ACCOUNTING 520

Fall, 2001

Final With Answer Key

PART A

Problem 1.

Ace, a software genius, has patented a dictation software program.  After receiving the patent, he marketed it to various software companies and received one purchase offer—for $300,000.  Ace worked on the patent for five years at home in his spare time and incurred $10,000 in expenses developing the software and obtaining the patent.

Ace’s only asset is the patent.  Believing that the patent is worth more than $300,000, Ace has decided to form a business firm to exploit it instead of selling it to an established firm.  He contacts two wealthy acquaintances, Slick (net worth of $10 million, mostly in commercial real estate) and Svelte (net worth of $15 million, mostly in stock, bonds and marketable securities) to see whether they are willing to form a business with him to exploit the patent.  Slick proposes the following:

1
Slick, Svelte and Ace  will form a corporation to exploit the patent.

2
Slick will transfer $100,000 cash to the corporation and personally guarantee a $250,000 line of credit for the corporation at Loanshark Bank in exchange for a 1/3 ownership interest in the company.  Slick insists on this arrangement because he has a cash flow problem.

3
Svelte will transfer a commercial building to the corporation in exchange for a 1/3 ownership interest in the company and the company’s  payment of a $100,000 mortgage for which the building serves as collateral.  The building has a fair market value of  $350,000 and an adjusted basis of  $40,000.

4
Ace will receive a 1/3 interest in the company as compensation for the unpaid hours he spent developing his patent and as compensation for Ace’s transfer of the ownership of the patent to the company.  Ace will also sign a personal services contract with the partnership guaranteeing to work 2000 hours per year on software research in exchange for royalties based on software sales.  The corporation will own all patentable discoveries produced by his work for the corporation.

A
Choose one of the three owners.  What entity governance issues should this potential owner should confront in order to protect his/her interests.

The question asks the student to choose Ace or Svelte and analyze the governance issues from the perspective of the person that the student chooses.  In reality, the issues that must be confronted are similar for both persons.  Although the answer provided discusses both simultaneously, the student can confine his/her discussion to the person chosen by the student.

First, both must confront the issue of whether a 1/3 ownership interest is appropriate in exchange for the asset being transferred to the corporation.  Ace’s 1/3 ownership interest will give him the right to 1/3 of the value of any assets distributed as a dividend and 1/3 of the net value of any assets distributed in a liquidating distribution.  Ace is transferring a patent that has an ostensible value of $300,000, yet he has the same ownership interest as Ace who is contributing $100,000.

Svelte will transfer a commercial building to the corporation.  Her 1/3 ownership interest will give her the right to 1/3 of the net value of any assets distributed as a dividend and 1/3 of the value of any assets distributed in a liquidating distribution.  The value of the building that she is contributing exceeds the value of Slick’s cash contribution and the apparent value of Ace’s patent.  Is Slick’s contribution of $100,000 cash plus a personal loan guarantee of $250,000 the equivalent of Ace’s contribution of a patent possibly worth $300,000 to the proposed corporation and Svelte’s contribution of a commercial building worth $350,000?

Ace and Svelte must confront the issue of management rights. The Board of Directors governs a corporation.  The proposal is silent on the election of the Board so the default governance rule applies.  Each member of the Board is elected by majority vote and each share of stock receives one vote.  If Svelte has a 1/3 ownership interest, she has 1/3 of the votes.  Slick and Svelte can outvote Ace, electing the entire Board and leaving Svelte without a say in the identity of the corporate officers or the management of the corporation.  Similarly, Slick and Ace could do the same to Svelte.       Is this acceptable to Ace, given the amount of property that he is contributing to the proposed corporation when it is compared to the individual contribution of Slick?  Is this acceptable to Svelte, given the value of her contribution compared to the individual contributions of Ace and Slick.  Should Ace and Svelte counter with a proposal for guaranteed seats on the Board for each investor?

Ace and Svelte must confront the issue of the ability of the partners to govern asset withdrawal by the partners.  Under the default rules, operating profits cannot be withdrawn without a majority vote of the Board of Directors.  Because Ace might not be a member of the Board and have no say in who sits on the Board, Svelte might not have any input on whether operating profits are withdrawn or reinvested in the business.  Svelte will have similar concerns.

