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"In Silicon Valley, people are expensive.
Fast-Tax keeps us lean
and mean."
Jim Engle
Corporate Treasurer, Octel

Telecom powerhouse to bring tax compliance and planning Tax Management System
Octel uses InSource® in-house with Fast-Tax software, back (TMS) as a golden oppor- MICROSOFT®

in 1991. tunity to tap into their WINDOWS

software to get more
COMPATIBLE

"We're a technology company," he international expertise.
InSource is

done without adding explains. "We're comfortable with it, and "Using Fast-Tax means Windows™
we know how to make it pay for our we have more time to do for unsurpassed

more people. customers. Fast-Tax does too." the things tax depart- ease-of-use.

Octel's commitment to squeezing ments are supposed to do, like planning
"A typical company our size would benefits from new technology can be seen and review," says Engle. "We're confident

have seven professionals in the tax depart- in its adoption of each new generation of that every return we do is the best it can

ment," says Jim Engle of Octel. "We have Fast-Tax software. From DOS-based be for Octel and that's a great feeling."
four and it's because of Fast-Tax." System 5® to InSource® running under It's a feeling that's shared by many a

To Engle, this bottom-line benefit Windows® 95. Fast-Tax client. Shouldn't you be one?
comes as no surprise. In fact, one of And the company views Fast-Tax's
his first moves as corporate treasurer was recent acquisition of Price Waterhouse's 1-800 FAST-TAX, ext 7332

CLRFAST.TAX 2395 Midway Road Carrollton, Texas 75006 214-250-7332.
COMPUTER LANGUAGE RESEARCH Copyright Computer Language Research, Inc. ©1996. All names and trademarks are the property of their respective owners. INSOURCE™
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PRESIDENT'S CORNER

This year's Midyear Conference was bittersweet for me. The confer- EDITORIAL REVIEW BOARD

ence itself was excellent. Our technical sessions featured one outstand-
PHILIP G. COHEN, Chair

ing speaker after another, and I was honored to introduce a fine cadre of Unilever United States, Inc.

government leaders and to present the Institute's Distinguished Service Chair, Communications Committee

Award to Lloyd Bentsen, who served the country SO well as Secretary of
BRIAN E. ANDREOLI

the Treasury and Chairman of the Senate Finance Committee. Senator Boehringer Ingelheim
Bentsen's eloquent remarks at the Tuesday banquet reminded us all of Pharmaceuticals, Inc.

the tax community's debt to him and reinforced the importance of being Chair, Commonwealth of
Puerto Rico & U.S.

active in organizations like TEI: The system cannot be improved unless Possessions Committee

men and women of common purpose come together and act in concert.
ROBERT L. ASHBY

The conference was also a lot of fun. Lee and I had a chance to renew old acquaintances Northern Telecom, Inc.
Chair, IRS Administrative

and to make new friends at the reception on Sunday and the Tuesday night banquet. I say Affairs Committee

this, moreover, even though the reaction to Mike Murphy's and my singing-and-dancing
efforts with The Capitol Steps will cause me to keep my day job. Seriously, the musical CHRISTOPHER W. BALDWIN

Gannett Co., Inc.
comedy troupe picked up everybody's spirits and demonstrated once again that they are Chair, State & Local Tax Committee

indeed funnier than Congress.
DAVID L. KLAUSMAN

Given these positive comments on the Midyear Conference, why was the conference Westinghouse Electric Corp.

bittersweet? Because it was the beginning of the end of my term. At Wednesday's farewell Chair, Federal Tax Committee

luncheon, I had the pleasure of introducing Jim Murray, TEI's 1996-1997 President-elect, JOSEPH S. TANN, JR.

and the Institute's other incoming officers. I also had the honor, for the last time, of Ameritech Corporation
Chair, International Tax Committee

addressing a TEI conference as President. I shall save my good-byes for the next issue's

column, but did not want this occasion to pass without saying how much I enjoy being your PIERRE M. BOCTI

President and how much, I am sure, I will miss it when my term ends. Hewlett-Packard (Canada) Ltd.
Chair, Canadian Commodity

Between now and then, I pledge my continuing efforts to serve the Institute. The Tax Committee

contents of this issue demonstrate TEI's depth and strength. TEI's Federal Tax Committee RAYMOND F. DOUGLAS
has responded so quickly and comprehensively to the Treasury and IRS's request for com- Dean Witter, Discover & Co.

ments on the aftermath of the INDOPCO decision. I also commend the efforts of the State Chair, Corporate Tax Management
Committee

and Local Tax Committee to defeat bounty hunter legislation in Virginia and to participate
meaningfully in the Federation of Tax Administrators' electronic data interchange project. GARETH E. GLASER

Alcon Laboratories, Inc.
Our International, Canadian, and IRS Administrative Affairs Committees have also been Chair, Alternative Tax Systems
busy. Whether the subject is the newest "regulatory reform" bill, the Treasury's "check-the- Committee

box" initiative for entity classification purposes, or Canada's trend toward retroactive
J. ANDREW GLENNIE

legislation, TEI has ably served the membership. And our activities promise to pick up Shell Canada, Ltd.

steam in the coming weeks, when we file comments on the IRS's research tax credit audit Chair, Canadian Income
Tax Committee

plans, digital imaging, and global interest netting, as well as a plethora of other subjects.
BILL ZORNESI would be remiss if I did not note two changes in our leadership team. Phil Bergquist, Western Auto Supply Company

who has served as chair of the International Tax Committee, has accepted a position with Chair, Tax Information

a public accounting firm, and consequently tendered his resignation. We are fortunate that Systems Committee

Joe Tann of the Chicago Chapter has agreed to assume the helm. We are also fortunate that
Dave Klausman of the Pittsburgh Chapter has agreed to become chair of the Federal Tax

Committee. Dave steps in for Bruce Barnett of the Minnesota Chapter, who resigned his TEI JACK R. SKINNER
International President

post after assuming additional duties at his company. Phil and Bruce have done tremendous Tax Executives Institute, Inc.

jobs of leading their committees, and I thank them. Vice President-Taxes
Halliburton Company

Last but not least, please be on the look out for two mailings: your dues statement and
MICHAEL J. MURPHY

a survey concerning TEI's educational activities. The dues statement itself will be self- Executive Director

explanatory, but I encourage you to double check your roster listing. I also encourage you to Tax Executives Institute, Inc.

pay your dues quickly, to eliminate the need for follow-up mailings and hence to minimize TIMOTHYJ. McCORMALLY
the overall costs to the membership. Editor

General Counsel and

The questionnaire was, prepared by the Institute's Continuing Education Task Force, Director ofTax Affairs
Tax Executives Institute, Inc.and is designed to elicit information about the educational wants and wishes of TEI mem-

bers. How is TEI doing in delivering good quality programs to the membership? What is MARY L. FAHEY

Contributing Editor
optimal length of TEI conferences and seminars? Who are the Institute's competitors- our Assistant Tax Counsel

local chapters, other membership organizations, or various for-profit groups - and how can Tax Executives Institute, Inc.

TEI best meet the competition? Please help TEI remain competitive by completing the JEFFERY P. RASMUSSEN

survey. Contributing Editor
Assistant Tax Counsel

Jack R.Skinsier Tax Executives Institute, Inc.

KURT C. LARRICK
Production Coordinator
Tax Executives Institute, Inc.
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WHY DO 40% OF THE

FORTUNE 1000
USE MINTAX ?

MINTAX, America's leading Enterprise Zone

Consultant, has successfully implemented a

contingency based State and Enterprise Zone

service for the past ten years.
This service is geared toward securing substantial

state tax incentives.

Your company may be eligible for lucrative state

tax credits and incentives.

Your company may qualifyfor:
Complete sales tax exemptions.
Income and Franchise Tax Credits.

Investment tax credits.

Employment tax credits of as much
as $19,000 per job.
Credits typically range between $25,000 to $500,000+
per location, and many are refundable.

Utility incentives.

MINTAX maintains the nations most comprehensive
database ofgeographic incentives.

As a professional courtesy MINTAX offers a free analysis
to TEI members. Just fax to us today a listing of your
company's locations.

