposes of simplicity, you may base your computations on two employees only.  They are Jesse Flower and Joe Works.  Jesse is a key employee, while Joe is typical of many other workers.

 Employees    
Joe        Jesse   

      Corporation
Current tax rate

ordinary income


15%
  33%



35%

capital gains


  5%
  15%



35%

Retirement tax rate

ordinary income


15%
  33%

Rate of return






           

10% (including plan)
low risk

 

 4%
   4%

moderate risk
 
 
 8%
   6%

high risk


11%
  10%

Years to retirement


30
  10



N/A

Obviously, this requires making several additional assumptions. However, given that many different forms of benefits and providers are out there, it is not unrealistic to begin a process with limited information.  Under existing plans, the company pays $3,000 per employee for health insurance coverage.  Family coverage doubles the cost and the additional cost is paid by employees who so elect.  Group-term life insurance rates vary based on the age of employees.  Joe’s premiums are $2.00 per year, per $1,000 of coverage and he has $30,000 of coverage.  Jesse’s premiums are $5.00 per year, per $1,000 of coverage and he has $150,000 of coverage.  Joe is age 35, and Jesse is now age 55.  The company contributes an amount equal to 5% of each employee's earnings to the defined contribution plan.  That amounts to $1,500 for Joe and $6,000 for Jesse. Make cost-benefit computations for a cash bonus, life insurance coverage (separately for the first $50,000 and additional coverage where applicable), health insurance coverage (separately for employee and family coverage), and retirement plan benefits.


Part 5

Multistate Issues

Little Flower Pott has continued to grow. Catherine and Jesse now both work for the company.  Catherine was attracted by LFP’s very favorable employee compensation plan. LFP has entered into the business of delivering delicate cut flowers and tropical plants to other areas of the country.  Because of the delicate nature of the product, LFP has been delivering its flowers and plants with its own planes.  The plants are delivered to distributors, supermarkets, and nurseries.  Business is seasonal with much of it surrounding holidays.  LFP has decided to warehouse some of its inventory in areas outside Florida in order to make rush deliveries.  They are considering expansion in areas near New York, Boston, Memphis, Chicago, Denver and Jackson, Miss.  Although they may not expand into all six cities, they are interested in the tax implications of expanding into each city. Answer the following questions relative to any one city being considered.

Required:
 SEQ CHAPTER \h \r 11.
How will its income be apportioned?  

2.
In terms of the apportionment formula, will it make a difference if they rent or purchase warehouse space?

3.
Will it make a difference if they have an inventory located in the city for only part of the year?

4.
How will LFP be taxed on its investment income?

5.
What are the implications of forming a separate corporation there?

6.
If LFP makes an S election what will this do to LFP's tax?

7.
What will the S election do to LFP shareholders?

8.
Should the expansion prove to be unprofitable, what will this do to LFP's state and federal tax liability?

9.
What impact will the expansion have on LFP's Florida tax?


Class discussion

      


    International Tax Planning

                                                                                  
LFP has continued to grow and now is a multinational corporation. LFP has three wholly owned subsidiaries operating in three foreign countries: A, B and C. The subsidiaries maintain packaging, warehousing, sales, and service facilities in the host countries, but none are involved in manufacturing. Most of the exports are flower pots, but some tropical flowers and plants are also exported. Foreign tax rates are Country A: 40%; Country B: 50%; and Country C: None. In addition the company sells directly to buyers in several other foreign countries.

Required:
What alternatives are available that might help the company reduce it worldwide tax liability? Consider a FSC, DISC, foreign tax credit, inter‑company pricing, and dividend policy. Watch out for Secs. 482, 367, 267, and Subpart F. Discuss the potential benefits of each idea and the constraints on that alternative.


Part 6
 


                       Alternative Minimum Tax

For the first time, LFP is facing a possible alternative minimum tax.  Catherine Flower has asked you to answer certain questions relative to its potential alternative minimum tax for 2005.

Gross profit





            $110,000,000

Other operating expenses




   90,000,000

Foreign income taxes        



   
        600,000

General business credit




       
        700,000

Tax exempt interest income



    
     3,000,000

Life insurance proceeds




   
    10,000,000

LFP has an NOL carryover of $4,000,000.  Its AMT NOL carryover is $1,000,000.  LFP expects to be able to use all of its foreign tax credit this year to offset its tax liability.

The other operating expenses include $100,000 of premiums on policies covering the life of key executives.  The life insurance proceeds represent the amount received upon the death of Wilbur "Ace" Pott, a company founder.  The tax exempt interest income is derived from bonds issued by the Orange, Dade, and Lake County School Districts.  Proceeds were used to construct new school buildings.

LFP owns the following depreciable assets:  An aircraft acquired on July 1, 2005 for $10,000,000, a factory costing $60,000,000 ($50,000,000 for the building and the balance for the land) that was purchased on January 1, 1995; and an office building costing $12,000,000 ($10,000,000 for the building and the balance for the land) that LFP purchased on January 1, 2005. 