The proposal does not give the shareholders a right to withdraw their capital from the corporation.  Ace and Svelte have the right to sell their share (a minority interest), for whatever it is worth.  It may be worth more or less than 1/3 of the equity.  Should either of them counter with a proposal that the corporation buy their shares according to some formula or process (such as the Texas shootout) under certain specified circumstances?

The proposal is silent on the number of shares authorized.  If all of the authorized shares are sold to the original founders (Ace Slick and Svelte), the articles of incorporation will have to be amended to increase the number of shares to raise additional equity capital.  This will require the approval a supermajority of the shares of the company (2/3 in Washington state).  The proposal does not require the additional shares to be offered to existing shareholders before they are offered to outsiders (i.e. there are no pre-emption rights).  The sale of additional shares to outsiders will dilute the ownership interests of the existing owners.  If Ace and Svelte individually have only a 1/3 interest, neither (in Washington state) can veto an amendment to the articles of incorporation authorizing the sale of the additional shares with the consequent dilution of their ownership interest.  On the other hand, if he/she should want to raise equity capital to exploit the patent if it proves successful, no individual owner can veto it.

A majority vote of the Board of Directors can authorize the borrowing of money.  Ace and Svelte individually may or may not be a director under Slick’s proposal for the reasons stated above.

Finally, both Ace and Svelte should consider the constraint that the proposal places on their ability to govern the distribution of assets upon liquidation.   that an equal distribution of assets upon liquidation may not leave them with sole ownership of the patent and the building.  This is because Slick is only contributing $100,000 of cash.  If the corporation were to liquidate the day after its formation, Slick’s $100,000 cash would be used by the corporation to pay the mortgage and the assets available for liquidation would be the $350,000 building and the $300,000 patent.  Equal division of the value would require that each person receive $216,666.67.  The corporation could either sell the patent and building and divide the funds or give fractional interests in the assets to the three investors.  

B
What is the tax impact of Slick’s proposal on this owner upon formation of the corporation, while the corporation operates, and upon liquidation of the corporation.  For the purposes of discussing liquidation, assume that the corporation’s only assets upon liquidation are those contributed initially by the owners and that the corporation has no liabilities upon liquidation.

Ace will recognize income on his personal income tax return because part of his ownership interest consists of compensation for past service.  Ace currently has a $10,000 basis in his patent as a result of incurring $10,000 of expenses in developing the software and obtaining his patent.  If he transfers all rights to the patent to the corporation and, as a result, recognizes income, his basis will be increased by the amount of income recognized.  Because he had an independent bid of $300,000 for the patent, there appears to be no danger that the IRS will take the position that his property compensation is nominal compared to his previous services and challenge the inclusion of Ace’s ownership share in computing whether the persons transferring property own 80% of the corporation under the transfer, a challenge which would endanger the tax free formation of the corporation for all the entrepreneurs.

Ace’s guaranteed compensation might be considered wages or salary when the corporation operates.  If so, Ace will not have to pay self employment tax on the income.  If not, he will not have to pay this tax.

A corporation is a separate taxpaying entity unless it files an S election.  The proposal does not call for such an election to be filed.  The corporation will pay corporate income tax on any profits that it earns during its lifetime but Ace will have no personal liability for such taxes.  There will be no tax consequences to Ace from corporate operations unless the corporation distributes property to him.  A distribution of property by the corporation which is not in payment for the stock of an individual shareholder,  and which is not a payment in liquidation, constitutes a dividend if the value of the property received by the shareholder is less than or equal to the corporations earnings and profits. If such a distribution exceeds the corporation’s current and retained earnings and profits, the amount in excess of current and retained earnings and profits is a non-taxable return of capital which reduces the shareholder’s basis in his stock.  If such a distribution is in excess of current and retained earnings and profits plus the taxpayer’s basis in his stock, the excess over the sum of earnings and profits plus the shareholder’s adjusted basis in his stock constitutes capital gains income.

If the corporation liquidates and distributes property to Ace, he will recognize gain equal to the fair market value of the property received minus the adjusted basis in his stock.  

The formation of the corporation will result in the recognition of gain by Svelte on her personal income tax return.  The corporation is paying a $100,000 mortgage for which the building serves as collateral but Svelte’s adjusted basis is only $40,000.  Therefore Svelte recognizes $60,000 of gain.  

As a result of recognizing the $60,000 gain, Svelte has a $60,000 basis in her stock




The corporation’s basis in Svelte’s building will also be $60,000.