FOR MORE INFORMATION OR A FREE ANALYSIS, CALL OR FAX:

RAYMOND R. NEVILLE, EXECUTIVE VICE PRESIDENT
400 PERRINE ROAD OLD BRIDGE, NJ 08857
908-727-0727 FAX: 908-525-3535

Where We Do The Work and You Get The Credit! MINTAX
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CALENDAR OF EVENTS

Listed below are the dates, locations, and registration fees for Tax Executives Institute's and TEI Education Fund's

educational programs through November 1996. Dates, locations, subjects, and fees are subject to change.
Members may register in advance for any program for which the fee has been set, but the check or credit card
form must be accompanied by a registration form. If you are interested in registering for any of these programs,
please call 202/638-5601.

1996

April 18-19 IRS Audits and Appeals Seminar $545
(Stouffer Renaissance Harborplace Hotel - Baltimore, Maryland)

28-May 3 Federal Tax Course - Level I* $1,400
(Michigan State University, East Lansing, Michigan)

June 6-7 Corporate Tax Management Seminar $545
(Renaissance Los Angeles - Los Angeles, California)

16-18 Leadership Seminar (New officers and Chapter Presidents)
(Quebec City, Quebec)

16-21 Federal Tax Course - Level II* $1,400
(Michigan State University, East Lansing, Michigan)

July 14-19 State and Local Tax Course* $1,400
(Houstonian Conference Center, Houston, Texas)

August 11-13 Annual Meeting of Members and Board of Directors Meeting
(Jackson Hole, Wyoming)

18-23 International Tax Course - Level II* $1,400
(UCLA - Los Angeles, California)

October 19-23 51st Annual Conference Member: $675
(Sheraton Chicago Hotel, Chicago, Illinois) Associate Member: $300

Business Guest: $595

Spouse: $125

November 17-22 International Tax Course - Level I* $1,400
(Arthur Andersen Center for Professional Education, St. Charles, Illinois)

CPE/CLE Accreditation: Boards of Accountancy. TEI is registered with the National Association of State Boards ofAccountancy (Sponsor No.
91-00116- 97, Exp. 12/31/96).TE is also registered with the following Boards of Accountancy: Illinois (#158-000651); Indiana (#CE92000119,
Exp. 12/96); New Jersey (#160, Exp. 6/30/97); New York (E93-253, 9/1/93-8/31/96); Ohio (P0087); Pennsylvania (PX613L); and Texas (#3512).
Continuing Legal Education. The Institute is registered in the following states as a sponsor ofcontinuing legal education programs: California
(Approved Provider status from September 1, 1995, to August 31, 1996); Iowa; Kentucky (1996 46th Midyear Conference 24.5 credit hours
[Ethics credits are included], 1995 50th Annual Conference - 25 credit hours [Program Number 36198]); Minnesota (1996 46th Midyear
Conference — 20.5 credit hours, 1995 50th Annual Conference — 19.50 credit hours); Ohio (1996 46th Midyear Conference — 26.25 credit hours,
1995 50th Annual Conference - 27.25 credit hours), 1996 International Tax Seminar: Section 482 Compliance - 11.5 credit hours); Oklahoma
(1996 46th Midyear Conference - 31.5 credit hours, 1995 50th Annual Conference - 25.0 credit hours); Pennsylvania (1995 50th Annual
Conference - 20.5 substantive); Wisconsin (1996 46th Midyear Conference - 26.0 hours; 1995 50th Annual Conference - 31.50 hours). The
Institute is also an accredited sponsor of educational programs for enrolled agents.
Note. Several states, such as Wisconsin and Georgia, require the individual to submit conference materials directly to the CLE board. TEI
provides a continuing professional education form for each registrant at its conferences, courses, and seminars, which should be completed at the
end conclusion of the program and returned to the TEI Registration Desk for verification and signature. A copy of the form is retained and filed
at TEI headquarters.
*Sponsored by TEI Education Fund.

Tax Executives Institute and TEI Education Fund accord to participants ofany race, color, creed, sex, or national ethnic origin all the rights,
privileges, programs, and activities generally accorded or made available to participants at their programs, courses, and other activities.
Please note: TEI and TEI Education Fund programs are presented for the benefit of TEI members and others who work in corporate tax
departments; private practitioners may not register for the programs listed above.
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Corporate Tax

Department

Solid Investments Produce
Solid Returns - In Your Tax Department

CORPTaxTM for Windows™ and Windows 95 TM

Integrated Tax Information Systemfor Compliance &Planning
Over twenty years ago Financial Decision Systems, Inc., committed to a long-term investment to

your corporate tax department. An additional investment was made to continue utilization of

state-of-the-art technology, and supportofthis technology and development.
The return on investment has produced solid high quality software products specifically

designed for the demands of tax and financial departments like yours. Over the years of

technology changes from Mainframes to Desktops to Networks and now Client/Server, FDSI

has made sure the transitions are not only easy but more importantly - reliable.

Today, with companies like Price Waterhouse LLP that leave the business and hand over

their clients, you don't want to question the smoothness of your next transition. Join the
hundreds of satisfied CORPTax clients with your change to 32-bit operating systems and

Client/Server operations.

You have the confidence of FDSI's years of experience in developing and supporting
corporate tax software and tax departments. When it comes to making a solid investment in

your tax department -

Call 1-800-966-1639, ext. 135

for more information.

F CORPTax™ 30343 Canwood Street
S

FINANCIAL DECISION SYSTEMS, INC. Agoura Hills, CA 91301

CORPTax is a registered trademark of Financial Decision Systems, Inc.
Windows and Windows 95 are registered trademarks of Microsoft Corporation.

MARCH-APRIL 1996 73



RECENT ACTIVITIES

TEI Recommends Issuance of General Entity
Guidance on Capitalization Issues Classification

TEI Urges
Treasury to Permit

Tax Executives Institute has urged the matters loosely referred to as "INDOPCO
Treasury Department and Internal Revenue issues," the comments discuss the general Companies to

Service to promulgate general guidance on principles of tax law that are helpful in re-
"Check the Box"

the important issue of whether certain ex- solving the deductibility/capitalization is-
penditures may be currently deducted ("ex- sue. The comments next focus on two princi- Tax Executives Insti-

pensed") by taxpayers or, rather, must be pal areas where TEI believes guidance tute has filed supplemen-
capitalized. The corporate tax group's rec- would be most useful: expenditures for self- tal comments with the

ommendation was set forth in a detailed created intangibles and post-acquisition op- Treasury Department on

position paper filed on March 20 in response erating expenses. Notice 95-14, which asks
to IRS Notice 96-7. That notice requested whether a simplified
assistance in identifying approaches the For self-created intangibles, the com- method of classifying un-

government should consider to address the ments address expenditures for training and incorporated business or-

expense-versus-capitalization issue, partic- other costs related to adoption of just-in- ganizations should be

ularly in light of the 1992 decision in IN- time manufacturing and total quality man- adopted (commonly re-

DOPCO U. United States, which held that agement programs, business expansion ferred to as the "check-

certain expenses related to an acquisition costs (including customer service contract the-box" procedure). The

must be capitalized because they produced costs and costs of developing new services), comments, which took the

an enduring long-term benefit. and recurring expenses (including cellular form of a January 23,
telephone commission expenses and prod- 1996, letter from TEI

TEI's submission observes that, "since uct or process certification costs). For post- President Jack R. Skin-

the inception of the income tax, a recurring acquisition operating expenses, the com- ner to Deputy Tax Legis-
source of friction between the government ments address expenditures for severance lative Counsel Michael D.

and taxpayers has been the need to draw payments, system integration costs, con- Thomson, follow up on a

proper distinctions between capital expen- tract termination expenses, and decommis- November 1995 meeting
ditures and deductible ordinary and neces- sioning costs to eliminate redundant assets. between Mr. Thomson

sary business expenses." The Supreme and TEI representatives.
Court decision in INDOPCO, "with its ex- Finally, the Institute addressed the TEI's initial comments on

pansive and amorphous language applied to need for the IRS to instruct its agents to Notice 95-14 are reprint-
a narrowly circumscribed set of facts, has ensure that, where a cost is capitalized, it is ed in the July-August
sparked another cycle of controversy," TEI properly associated with an identifiable as- 1995 issue of THE TAX Ex-

explained. It pointed to revenue rulings con- set to permit its recovery as a deduction in ECUTIVE.

