Business 223F – Research Exercises
Spring 2011
90 points

The following exercises are designed to improve your understanding of the rules on the timing of income and expense recognition and accounting method changes, by having you find, interpret and apply the rules to real life issues. Some of the exercises may require some research beyond what you have been given in the reading materials for this class.

Your answer should clearly indicate the question you are answering and what the answer is (that is, don't bury the answer in your explanation but instead state the answer, such as "the amount is deductible in 2010" and then provide your explanation). Your answers are to be brief and to the point – long narrations are not necessary, but complete and clear answers are required. Authority (code, regulations, cases, rulings, etc.) should be noted for all of your answers.

Point values and due dates are shown in [brackets] at the beginning of each question.
* For these questions only, you may work with one classmate and turn in one paper with your joint answer. The point of allowing you to work with someone else is to allow for a good discussion of the question and answer (which should be a good learning experience for both of you).  You should each be contributing equally to the determination of the answer and the write-up.
1. [14 points, DUE May 23 or earlier]  Each student will randomly be assigned a case or ruling make a presentation on. The presentation will be made using an online software tool where you upload your Powerpoint slides and then narrate each slide using a phone or a microphone on your computer. The presentation is to be no longer than 5 minutes, which means you should have no more than 5 slides. The instructions for how to do this will be emailed to you and it is easy to do. When you are done making the presentation, I will post it to a website for your classmates to watch.  These cases will help us understand the application of the rules and types of issues that can arise in the accounting method area.
Be sure your presentation is clear in terms of the key facts, issue, the law applied and the rationale for the holding.

2. * [12 points, DUE May7 (email to annette.nellen@sjsu.edu)]  What overall method of accounting must each of the following entities use and why? 
a. Auger Corporation, an S corporation, a service provider, with $12 million of gross receipts.
b. Beach Corporation, an S corporation that manufactures widgets and has $800,000 of gross receipts.
c. CCC Partnership, a property management company, owned by Carol, Chris and Charlie, with $21 million of gross receipts.
d. Dave, a sole proprietor, who sells goods on eBay and has gross receipts of $2 million.
2. [12 points, DUE May 7 (email to annette.nellen@sjsu.edu)]  Each of the businesses below is an accrual method, calendar year taxpayer.
a. ABC Auto Mechanics sold coupon books in 2009 for $330,000 that allowed the buyer to get unlimited service for 15 months. On its 2009 financial statements, ABC reported that $120,000 of the coupons had been redeemed, with the balance redeemed or reported as expired in 2010. How should ABC report this income on its tax returns?
b. Spruce Rentals owns several apartment complexes. A typical rental arrangement is to have tenants pay first and last month's rent as well as a $100 key deposit when they sign a lease. How should Spruce report these collections on its tax returns?

c. In 2010, Hot Fashions started a policy that when a customer returns goods, they cannot get their money back, but instead they receive a gift card that can be used in the store (by the customer or anyone). In 2010, it issued $21,000 of gift cards for returns and reported $13,000 of this income on its financial statements because the cards were redeemed that year. How should HF report this for tax purposes?
3. [16 points, DUE May 14 (email to annette.nellen@sjsu.edu)] When are the following items deductible for ABC Corporation, an accrual method, calendar year retailer. Be sure to explain each answer using the §461 framework.

a. ABC has arrangements with owners of several websites that if they have an ABC.com logo on their website that links to ABC, they will earn 1 cent every time someone clicks on the link. ABC determined that for the last quarter of 2010, there were 120,000 clicks on Barnacle Company's ABC link. This amount was verified in January 2011 and ABC sent Barnacle a check in February 2011.
b. $120,000 of rent paid on May 1, 2011 covering all of 2009. ABC was delinquent in paying its rent (it was due in 2009).

c. ABC's bonus plan for employees provides that all employees will receive a bonus equal to 10% of profits to be divided up based on how many days they worked in the particular year. The bonuses are to be paid by March 15 of the next year. If any employee is not employed on the payment date, ABC keeps that employees bonus. On January 29, 2011, ABC's accounting department computed that the bonus amount should be $670,000 with $87,000 to be retained by ABC due to employees who worked in 2010, but were no longer employed on January 29. 

d. $45,000 paid to John Morgan, a sole proprietor lawyer, on June 2, 2010 for work performed in late 2009.

4. [12 points, DUE May 19 (Session A) ~ May 26 (Session B)] For each of the following independent fact patterns, explain whether it involves an error, change of facts, or method of accounting. 
a. Abacus Company discovered today that on its 2009 return, it omitted a zero from its depreciation expense for an asset.
b. Barbry Corporation started collecting advance payments for provision of services in 2011 and wants to defer for tax purposes if possible.
c. Creamy Corporation, a calendar year taxpayer discovered that property placed in service in 2009 has been treated as 5-year property when it should be 20-year property.  It is now March 1, 2011 and the 2010 return has not yet been filed.

d. Dazzle Company is required per SEC Staff Accounting Bulletin 2011-2 to defer part of its revenue from government contracts to the next year. Dazzle would like to do the same on its tax return.
5. *[24 points, DUE May 26 (Session A) and June 2 (Session B)  Ad Specialists, Inc. has used the cash method of accounting and a calendar year since it was formed in 1998. Much of Ad’s work is done on a prepaid contract basis to provide advice and other services on a monthly basis to customers. Ad sells no merchandise. The prepaid contracts cover a 12 to 18 month period. It has come to the attention of Ad’s controller that the accrual method might be better for them because they would also be able to adopt Rev. Proc. 2004-34. Ad wants to adopt this method for 2011. Ad only has one line of business and is not part of a consolidated group. Ad also wants to adopt the recurring item exception for its recurring items. Ad has the following items:

	Item
	12/31/10

	Accounts receivable
	$47,000

	Accounts payable
	$12,000

	Federal income taxes payable
	$32,000

	Notes payable
	$130,000

	Interest payable
	$9,000

	Accrued contracts
	* $86,000


* amounts received from clients in 2010 for services to be rendered in 2011; already reported as income in 2010.

a. Identify which Revenue Procedure/regulations/etc. apply to Ad and prepare Ad’s Form(s) 3115 to accomplish:



• a change from the cash to the accrual method



• adoption of the recurring item exception for taxes, utilities, and advertising



• adoption of Rev. Proc. 2004-34

b. Prepare a LIST of instructions for Ad that you will give to the controller along with the completed 3115(s) stating how, when and where to file and anything else you think the controller should know about this transaction. Be sure to also state what Ad should do with any §481(a) adjustment you compute.

c. While the Form(s) 3115 is in its final review by Ad’s accountant, Ad receives a phone call from an IRS Revenue Agent informing him that Ad’s 2009 tax return has been selected for examination and she wants to schedule an appointment. List and briefly explain Ad’s options for continuing with its desired accounting method changes.