A corporation is a separate taxpaying entity unless it files an S election.  The proposal does not call for such an election to be filed.  The corporation will pay corporate income tax on any profits that it earns during its lifetime but Svelte will have no personal liability for such taxes.  There will be no tax consequences to Svelte from corporate operations unless the corporation distributes property to her.  A distribution of property by the corporation which is not in payment for the stock of an individual shareholder,  and which is not a payment in liquidation, constitutes a dividend if the value of the property received by the shareholder is less than or equal to the corporation’s current and retained earnings and profits. If such a distribution exceeds current and retained earnings and profits, the amount in excess of current and retained earnings and profits is a non-taxable return of capital which reduces the shareholder’s basis in his stock.  If such a distribution is in excess of the current and retained earnings and profits plus the taxpayer’s basis in his stock, the excess over the sum of current and retained earnings and profits plus the shareholder’s adjusted basis in his stock constitutes capital gains income.

If the corporation liquidates and distributes property to Svelte, she will recognize gain equal to the fair market value of the property received minus the adjusted basis in her stock.  

C
Choose Slick or Ace and discuss whether an alternate entity would better serve their interests

The patent is Ace’s only asset, so whether the business entity has limited liability probably is not an issue for him at this point in time.  Management rights are probably his main concern.  As explained above, the proposed corporation offers no guarantee of management rights for Ace.  The entity that provides him with the greatest management rights is the general partnership.  If he cannot obtain the consent of his fellow entrepreneurs to this form of business entity, an LLC with an operating agreement granting him management rights is probably his next preference.  If the others insist on a corporation, Ace should propose that the articles of incorporation, or a side contract, guarantee each of the three a seat on the Board.

Given Svelte’s substantial net worth, and her disproportionate investment (compared to the other partners), she should have an entity that offers her limited liability and an opportunity to participate in management.  These objectives of limited liability rule out being a limited partner in a limited partnership. The corporation, as it is proposed, does not give her a guaranteed voice in management.  Ace and Slick could combine their votes and keep her or her representative off the Board.  Thus, she should consider a counterproposal that guarantees her a voice on the Board or an LLC with an operating agreement that guarantees her a voice in management.  If she proposes an LLC, and the LLC elects to be taxed as a partnership, she must face the issue that her basis in her LLC interest will not be identical to the basis in the building that she contributes to the LLC.  This result occurs because her basis in her LLC interest (under partnership taxation rules) will be equal to 1/3 of the basis contributed by all of the owners and the owners are not contributing assets with an identical basis.  If she elects to stay with the proposal to form a corporation, she should consider whether it is desirable for her to propose that the corporation make an S election and convert itself to a pass through entity.

Problem 2

Slipshod is the sole owner of S. Inc., a us Ace’s 1/3 ownership interest will give him the right to 1/3 of the net value of any assets distributed as a dividend and 1/3 of the net value of any assets distributed in a liquidating ed car business.  S Inc. owns the following assets:


Asset



Fair Market Value

Adjusted Basis


Land



$   100,000


$   50,000


Building


$   250,000


$  200,000


Used Cars Held for Sale
$3,000,000


$2,500,000


Equipment


$   300,000


$   100,000

S Inc. hires employees who buy, sell, service and maintain the used cars.  S Inc. buys the used cars from area dealers under ongoing contracts that obligate the company to pay Blue Book wholesale value for the vehicle provided that the vehicle passes certain criteria when inspected by S. Inc. mechanics.  S. Inc. pays for the used cars with a line of credit from Goodfellow Bank and refers buyers to the bank to finance the purchases.  S. Inc. takes title to the used cars when the cars are bought and transfers title to the purchasers when the cars are sold.  S Inc. also owns the equipment used in the business.

Slipshod wants to retire.  Sleek wants to acquire a used car business.  Sleek  proposes that S Inc. freeze its inventory, accounts payable and liabilities at their existing  values and that Slipshod sell his stock in S. Inc. for $4,000,000.  The $4, 000,000 stock sale will require a down payment of $1,000,000, and a promissory note of $3,000,000, bearing a rate of 10% on the amount owing and require monthly payments of $30,000 until paid.


A
What risks does Slipshod assume if accepts Sleek’s proposal?

Sleek’s proposal does not secure any of the unpaid part of the purchase price with the assets of the company or her personal assets.  Slipshod will be an unsecured creditor for the unpaid amount of the purchase price.  Sleek should be required to secure the unpaid principal sum with all present and after acquired future assets of S Inc. and with Sleek’s present and after acquired personal assets.