cerning advertising, repairs, environmental a reasonable amount of time. "Creating new

clean-up costs, and other matters upon assets or associating expenditures with ex- TEI's comments ad-

which guidance has been issued since the iting assets with indefinite or excessively dressed three issues re-

INDOPCO decision and urged the IRS to long lives will ensure protracted and con- lating to the internation-

continue issuing similar general guidance. tinuing controversies between taxpayers al aspects of the proce-
and the government," TEI concluded. dure: (i) the feasibility of

"Rather than permit the legacy of IN- using a list of per se cor-

DOPCO to evolve slowly through private let- TEI's comments, which are reprinted in porations; (ii) the desig-
ter rulings, technical advice memoranda, or this issue beginning on page 111, were pre- nation of "default" corpo-

litigation," TEI urged the Treasury and IRS pared under the aegis of its Federal Tax rate status for entities
"to publish general guidance clarifying the Committee, whose chair is Bruce H. Bar- that fail to make an elec-

tests for capitalization or deduction of ex- nett of Cargill, Inc. The following members tion; and (iii) the mechan-

penditures." In addition, in response to the contributed materially to the development ics of making the election.
statement in Notice 96-7 that taxpayers may of TEI's comments: Roger D. Wheeler of
seek private letter rulings to resolve capi- General Motors Corporation, Richard N. The letter was prepared
talization issues, TEI said that "the limita- Kappler, MCI Incorporated, and the 1994- under the aegis of TEI's
tions on the private letter ruling process 1995 chair of TEI's Federal Tax Committee, International Tax Com-

suggest that private rulings are no substi- Michael A. DeLuca of Household Interna- mittee, whose chair is

tute for published guidance." tional, Inc. Also contributing to the develop- Philip J. Bergquist of Ap-
ment of the comments were Joseph Migas of ple Computer Co. The In-

After commenting on the limitations of MCI Incorporated and Margaret Satko and stitute's comments are

the private ruling process and the record- Neil Miller of General Motors Corporation. reprinted on page 123.

keeping and examination burdens placed
upon companies undergoing scrutiny for
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RECENT ACTIVITIES

TEI's Spring Fling

Nearly 800 Tax Executives Discuss Tax Reform,

Regulatory Developments, CEP Initiatives

Spring in Washington, D.C. is should be abolished, Congressman Examination Program (CEP). We

cherry blossoms, the District of Co- Archer referred to the hearings to want your thoughts on how the reor-

lumbia's answer to snow removal, and begin later that day on the function- ganization is working, she remarked.
Tax Executives Institute's 46th Mid- ing of the income tax system. He sug- The Commissioner also discussed sev-

year Conference. This year's confer- gested that the country would benefit eral improvements to the CEP pro-

ence, held on the cusp of the vernal if tax collectors and tax practitioners gram, announcing the signing of a

equinox, attracted nearly 800 TEI were "out producing wealth rather revised delegation order to give the

members and guests. The March 16- than shifting it around." Examination division more authority
20 program featured the presentation to settle cases and addressing the
of the Institute's Distinguished Ser- Assistant Treasury Secretary prospects for three or four year exam-

vice Award to former Treasury Secre- Samuels also commented the prospect ination cycles. Many of the ideas to

tary and Senator Lloyd Bentsen and for tax reform, noting that "as we go improve the currency of audits have
addresses by Senator Orrin Hatch, down that yellow brick road," more come from TEI, she said. She com-

Congressman Bill Archer, Canada's issues will arise. Don't be lured by mended two TEI members - Ralph
Associate Deputy Minister of Reve- the rhetoric, he cautioned, that may J. Weiland and D. Daniel Porras, who

nue Ian Bennett, Assistant Treasury be fool's gold- not a pot of gold- at currently serve on the Commission-

Secretary Leslie Samuels, and IRS the end. He expressed concern about er's Advisory Group - for their work

Commissioner Margaret Richardson. the effect of "radical" reform propos- to improve the CEP program.
In addition, an outstanding array of als such as Congressman Armey's flat
TEI members and private practitio- tax on health insurance coverage and On Tuesday afternoon, Ian Ben-

ners gave technical presentations on pension savings. The losers will be nett, Associate Deputy Minister for
issues ranging from the use of ac- stable businesses with a low ratio of Revenue Canada Customs, Excise &

counting methods, to dividend plan- current investment to existing assets, Taxation, commented on Canada's

ning to the development of a tax de- he predicted. federal budget and the establishment

partment's best practices, from the of the Canada Revenue Commission.

use of the Internet to digital imaging In his remarks, Senator Hatch Billy Hamilton, President of the Fed-

developments, from hot state and lo- also addressed several issues involv- eration of Tax Administrators and
cal topics to well, you get the idea. ing the current Code including the Deputy Comptroller of Texas, closed

likelihood of an extension of the ex- the four-day program on Wednesday
The congressional speakers fo- pired tax provisions. If the provisions afternoon with a discussion of cur-

cused on the prospects for fundamen- are not made permanent, he said, rent developments in Texas and the

tal tax reform. In his keynote address they should be dropped. He lamented FTA's priorities.
on Tuesday morning, Senate Finance that very little concern has been ex-

Committee member Orrin Hatch ob- pressed about the expiration of sec- Other government speakers in-

served that there will be "winners and tion 127 and expressed pessimism cluded Barry LaCombe, Revenue Can-
losers" in any reform legislation. He over the prospect of a retroactive ex- ada's Assistant Deputy Minister, on

added that taxpayers are searching tension of the deduction for educa- audit initiatives for large corporate
for the "tax nirvana" that they be- tional assistance. The research tax taxpayers; Lindy L. Paull, Majority
lieve is out there - if only Congress credit may also be a casualty of the Staff Director and Chief Counsel of
could get its act together. Noting that failure to reach a budget agreement, the Senate Committee on Finance, on

some good ideas are "on the table," he stated. Finally, calling the failure legislative developments; Michael
Senator Hatch urged TEI's members to repeal section 956A "really tragic," Danilack, IRS Associate Chief Coun-

to get involved in the debate. We have the Senator said that the provision sel (International), Thomas J. Smith,
not heard anything about the effect works as an incentive to invest IRS Deputy Assistant Commissioner

of tax reform on industries, he said. abroad. (International), and Jacqueline J.

Wong, Senior Advisor with the Trea-

The next morning, the Chairman IRS Commissioner Richardson's sury Department, on developments in
of the House Ways and Means Com- comments on Monday afternoon fo- the international tax area; Samy Wat-

mittee, Bill Archer, defended his call cused on the need to improve the cur- son, General Director of the Tax Pol-

to "pull the income tax out by its rent tax system for taxpayers. She icy Branch of the Canadian Depart-
roots" as "not SO radical" an idea. stated that the IRS's recent restruc- ment of Finance, on VAT develop-
Noting that 68 percent of the Ameri- turing can have only a positive im-

can people believe the income tax pact on taxpayers in the Coordinated (continued on next page)
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RECENT ACTIVITIES

Bounty Hunters and Fool's Gold
TEI's Spring Fling:

TEI Opposes State Contract Audits
(continued from previous page)

As the Virginia legislature raced is paid on a contingency basis,
ments; Jacob Feldman, Attorney Ad- toward adjournment of its 1996 ses- deprive taxpayers of due pro-
visor with the IRS's Office of Chief sion, Tax Executives Institute filed cess and subject them to abuse.
Counsel (International), on section comments opposing proposed legisla- No longer would a taxpayer's li-
936 developments; and Dennis Mc- tion to permit localities to hire ac- ability be determined by a pub-
Carthy, an IRS CEP Branch Chief, on counting firms to conduct audits of lic employee, but by a 'bounty
taxpayer involvement in the audit local taxes. The Institute's January hunter' whose compensation is
planning process. Former Delaware 31 comments argued that the propos- directly linked to the amount
Governor Pete du Pont, a member of al, which would authorize the hiring he or she can extract from the
the National Commission on Econom- of contract auditors on a contingency taxpayer. Contract auditors
ic Growth and Tax Reform, spoke on fee basis, would seriously undermine would gain access to the most
the recommendations of the Kemp the integrity of, and public confidence important personal, financial,
Commission. in, local tax administration. market, and customer data that

businesses and other taxpayers
A lighter moment during the con- TEI explained that the determi- possess. Since contract auditors

ference was the performance by the nation of tax liability is a core gov- at best would be providing their
Capitol Steps at the Tuesday night ernmental function - similar to the services to a locality on a part-
banquet. provision of police protection - that time basis, they would be in a

the legislature should be loath to out- perpetual conflict of interest
Photo highlights of the confer- source. The Institute continued that vis-á-vis their private clients."

ence will be included in the next is- although the privatization of the gov-
sue of THE TAX EXECUTIVE. ernment's audit function might be The legislature adjourned for the

appealing at first blush, the propos- year without taking formal action on

al's allure resembles "fool's gold": the legislation.