Also, LFP sold stock in a wholly owned subsidiary on January 1, 2005.  The stock had a basis or $500,000.  The stock was sold for $3,000,000 of which LFP received $1,500,000 on January 1, 2004 with the balance due on January 1, 2005, plus 10% interest.  LFP received $50,000 of dividends on the stock on January 1, 2005.   LFP also received $50,000 of dividends from large publicly held corporations in which LFP owns less than 1%.

LFP contributed land to University of Central Florida.  The land, purchased year’s ago for $500,000 was worth $1,500,000 at the time of the contribution.

Required:

1.
Compute LFP's adjusted current earnings.

2.
Compute LFP's taxable income and regular income tax.

3.
Compute LFP's alternative minimum taxable income and tax, if any.

4.
Compute LFP's minimum tax credit carryover, if any.

5.
Would it have been wise for LFP to defer or accelerate income for purposes of (a) reducing the AMT or (b) taking advantage of the low AMT rate?


Part 7
Tax Sheltered Investments

Jesse and Catherine sold a portion of their LFP stock for $1,200,000 early this year.  The stock was acquired under a company stock option plan.  This sale resulted in a $500,000 gain one-half of which will be treated as long-term capital gain and one-half will be treated as ordinary income. This type of gain can occur with stock acquired via employee stock options. Their dividend income from other stock is expected to total $50,000.  Their salaries total $150,000, but they plan to retire in a few years.  They enter your office with the check for $1,200,000 and ask you what they should do with the money.  You resist the urge to lecture them on the tax problems that they have created.  In an attempt to reduce the problem, you investigate various possibilities and arrive at the following options:

1.
Invest in a residential duplex.  Cost is $200,000 (land $40,000, building $160,000). Rental revenue is expected to be $22,000 per year, and cash expenses (other than interest) are expected to average $10,000 per year.  Other similar properties are available.  Appreciation is expected to be 5% per year.

2.
Invest in a residential duplex that qualifies as low-income housing. Rental income is expected to be $10,000 per year, appreciation is expected to be 3%, and the low-income credit is expected to $8,000 per year.  Other amounts are the same as Item 1. 

3.
Invest in oil.  Jesse and Catherine can invest in any amount they want in a "proven" area.  That is, there is almost no chance they will end up with a dry hole.  A sample investment would include:

Exploration costs


$ None

Lease acquisition costs

 
 50,000

Drilling



 
 50,000

Production costs (annual)

 20,000

Oil sales, per year, for five years
 
 50,000

4.
Invest in stocks and bonds.  Available stocks and bonds are listed below.  Bond B is tax exempt. 

    Dividend or

           Growth

    Interest Rate

             Rate     
Stock A


3%


 2%

Stock B


1


 6

Bond A


8


-0-

Bond B


5


-0-

5.
Jesse and Catherine's living expenses total $160,000 per year including $40,000 of itemized deductions consisting of $20,000 of state and local taxes and $20,000 of contributions.  Jesse and Catherine can borrow up to 80% of the amount needed for any investment.  The interest rate is 8%.  Borrowed principal would be repaid in 10 equal annual installments.

6.
You are to assume that in the future Jesse and Catherine will have $50,000 of interest income from other sources each year (in addition to income from investing the $1,200,000).  Their current portfolio is worth $700,000 and its value is expected to remain stable. 

Required:
1.
Explain to Jesse and Catherine the short and long-run advantages and disadvantages of Items 1 - 4.  Also you should look into at least one other shelter (such as those listed in 6).

2.
Assume they purchase residential duplex and one low income duplex, and that they invest in one oil property with just the drilling taking place this year. Assume that they borrow $100,000 for the purpose you choose. Finally, assume remaining extra cash is invested in stocks and bonds of your choice.  Determine the impact of the hypothetical portfolio on the Flowers’ current and future tax liability.  Also, prepare a cash flow projection and a balance sheet for the purpose of estimating his net worth.

Part 8

Tax Exempt Organization

Jesse and Catherine Flower are retired and in their late 60's.  They are no longer actively involved in the operation of LFP.  The Flowers desire to establish a scholarship fund with between $1,000,000 to $3,000,000.  It is important that they receive an income tax deduction for their contribution.  Of course, they do not want the amount included in their estates.

They currently receive about $300,000 of income each year, of which part comes from LFP in the form of interest, dividends, rents, and from related retirement plans.  The corporation's profits are approximately $6,000,000 per year.   

Required:
Explain the various tax implications of establishing a scholarship fund.


Part 9

Estate Plan

Jesse and Catherine have decided that it is time they put together an estate plan. Their joint will and living trust provides that when one dies the other will receive all of their properties which are now worth about $3.5 million. They would like to leave approximately $2,000,000 to their favorite niece. The rest of their estate will go to their foundation. Their after tax income is $200,000. Their assets are appreciating $300,000 annually. They are spending about $200,000 on expenses, and they are contributing about $150,000 to charity each year.

Required:
Prepare a short list of specific recommendations designed to minimize the Flowers’ estate and gift tax problems. Consider the uncertainty regarding future estate and gift tax laws.