Additionally, the proposal does not specify that Sleek’s promissory note be a negotiable promissory note.  The failure to execute a negotiable promissory note would result in the note having less liquidity.  Additionally, if Slipshod had to cash out the note by sale to a third party, the discount would be greater with a non-negotiable note than a negotiable note.

Further, the payments required by the note equal the interest on the unpaid principal sum.  If Sleek makes the only the payments required by the note, none of the unpaid principal sum will ever be repaid.

Finally, the sale will be an installment sale.  If Sleek defaults on the note, and if Slipshod takes possession of the business as a result of the default, his taking possession of the business will be treated as the disposition of an installment obligation, accelerating the recognition of any untaxed gain from the transaction.

B
If Slipshod were willing to structure the transaction as a sale of assets instead of a sale of stock for the same purchase price and payment terms, would Sleek prefer a sale of assets or a sale of stock. Why?

Sleek would probably prefer a sale of assets.  Unless she conducted her new business so that it were a mere continuation of S Inc., something that she can easily avoid, structuring the transaction as a sale of assets allows her to avoid any unsecured debts of S Inc., except for environmental liabilities associated with the purchased land.   Moreover, Sleek must allocate the sale price among the assets purchased.  If she allocates a sum for the equipment and the building that exceeds S Inc.’s adjusted basis in these assets, and if the allocation has economic substance to it, she will increase the assets’ adjusted basis in her hands and can obtain current deductions against income in the form of depreciation.  She can also amortize any sum allocated to good will and deduct the amortization annually.  She does not have these options if the sale is structured as a sale of Slipshod’s stock in S Inc.  Thus, Sleek would probably prefer to structure the transaction as a sale of assets if the purchase price and terms of payment are not affected by her choice.

PART B

3
Slick is President and sole stockholder of an S corporation named S Inc.  S Inc.’s sole asset is a $50,000 bank account.  It leases its offices and equipment.  S Inc. carries a $1,000,000 employee liability policy to cover employee negligence.

Slick personally repairs a widget for a customer in order to meet a contract deadline.  Slick’s did not take due care in repairing the widget (i.e. Slick was negligent) and the widget fails, causing S Inc.’s customer to incur 3,000,000 in damages.  Slick has the following personal assets:

Bank accounts and certificates of deposit:

$   250,000



Equity in home:




$   100,000



ERISA pension fund




$1,000,000



Brokerage account




$   300,000

Upon learning of the damages, Slick uses the corporate bank account to pay the corporate debts and liquidates the corporation.  He sells his home, pays off his mortgage and purchases a new home for $100,000 cash.  The state exemption statute exempts $100,000 in home equity from execution.  He closes his brokerage account, receiving a cashier’s check that he uses to open a bank account in the country of Agricola.  He uses the cashier’s check, in combination with his remaining funds, to buy a farm in that country.  Agricultural land in Agricola is exempt from seizure for unpaid debt.  Slick used the funds in his personal bank account, the certificates of deposit and the proceeds from liquidating S Inc. to pay the closing costs on his real estate transactions and the capital gains taxes generated by the sale of his stocks in the brokerage accounts and his liquidation of S. Inc.

When Slick files his personal income tax return, he reports the profits earned by his Agricola farm but lists the profits as consulting income and does not file Schedule D (the farm income schedule).  He also does not answer the question regarding whether he owns or has any interest in a foreign bank account.

A
Assumes the customer successfully sues Slick and obtains a judgment for $3,000,000.  Has Slick successfully insulated his assets from his customer?  Why or why not?

All of Slick’s assets are offshore in a Cook Island trust.  He acquired his interest in the trust by disposing of the assets that he owned at the time that he committed the tort.  A court or jury could find that Slick’s flurry of activity, after committing the tort , which resulted in the removal of all of his assets from the United States, constituted a series of  transactions made with the intent to defraud his unpaid creditors, of which the tort victim is one.  If a court or jury so determines, then the assets in the Cook Island trust are subject to seizure to satisfy the $3,000,000 judgment.

The Cook Islands, however, do not recognize U.S. law on fraudulent transfers.  Thus, they will not enforce an order of the U.S. Court to seize the assets in the trust.  The assets are successfully insulated from the court judgment unless Slick returns them to the United States.

B
Are there actions that the customer can take to collect his damages that are likely to be successful?  Explain your answer.