"Contract audits violate public TEI's comments are reprinted on

policy. They threaten taxpayer page 127.
privacy and, where the auditor

If The IRS Asks Questions About Transfer Pricing
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To comply with IRS Section 482 and minimize your worldwide taxes; what
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Timely
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Canadian Liaison Follow-Up: Eschewing Retroactive Legislation
Tax Executives Institute has taxing jurisdiction to non-residents of 62(3)(f) to exclude amounts paid

submitted comments to the Ca- Canada. on account of GST from the defi-
nadian Minister of Finance, Paul nition of moving expenses, and
Martin lamenting certain trends In the letter, TEI noted that tech- the proposed amendments to
affecting the development of Ca- nical amendment bills have tradition- subsections 13(4), 13(4.1), 14(6),
nadian tax policy and legislation. ally been used to implement limited 14(7), 44(1), and 44(5) adding an

and narrow changes in order to cor- intention test to the replacement
The comments, which took rect anomalies, clarify the meaning property rules. Finally, TEI com-

the form of a February 16, 1996, or intent of statutory provisions, and mented on the use of the April
letter from Institute President provide legislative support for assess- 26, 1995, technical amendment
Jack R. Skinner, followed up on ing practices that are fair and benefi- bill to expand the definition of
matters issues discussed at TEI's cial. TEI expressed concern that sig- "taxable Canadian property."
liaison meeting on December 5, nificant policy changes are being in-
1995, with representatives from cluded in technical amendment bills, The Institute's comments
the Department of Finance. At thereby eluding the public scrutiny were prepared under the aegis of
the meeting, TEI expressed con- and debate that such policy changes its Canadian Income Tax Com-
cern about (i) the increasing ten- might deserve. mittee, whose chair is J. A.
dency to introduce major policy (Drew) Glennie of Shell Canada
changes in the guise of technical The comments address three spe- Limited. The Institute's com-

amendments bills, (ii) the intro- cific instances where the retroactive ments are reprinted on page 125.
duction of legislative amend- change seems particularly unwar- The response from the Depart-
ments retrospectively changing ranted, the proposed amendments ment of Finance appears imme-
the tax treatment of completed regarding the treatment of induce- diately below.
transactions, and (iii) the use of ment payments as refunds, the pro-
hypertechnical changes to extend posed amendment to paragraph

Retroactive Legislation Deemed Sometimes Necessary

Canadian Department of Finance Responds
to TEI's Effective Date Concerns

On March 13, 1996, the Canadian Department ofFinance responded to Tax Executives Institute's letter dated February
26 concerning the effective date of tax legislation. (TEI's letter is reprinted elsewhere in this issue.) The text of the letter,
which was addressed to TEI President Jack Skinner and signed by Paul Martin, the Minister of Finance, follows:

Thank you for your letter of Feb- mate pieces of legislation and should dice the treasury, but would also in-

ruary 16, 1996, further to the meet- be reviewed by all practitioners; there crease the fiscal demands on the pop-
ing between members of the Tax Ex- is no attempt to hide proposed chang- ulace as a whole. Further, most in-
ecutives Institute, Inc. and my offi- es. Indeed, the period between the stances of retroactivity in legislation
cials on December 5, 1995. In your announcement of changes and their introduced through technical bills re-
letter you raise concerns with the introduction in Parliament as a Bill sult from requests for accommodation
policy content of so called "technical is intended as an opportunity for com- from the tax community with regard
bills" and the effective date for new mentary on the new proposals. to the structure of specific transac-
tax legislation. tions which have already occurred.

With respect to your suggestion Such accommodation would not be
With regard to the policy ramifi- that the government delay the effec- possible if all legislation were stated

cations of "technical bills," it can be tive date of tax legislation until the to come into force only on Royal As-
difficult to distinguish between a date of Royal Assent, I am sure you sent.
technical change and a policy change. will understand that such a practice
Any change to the Income Tax Act, would give tax advantages to sophis- Other instances of retroactivity
even a very technical one, is likely to ticated taxpayers, who would be able occur to correct anomalies or incon-
affect some taxpayers. Unfortunate- to respond to announced changes be- sistencies, or in response to an unex-

ly, the complexity of tax law requires fore they became effective, while or- pected outcome in a court case. The
that amendments be facilitated more dinary taxpayers would be likely to usual policy of this Department is for
frequently than just once a year in be unable to plan in advance for tax
the budget. Technical bills are legiti- changes. This would not only preju- (continued on next page)
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(continued from previous page) at a cost to all other taxpayers who the acquisition of a new one over in-
have been called upon to pay increas- dividuals who rent before a move and

changes to the tax laws to be prospec- ing levels of taxes over the last few either buy or rent after their move. It
tive in application. Decisions to in- years of very serious fiscal restraint, would be difficult to justify enriching
clude an element of retroactivity in or correcting the situation for open this bias by further allowing GST on

the application of legislation are not taxation years, I chose the latter. a new house (an amount that may be

made lightly. For example, the quite significant on expensive hous-
amendments to paragraph 12(1)(x) of You also mention the amendment es) to be a deductible moving expense
the Income Tax Act to which you refer to paragraph 62(3)(f) of the Act to in such situations.

provide, in general, that a refund of specifically exclude GST on a new

an amount that was previously de- home as a qualifying moving expense. As well, one must keep in mind
ducted must be included in comput- As you know, subsection 62(3) of the that GST on house transfers, as on

ing income unless it is applied to re- Income Tax Act provides for a very other transactions, was intended to

duce the related expenditure for tax limited number of expenses involved replace the hidden manufacturer's

purposes. This amendment, which in the acquisition of a new house to sales tax inherent in such transac-

reinstates the practice that was gen- qualify as moving expenses. When the tions. As there was no income tax re-

erally accepted by both Revenue Can- provisions of paragraph 62(3)(f) were lief provided for the manufacturer's
ada and tax practitioners before be- initially proposed in the 1976 Bud- sales tax, there is little rationale to

ing called into question as a result of get, it was envisioned that no expense extend tax assistance to its substi-
the Johnson & Johnson case to which associated with acquiring a new tute.

you also refer, is effective in respect house would qualify. However, the
of amounts received after 1990. In position was modified to allow cer- It is my understanding that the
this regard, it is difficult to accept tain expenses associated with the ac- Department of National Revenue,
the proposition that a refund of a pre- quisition of a new house to be eligible based on the current provisions of

viously deducted amount should have as moving expenses. In its current paragraph 62(3)(f), has taken the po-
no tax result. Faced with the choice state, this position may be seen to sition that the reimbursement of GST

of delivering an unexpected windfall favour individuals whose move in- payable on the cost of relocating an

benefit to a small group of taxpayers, volves the sale of an old house and employee's new home would be a tax-

able benefit to the employee and not

SCOTIA PLAZA a deductible moving expense. In line
40 KING STREET WEST with this position, and with the un-
TORONTO, ONTARIO M5H 3Y4
TEL: (416) 367-6000 FAX: (416) 367-6749 derlying rationale that I have ex-

E-MAIL: info@borden.com plained, I would find it difficult to

Borden&Elliot support a suggestion that the effec-
tive date of the proposed amendment

MARKAGENTS to clarify this matter be changed.

With respect to the replacement

Our tax lawyers are different. property rules, the amendments sim-

ply clarify that the replacement prop-

erty must have been acquired to re-

Unlike most otherfirms, our tax lawyers bandle place the former property. This clari-

a casefrom beginning to end, including litigation fication is consistent with the previ-

proceedings, ifnecessary. There is no transfer ously existing law and Revenue Can-

ofcases between lawyers.
ada's Interpretation Bulletin, neither
of which have been judicially chal-

Our tax lawyers have appeared at all court lenged.

levels and have the experience to provide the While you may not agree with the
quality ofrepresentation thatyou deserve. policy underlying these specific legis-
Put our resources to work onyour next tax case.

lative amendments, I cannot agree
that the implementation of these

Contact: Terrance Sweeney amendments is inappropriate, al-

Tel: (416) 367-6039 though I do understand that others

Fax: (416) 361-7315 may weigh the difficult balancing of
E-Mail: tsweeney@borden.com interests that these issues entail in a

different manner.

OF

Borden.DuMoulin.Hovward.Gervais
Thank you for bringing your con-

TORONTO VANCOUVER CALGARY MONTREAL LONDON ENGLAND cerns to my attention.
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Reg-Flex Redux

Application of Regulatory Reform Proposals to Tax Rules

Tax Executives Institute recent- connection with certain regulatory TEI predicted that ifIRS is forced

ly renewed its opposition to the appli- reform measures championed by pro- to review every interpretative regu-
cation of self-described regulatory re- ponents of the "Contract with Ameri- lation for its effect on small business-
form legislation to tax rules and reg- ca." (The Institute's prior submissions es, the backlog of regulatory projects
ulations. In comments filed with the were reprinted in the July-August will undoubtedly grow. "Rather than
Senate's Small Business Committee 1995 and September-October 1995 is- relieving taxpayer burden," the Insti-

on March 5, the Institute urged that sues of THE TAX EXECUTIVE.) Specifi- tute concluded, "subjecting tax rules
the Internal Revenue Service be ex- cally, TEI said that subjecting IRS to the Regulatory Flexibility Act may

empted from the provisions of S. 942, regulations to the Regulatory Flexi- actually exacerbate it."
the Small Business Regulatory En- bility Act could delay the issuance of

forcement Fairness Act. An amend- important guidance. The Institute Notwithstanding the Institute's
ment before the committee would re- explained: comments, the Senate unanimously
quire agencies - such as the Inter- passed a bill that would apply the
nal Revenue Service — that publish a Tax obligations arise not un- enhanced regulatory flexibility stan-

"notice of interpretive rulemaking of der IRS regulations but un- dards to all federal regulations, in-

general applicability" to comply with der specific statutes that are cluding those issued by the Internal

the Regulatory Flexibility Act by pre- enacted by Congress. Tax- Revenue Service.

paring an analysis that the final rule payers are dependent upon
minimizes significant economic effect regulations and other guid- TEI's comments were prepared
on "small entities" to the maximum ance to fill in the gaps, to under the aegis of its IRS Adminis-

extent possible. The amendment explain the ambiguities, to trative Affairs Committee whose chair
would also permit an adversely af- finish the job often left un- is Robert L. Ashby of Northern Tele-
fected small entity to seek judicial done by the statutory lan- com Inc. The Institute's submission
review of the agency's action. guage. Taxpayers — and tax- is reprinted on page 122.

payer groups - continually
In its comments, TEI reiterated press the IRS and Treasury

the concerns it voiced last summer in for more, not less, guidance.

IMPORTANT INTERNATIONAL PUBLICATIONS

IFA Congress Seminar Series 18d TAX PLANNING AND CORPORATE

ENVIRONMENTALTAXES AND CHARGES RESPONSIBILITIES OF BOARDMEMBERS
edited by International FiscalAssociation (IFA) edited by Harrie L. van Mens, in association with

This work analyzes the history of eco-taxes already in exis- The Wiggin Group

tence or whose introduction is being planned. Besides a descrip- This publication deals with the most important aspects of
tion of the different taxes and charges in use, and their téchnical the legislation on this subject covering four EU countries: the

design, the book also covers the motives underlying the taxes and Netherlands, Germany, Spain and the United Kingdom. In par-

charges, and important aspects of their consequences for the envi- ticular it handles the question of the liability of members of the

ronment, revenue and internal competition. Board and the various aspects of the taxation of employees.
1995. Paper, ISBN 90-411-0068-7, $109.00 1995. Paper, ISBN 90-411-0114-4, $ 37.00

GLOBAL ESTATE PLANNING A GUIDE TO VAT IN THE EU

Editor-in-Chief: Frans Sonneyeldt The Single Market Changes - 1995 Update
Editor: Hans M. Bom, Johan C.L. Zuiderwijk edited by EUROVAT Network, Coopers & Lybrand

Global Estate Planning is a quick reference work that focuses Updated annually to include the latest developments, this is

upon inheritance, estate and gift taxes in key jurisdictions around your accessible authority on VAT in the EU. In clear, practical
the globe. The country reports emphasize the various national terms, it explains how each EU country has implemented the
and international planning opportunities which are offered by Council Directive 91/680/EC and amending directives.
different jurisdictions. 1995. Paper, ISBN 90-411-0900-5, $65.00
1996. Looseleaf, ISBN 90-411-0754-1. (2 Supplements per Year)
Main Work Price: $ 168.00

KLUWER LAW INTERNATIONAL
675 Massachusetts Avenue Cambridge, MA 02139 (617) 354-0140 FAX: (617) 354-8595
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SALES TAX

Additional Projects on the Horizon RATES BY ZIP CODE

TEI Assists FTA on EDI Project
Since October 1994, members of TEI's representatives on the var-

TEI have been participating in a task ious working groups included Barbara
force sponsored by the Federation of Barton of EDS Inc., Manny Davila
Tax Administrators (FTA) concerning and Barbara Timek of AT&T Corp., FIND
legal and audit issues surrounding Bill Zornes of Western Auto Supply ANY
the use of electronic data interchange Co., Marc V. Beshears of Sprint Corp.
(EDI) by business. The task has been and Jeffery P. Rasmussen of the In- SALES

meeting regularly in working groups stitute's legal staff. TAX RATE
to develop a model recordkeeping and WITH THE
record retention regulation, as well a As the initial project of the Task

summary of the audit approaches that Force nears its completion, the Steer- TOUCH OF A BUTTON OR
the States might employ to ensure ing Committee is studying additional USE OUR DATA FILES TO
that taxpayers' electronic and paper business tax issues that the members INTEGRATE RATES INTO
records support their reported state believe could be addressed through a

tax liabilities. Representatives ofoth- similar cooperative Task Force ap-
YOUR OWN SYSTEM.

er business associations, including proach. Among the issues to be dis-
the Committee on State Taxation and cussed at a May 2, 1996, meeting in NEW!
the Institute of Property Taxation, Washington, D.C., are: WINDOWS® LOOKUP
also participated in the task force.

streamlining of refund pro-
On February 29, 1996, the Insti- cedures and exemption cer-

tute submitted a letter to the FTA tificate requirements for
*ZIPsales Lookup™
DOS/Windows Displays complete

commenting on the draft report of the sales and use taxes; sales/use tax structure for any ZIP
Task Force Steering Committee on code Calculates tax amounts
the Model Recordkeeping Regulation. the implications of evaluated Prints tax rate directories by ZIP, by
The TEI letter commends the FTA for receipts transactions; city, or by county Maintains tax

undertaking the project, saying that rates for your own locations

the "Model Recordkeeping Regulation procurement (or purchasing) Determines taxability of freight &
labor

is superior in its approach to record- card issues; DOS version pops up on top
of any application with a hot-key

keeping requirements, especially for
ZIPsales Data Base™- Detailedthose in electronic format, to that direct pay permits; sales/use tax data in ASCII format

adopted by the IRS in Rev. Proc. 91- for seamless integration into any
59." Moreover, TEI urged the FTA to prepaid calling cards; and system.
forward its Model Recordkeeping Reg- ZIPsales Data Base Jr.ᵀM - A
ulation and report to the IRS Office issues related to electronic single ASCII file with all ZIP codes,
of Chief Counsel SO that the IRS filing of returns and elec- related info, and associated total
might consider it in its revision of tronic payment of taxes. sales/use tax rates.