The customer must ascertain what Slick did to his assets in order to collect the judgment.  He should issue subpoena duces tecums directed to Slick and Slick’s bank to be used in conjunction with depositions of Slick and various third party witnesses to trace the disappearance of Slick’s assets.  After discovering the existence of the Cook Island trust, he should seek a court order directing Slick to recover the assets from the trust and return them to the U.S. where they will be seized to satisfy the judgment.  If Slick does not comply, or claims that he cannot comply with the Court’s order, the customer should ask the court to find Slick in civil contempt and request that Slick be jailed until he complies or convinces the Court that he will not comply.  Slick will have the burden of persuading the court of his inability to comply with the Court’s order.  Given the nature of Slick’s transactions and the nature of foreign trusts in the Cook Islands, there is a good probability that Slick will fail in his burden of persuasion although this is not 100% certain.

C
What tax crimes, if any, has Slick committed?  Explain your answer.

Slick has committed two tax crimes.  First, he committed the crime of filing a false income tax return because he willfully reported the income earned on his trust assets as consulting income when it was not such income.  Willfulness is the intentional violation of a known legal duty.  Slick’s knowledge of his legal duty, and his intentional violation of the duty, can be inferred from his failure to answer the question on his income tax forms asking whether he had a beneficial interest in a foreign trust coupled with the intentional  mischaracterization of his income.  The fact that he reported earning income and accurately computed the tax is not a defense.  Falsely reporting the source of his income was a criminal act even though he accurately reported the amount of income.

Second, Slick has criminal liability for failing to file a trust income tax return and report the income earned by the Cook Island trust.  While technically, the trustee committed the criminal act of failing to file, Slick has liability under the aiding and abetting statute for his act of convincing the trustee not to file the return.  The fact that the trust does not have to pay tax if it distributes all of its income to its beneficiaries is no defense.  It has a duty to file a return regardless of whether  a tax is due and owing if it has more than $600 of gross income..  Slick willfully caused the trustee to refrain from filing a return when he was required to do so and the aiding and abetting statute makes Slick liable for the criminal penalties.

4
Slick asks his accountant whether he can deduct a European business meeting as a business expense if he remained in Europe when he completed his business and took  a European vacation.  The accountant tells him that he can deduct the business part of the trip but not the personal part.  Slick allocates the expenses between business and personal expenses.   Slick keeps no records to support his deduction for the trip.  Slick prepares and files his income tax return and claims a deduction for the business part of his European trip.  The IRS timely audits his tax return and denies the deduction.  The Tax Court rules that the IRS was correct.

A
Assume the IRS imposed the negligence penalty on Slick when it denied Slick his deduction.  Can it sustain the negligence penalty?  Explain your answer.

The IRS can sustain the negligence penalty.  Slick has the burden of proving that he is entitled to a deduction and the rules and regulations require Slick to maintain books and records to substantiate any deduction that he claims.  Slick failed to meet his burden of proof because he did not keep books and records.  Slick’s failure to keep records to substantiate the deduction is an intentional violation of the rules and regulations.  Therefore, the negligence penalty can be sustained.

B
Assume the IRS also imposed a return preparer penalty on Slick’s accountant for negligently disregarding the rules and regulations and causing his client to file a return claiming a non-deductible business expense.  Can it sustain the return preparer penalty?  Explain your answer

The return preparer penalty cannot be sustained because the accountant is not a return preparer within the meaning of the statute and he did not negligently disregard the rules and regulations.  The absence of either fact will cause the IRS to fail in its attempt to have the penalty sustained.

In order to be a return preparer the accountant must (1) prepare a return and (2) do so for a fee.  Both facts must be present. Preparing a return means exercising judgment about the amounts that go into the various blanks on the return.  Slick did this.  The accountant did not.  Therefore, the accountant did not prepare the return.

Additionally, the accountant did not charge Slick a fee determining the amounts that would be entered on the return.  Therefore, he is not a return preparer as the statute defines the term.

Finally, the accountant advised Slick to allocate the costs of the trip between business and personal expenses and to deduct only the personal expenses.  Slick did so.  Slick had the deduction denied for failure to keep records, not because the accountant’s advice was incorrect.  Slick’s accountant gave no advice  one way or another on this subject (although perhaps he should have done so for good client relations) and thus Slick did not rely on negligently given advice.  Therefore, the accountant did not negligently disregard the rules and regulations.