Rev. Proc. 91-59. "It is in the best Each system is updated monthly and
interests of taxpayers and state tax TEI members with an interest in is available in full or for selected
administrators alike that federal and participating in a golden opportunity states.

state recordkeeping requirements be to influence the development of state
CUSTOMIZED DATA BASES

harmonized," the letter commented, tax policy through the Task Force
concluding that TEI "would prefer to working groups should contact Chris-
see the IRS move closer to the FTA's topher W. Baldwin of Gannett Co., ACCURACYIS AT THE

model regulation." Inc., chair of TEI's State and Local CORE OF OUR BEING
Tax Committee, at (703) 284-6801;
Bill Zornes of Western Auto Supply From $99

In addition, a draft report from Co., chair of TEI's Tax Information
the Audit Issues workgroup has been Systems Committee at (816) 346- DEMOS AVAILABLE
circulated among the participants. 4073; or Jeffery P. Rasmussen of the DPC COMPUTERS INC.
When final, the Audit Issues work- Institute's legal staff at (202) 638-

5601. e 20 Robert Pitt Drive, Suite 212

group report and the Model Record- Monsey, NY 10952-9999

keeping Regulation workgroup re- (914) 426-3790 FAX (914) 426-6275

ports will be combined in a single re-
*30-DAY MONEY-BACK GUARANTEE

port to be published by the FTA.
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TEI Announces 1996-1997 Leadership Team

Tax Executives Institute has announced the election of its 1996-1997 officers, the composition of its Executive

Committee, and the impending appointment of committee chairs for the fiscal year beginning July 1, 1996. The announce-

ment was made by James R. Murray of PacifiCorp, who will begin a one-year term as TEI's International President next

summer. TEI is the professional association of in-house tax practitioners; its 5,000 members work for the leading 2,700
companies in North America; the organization has 48 local chapters, and submits comments on proposed tax legislation
and regulations, sponsors educational programs, and provides its members a forum to meet with government officials,
share ideas, and educate themselves about the latest developments in federal, international, and state and local taxation.

Mr. Murray announced that the following TEI members have been elected to serve as officers of the Institute:

President James R. Murray of PacifiCorp (Portland Chapter)
Senior Vice President Sandy J. Navin of General Mills, Inc. (Minnesota Chapter)
Secretary Paul Cherecwich, Jr. of Thiokol Corporation (Salt Lake City Chapter)
Treasurer Lester D. Ezrati of Hewlett-Packard Company (Santa Clara Valley Chapter)

Region I Vice President J.A. (Drew) Glennie of Shell Canada, Limited (Calgary Chapter)
Region II Vice President Linda A. Klang of Time Warner Inc. (New York Chapter)
Region III Vice President Natu T. Patel of John Wiley & Sons, Inc. (Westchester-Fairfield Chapter)
Region IV Vice President Charles E. Miller of Lenox, Incorporated (Philadelphia Chapter)
Region V Vice President Preston B. Barnett of Cox Enterprises, Inc. (Atlanta Chapter)
Region VI Vice President Donna Lee Walker of PPG Industries, Inc. (Pittsburgh Chapter)
Region VII Vice President David L. Bernard of Kimberly-Clark Corp. (Wisconsin Chapter)
Region VIII Vice President Robert D. Adams of Halliburton Company (Dallas Chapter)
Region IX Vice President Raymond G. Rossi of Intel Corporation (Santa Clara Valley Chapter)

In addition, Mr. Murray reported that the following individuals will be appointed to the Institute's Executive Commit-

tee, which will be responsible for overseeing the day-to-day operations of the Institute and for developing and implement-
ing the Institute policies in respect of technical submissions, continuing education programs, and member services.

Executive Committee James R. Murray of PacifiCorp (Portland Chapter), Chair

Members Sandy J. Navin of General Mills, Inc. (Minnesota Chapter), Vice Chair

Paul Cherecwich, Jr. of Thiokol Corporation (Salt Lake City Chapter)
Lester D. Ezrati of Hewlett-Packard Company (Santa Clara Valley Chapter)
J.A. (Drew) Glennie of Shell Canada Limited (Calgary Chapter)
Susan M. Murray of ENRON Oil and Gas Company (Houston Chapter)
Raymond G. Rossi of Intel Corporation (Santa Clara Valley Chapter)
Donna L. Walker of PPG Industries, Inc. (Pittsburgh Chapter)
Roger M. Wheeler of General Motors Corporation (Detroit Chapter)

Finally, Mr. Murray announced whom he will appoint to chair the Institute's committees during the coming year. In

making the announcement, Mr. Murray said that, to foster communication between TEI's Executive Committee and its

committees, he will continue the practice of designating specific members of the Executive Committee, as well as staff

representatives, to serve as liaisons to the Institute's committee chairs. Under the program, each committee has a direct
link to the Executive Committee and the staff (through its designated liaisons). There follows a list of the Institute's 1996-

1997 committee chairs and liaisons:

Advisory Comm. to the President Linda B. Burke of Aluminum Company of America (Pittsburgh Chapter)
Liaisons: James R. Murray - Michael J. Murphy

Alternative Tax Systems - Gareth E. Glaser of Alcon Laboratories, Inc. (Dallas Chapter)
Liaisons: Susan M. Murray - Mary L. Fahey
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Awards - Robert D. Adams of Halliburton Company (Dallas Chapter)
Liaisons: James R. Murray -- Thomas J. Plutz*

Canadian Commodity Tax - Pierre M. Bocti of Hewlett-Packard (Canada) Ltd. (Toronto Chapter)
Liaisons: J.A. (Drew) Glennie - Jeffery P. Rasmussen

Canadian Income Tax Alan Wheable of Canada Trust (Toronto Chapter)
Liaisons: J.A. (Drew) Glennie Jeffery P. Rasmussen

Communications Vincent Alicandri of Xerox Canada Ltd. (Toronto Chapter)
Liaisons: Paul Cherecwich, Jr. - Timothy J. McCormally

Continuing Education -- Sandy J. Navin of General Mills, Inc. (Minnesota Chapter)
Liaisons: James R. Murray - Deborah K. Gaffney

Corporate Tax Management -- Raymond F. Douglas of Dean Witter, Discover & Company (San Francisco Chapter)
Liaisons: Paul Cherecwich, Jr. - Mary L. Fahey

Federal Tax David L. Klausman of Westinghouse Electric Corp. (Pittsburgh Chapter)
Liaisons: Lester D. Ezrati- Jeffery P. Rasmussen

Internal Affairs Jack R. Skinner of Halliburton Company (Dallas Chapter)
Liaisons: James R. Murray - Michael J. Murphy

International Tax* - Joseph S. Tann, Jr. of Ameritech Corporation (Chicago Chapter)
Liaisons: Donna L. Walker - Mary L. Fahey

IRS Administrative Affairs - Robert L. Ashby of Northern Telecom Inc. (Nashville Chapter)
Liaisons: Roger D. Wheeler - Timothy J. McCormally

Membership - Paul J. Schaffhausen of McDonald's Corporation (Chicago Chapter)
Liaisons: Lester D. Ezrati - Thomas J. Plutz*

Nominating- Jack R. Skinner of Halliburton Company (Dallas Chapter)
Liaisons: James R. Murray - Michael J. Murphy

State and Local Tax Christopher W. Baldwin of Gannett Company Inc. (Baltimore/Washington Chapter)
Liaisons: Raymond G. Rossi Timothy J. McCormally

Tax Information Systems - Bill Zornes of Western Auto Supply Company (Kansas City Chapter)
Liaisons: Paul Cherecwich, Jr. - Jeffery P. Rasmussen

* Deborah C. Giesey has been named interim staff liaison until Mr. Plutz returns from his medical leave of absence.

** In previous years, the Institute has had a separate committee on Puerto Rico and U.S. possession tax matters. For the coming year,
those matters will be the responsibility of a subcommittee of the International Tax Committee.

Region IX 1996 Annual Conference — May 19-22, Incline Village, Nevada

The Region IX 1996 Annual Conference will be held May 19-22 at the Hyatt Regency in Incline

Village, Nevada. The conference will open on Sunday with an all-day session on Negotiation Region IX Conference

Strategy led by David Starr, who is a consultant to numerous Fortune 500 companies. May 19-22, 1996

Incline Village, Nevada

This event will be followed by another two-and-one-half days of continuing education and special (702) 832-1234

events. Monday's schedule includes a panel discussion of INDOPCO issues led by Roy Strowd of For registration fees and
Price Waterhouse's Portland office and an afternoon session on International Tax developments led meeting information contact

by John Peterson of Baker & McKenzie. The IRS Western Region Branch Chiefs will open Tuesday's Jill Tanner at (503) 833-4844.

session, and will be followed by a presentation on Tax reform and Alternative Tax Systems by
Pamela Pecarich, Director of Tax Policy for Coopers & Lybrand L.L.P. The conference will close with a National Overview of Recent
State Income, Franchise, Sales, and Use Tax Developments and Issues led by Bruce Daigh and Alan Floria of Price Waterhouse's Los

Angeles Office.

Don Alexander, former IRS Commissioner and currently a partner in the Washington, D.C., law firm of Akin, Gump, Strauss, Hauer &
Feld, will be Monday's luncheon keynote speaker. Mike Murphy,TEI Executive Director, will review the state of the Institute as Tuesday's
luncheon speaker. Wednesday's luncheon will mark the conclusion of the conference and feature Robert Huber of Price Waterhouse's

Orange County office, who will discuss Tax Departments as Profit Centers.

Evening events include a Murder Mystery Dinner on Monday and a 1950s-1960s theme dinner on Tuesday. A special spouse program will
include a brunch featuring "Tales of an Old Showgirl" and a tour of North Tahoe. Registrations are limited and will be accepted on a

first-come, first-served basis.
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CHAPTER NEWS

Los Angeles Chapter Addresses Streamlining the Audit

Process via Education and Working with IRS Counterparts
Districts of the IRS. The meet-

By Dan Laksfoss
ing was chaired by Paul Th-

The Los Angeles Chapter recent- ompson, Chapter President.

ly implemented some changes with Los Angeles District Director
an eye toward making its meeting Richard Orosco and Laguna
more convenient for members. Be- Niguel District Director Jesse
cause the federal and state tax calen- Cota both made presentations
dars have due dates that predomi- on IRS matters of importance
nantly fall on the 15th of the month, to their districts. They voiced

the chapter's monthly dinner meet- concern over the reduced IRS

ings have been changed from the sec- budget for fiscal 1996, its effect
ond to the third Thursday of the on operations, and the IRS re-

month. The dinner meetings feature organization effort, and
a roundtable discussion by members stressed that the Coordinated
on current tax topics of interest fol- Examination Program would be
lowed by dinner and a presentation least affected by budget restric-

Paul Thompson, Los Angeles Chapter President (left)
by an outside expert on technical tax tions because of its importance and Jesse Cota, Laguna Niguel District Director. Mr.
subjects. The monthly dinner meet- as a revenue source. Bob Wen- Cota attended the chapter's February meeting, where
ings qualify for two hours of continu- zel, Fresno Service Center Di- he discussed the IRS's reduced budget and how it might
ing education credit for CPAs and at- rector, spoke on changes taking affect operations.
torneys. place at the Service Center and

on changes affecting IRS ser-

The major educational program vice centers in general.
of the Los Angeles Chapter comprises
six full-day training classes each fis- Chapter Director Pat Ell-
cal year. These classes provide the ingsworth then reviewed the

opportunity for in-depth coverage of results of a "best practices" sur-

complex tax subjects and are a great vey which had been mailed to

value to members and their staffs. Los Angeles Chapter CEP tax-

The attendance at each seminar, payers in December 1995. The
which ranges from 80 to 130 tax pro- survey is the product of an IRS/

fessionals, speaks to their popularity. TEI Working Group, which con-

sists of IRS CEP staff and chap-
In October of 1995, the Los Ange- ter Board members represent-

les and Orange County Chapters ing CEP taxpayers. The Work-

jointly held a full-day seminar enti- ing Group is concerned with im-

tled "Planning and Developments in proving the audit administra-

Foreign Jurisdictions." Also in Octo- tion and currency, initially for

ber, Rod Hare, Assistant Chief, Ex- CEP taxpayers; it is hoped that Richard Orosco, Los Angeles District Director (left),

amination Division in the IRS's Los what is learned can subse-
and Bob Wenzel, Fresno Service Center Director. At

Angeles District, discussed the Large
the Los Angeles Chapter's February meeting, Messrs.

quently benefit other taxpay- Orosco and Wenzel updated chapter members on re-
Case Audit Program at the monthly ers. To this end, the Working cent activities in their jurisdictions.
dinner meeting. Group had its initial joint ses-

sion last October with 25 IRS
The January seminar was enti- CEP case managers, case coor-

tled "Streamlining the Tax Process: dinators, and specialists, and

Compliance in the 21st Century," and 25 tax professionals representing Hare and Pat Ellingsworth then dis-
in February a seminar on property CEP taxpayers for the purpose of ad- cussed how the Working Group in-
tax issues was held. March's seminar dressing currency and the IDR proc- tends to build on its previous meeting
was entitled "Advanced Electronic ess. and the survey responses for its next
Tax Research." meeting, planned for April. At the

The December survey was a fol- April meeting, the group will discuss
On February 8, the chapter offic- low-up to the initial effort and was two case studies of recent IRS audits

ers and Board members participated designed to elicit responses about best that went well administratively and
in their annual liaison meeting with practices in the administration and

the Los Angeles and Laguna Niguel completion of IRS examinations. Rob (continued on next page)
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Chicago Chapter's CE Program Off to Strong Start in '96

By By Neil D. Traubenberg
the cost of getting there is not insig- contrast to the process within the fed-
nificant and more than just the tax eral bailiwick.

The 1996 calendar year got off to department will have to benefit for
a big start for the Chicago Chapter the outlay to be justified. Mr. Knigh- After the panel, Mark Ely, a part-
with its initial meeting of the year on ton cited examples of best practices ner in the Washington office of KPMG

January 16. Robert J. Cunningham, among companies in this technology Peat Marwick, gave an excellent pre-
a partner in the Chicago office of Bak- wave, all of which are represented sentation on "Alternative Dispute
er & McKenzie, opened the meeting within TEI. Resolution Techniques/Investigatory
with a presentation entitled "The In- Issues Within the IRS." Besides pro-
ternational Audit Process and Cur- On February 13, the monthly viding background and citations for
rent Issues." Mr. Cunningham em- meeting attracted 100 attendees, and the techniques now being tried, Mr.

phasized the need to be creative in

the resolution of audits and audit is-

sues. We certainly work hard at the Chicago Chapter Calendar

creativity angle in transactional anal-

ysis, so applying those energies to April 16 Half-day Workshop on Foreign Tax Credit Planning
dispute resolution should come natu- April 18 Federal Tax Litigation Workshop with Mayer, Brown and Platt
rally. The presentation provided an

excellent overview of administrative April 23 Intercompany Regulations/Consolidated Returns Workshop
and judicial review related to tax con- with Ernst & Young
troversies. June 21 Annual Meeting at Arlington International Race Course

For the second half of our meet-

ing, Michael Knighton and Brian was kicked off with a panel discus- Ely did a superb job of identifying
Morris of Coopers & Lybrand trans- sion on "How to Get a Fair State Tax specific opportunities that can exist

ported us all into the 21st century for Hearing." The panel's moderator was within the Service's new initiatives.
a view of the paperless tax depart- Pat Toal of The Quaker Oats Compa- Adding meaningful value to his pre-
ment. It was acknowledged that some ny. Mr. Toal was joined by Rick Han- sentation, Mark annotated his out-

of our member companies are certain- son of McDermott, Will & Emery and line with specific references to Mid

ly much further along in this task Marilyn Wethekam of Horwood, Mar- State Region activity in these areas.

than others, but it was also noted that cus & Braun. The session provided a

Los Angeles Chapter
Cleveland Chapter's Seminar Explores

Federal, State and Local Issues

(continued from previous page) The Cleveland Chapter of Tax Executives Institute
will hold its annual day-long tax seminar on April 16 at the

were completed expeditiously, in order to learn from them Hilton Hotel in Independence, Ohio. This year the meeting
and apply their lessons to other audits. IRS case managers will feature concurrent federal and state and local sessions
and coordinators and tax professionals representing Los with such outstanding speakers as Rick Grafmeyer ofErnst

Angeles area CEP and other taxpayers will have breakout & Young's Washington office and Maureen Pechacek of
sessions to discuss and recommend best practices. Arthur Andersen's Minneapolis office. Also featured will be

presentations by Ohio tax administrators and our own "hot
The fiscal year has not been all work. On the first issues" panel.

Saturday in December, the chapter held its Annual Holi-

day Dinner Dance. The venue was the Beverly Hills Hotel, Dan Porras, Chapter President, also announced that
which has been splendidly redone during the past three selected students enrolled in the masters degree in taxa-

years. The soiree was attended by more than 100 people tion programs at Case Western Reserve and Akron Univer-
and started with refreshments and hors d'oeuvres, fol- sity will be guests of the chapter for the seminar.

lowed by a four-course dinner and dancing until midnight
to the tunes of the Bob Gaile Orchestra. It was a very The program enrollment fee is $125, which includes
festive evening for continuing and renewing friendships, lunch and refreshments. Anyone interested should contact

as well as a great beginning to the holiday season. Peggy Maltrich at (216) 668-7667 or Pat Ripple at (216)
252-7300, extension 1703.
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Neither Snow, Nor Rain, Nor Heat, Nor All that Stuff

Ohio District Director Takes Herodutus's Oath to Heart

By Gerald L. Steltenkamp

"Man bites dog" was the story at

the Cleveland Chapter's first meet-

ing of 1996. If we reported that the

January meeting was disrupted by
snow, no one who knows anything
about Cleveland would blink an eye.
After all, snow in Cleveland is like
stadium mustard on a hot dog. It's

part ofour life, like the Browns well,
forget that part.

The snow that caused Ohio Dis-
trict Director Ashley Bullard (he offi-

cially took over the position April 1)
to be two hours late was in Cincin-

nati, of all places. (The airport is re-

ally in northern Kentucky, but, then

again, SO is the Cincinnati Service

Center.) Much to his credit, Mr. Bull-
ard arrived in time for dinner, only to

be told that both Jerry Reese, Cincin-
nati Branch Chief, and Jim Mehan,
Cleveland Branch Chief, had filled in Ashley Bullard, Ohio District Director (center), discussed the finer points of winter travel with
admirably in his place. We northeast- Harry Jackson and Kathy Wanner at the Cleveland Chapter's January meeting.
ern Ohioans want to thank Mr. Bull-
ard for his "above and beyond the call
of duty" effort to attend the meeting.

would sit on a plane for more than Jerry Reese, Cincinnati Branch

After all, how many public servants
three hours, waiting to take off, being Chief, announced that he would be
periodically de-iced (he hoped), to give the new Ohio District Branch Chief
a speech to a bunch of tax people? and that Dwight Davis would be re-

placing Jim Mehan in Cleveland. Mr.
While it is the U.S. Postal Ser- Reese's presentation at the January

vice which has Herodotus's motto, meeting focused on IRS efforts to
"Neither snow, nor rain, nor heat, nor make to keep all large case audits
gloom of night stays these couriers current and asked for our assistance
from the swift completion of their in making the audit process work bet-
appointed rounds," carved into its ter.
building façade, it seems the Internal
Revenue Service has been taking Harry Jackson, the Cleveland
those words to heart. Chapter's First Vice President, pinch

hitting for Dan Porras (vacationing
It is this sort of extra effort that in sunny Spain), announced that the

motivated the Cleveland Chapter to February meeting would be the popu-
issue its first Distinguished Service lar State and Federal Audit Issues
Award to retiring Branch Chief Jim night and that the Corporate Tax
Mehan. Les Rachocki, 1993-1994 Management meeting in March would

At the Cleveland Chapter's January meeting,
Chapter President and a charter be entitled "Ethics in the Tax Depart-

Les Rachocki, 1993-1994 Chapter President member of the Cleveland TEI-IRS ment."

(left), presented retiring IRS Cleveland Branch Work Group, presented Mr. Mehan

Chief Jim Mehan with the chapter's first Dis- with a plaque thanking and recogniz-
tinguished Service Award. ing him for his efforts with the Work

Group. Mr. Mehan retired February 2

and all of us with TEI wish him the

best of luck.
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Region V Annual Conference:

June 6-8, 1996
Santa Clara Valley Chapter

Plans Two Full-Day Seminars

The Baltimore-Washington Chapter will sponsor Re- All Members Invited
gion V's 1996 Annual Conference June 6-8, 1996, at the

Harbor Court Hotel in Baltimore's Inner Harbor. The pro- In 1996, the Santa Clara Valley Chapter will spon-

gram will begin with a welcoming address from Maryland sor two separate full-day seminars. The chapter in-

Governor Parris N. Glendening. This address will be fol- vites TEI members from across the country and in

lowed by a distinguished group of speakers consisting of: Canada to attend one or both of these seminars. Non-

former IRS Commissioner, Assistant Secretary for Tax members are also welcome. A summary of key infor-

Policy, and IRS Chief Counsel Fred T. Goldberg, Jr., now
mation is provided below:

Topic: Tax Issues
What: Region V Annual Involving Software

Conference

When: June 6-8, 1996 Speakers (all from Baker & McKenzie): John Peter-
Where: Harbor Court Hotel

son, John McKenzie, Gary Sprague, Pat Powers, Karen
Baltimore, Maryland Kuenster, Klaus Bermeister, Bart Bayer, Kent Wis-

ner, and Robin Chesler
For more information, contact

Jeff Fasick at (301) 897-6375 or Date: Tuesday, May 7
Arnold Chiet at (301) 897-6063. Location: Westin Hotel, Santa Clara, California

Fee: $90 (includes lunch)

of Skadden, Arps, Slate, Meagher & Flom; and Kenneth J. For information about specific issues that will be
Kies, Chief of Staff, Joint Committee on Taxation. The covered during this full-day seminar on software tax-

speakers will share their views on proposed tax legisla- ation, contact Deborah Lange of Oracle Corporation
tion. at (415) 506-4107.

Stuart L. Brown, Chief Counsel, Internal Revenue Topic: International Day
Service, has agreed to speak at the conference about cur-

rent developments within the Chief Counsel's office. This seminar will focus on recent tax develop-
ments from around the world and the U.S. tax plan-

There will also be another very distinguished panel ning strategies that relate to these developments.
of speakers on hand to discuss the topic, "Regulations,
Rulings, and Current Developments." Scheduled to par- Speakers: A large group of international tax partners

ticipate in this session are: Glen A. Kohl, Tax Legislative from Baker & McKenzie foreign offices, as well as

Counsel, Treasury Department; Judith C. Dunn, IRS As- prominent tax partners from some of the firm's U.S.
offices.

sociate Chief Counsel (Domestic); former IRS Chief Coun-

sel Abraham (Hap) N.M. Shashy, Jr., now of King & Spal- Date: Thursday, October 3
ding; and former Special Counsel to the IRS Chief Coun- Location: Westin Hotel, Santa Clara, California
sel Thomas F. Wessel, now of King & Spalding. Fee: $90 (includes lunch and a reception follow-

ing seminar)
In addition to these topics, the conference program

will cover partnerships and joint ventures, non-qualified For information about this international tax sem-

plans, state and local tax developments, opportunities for inar, contact Eileen Landauer of 3COM Corporation

IRS interest refunds, tax department automation, and at (408) 764-6506.

international tax developments.
To receive an announcement and registration form

for each seminar, which normally is available between
The registration fee for the conference is $275 for

four and six weeks prior to each event, please contact
members and business guests. For further information,

chapter meeting coordinator Debbie Wittick at (408)
contact Jeff Fasick at (301) 897-6375 or Arnold Chiet at 654-8601.
(301) 897-6063.
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ATI
THE AMERICAN TAX INSTITUTE IN EUROPE

ANNOUNCES A PROGRAM OF EUROPEAN COUNTRY-BY-COUNTRY CORPORATE TAX COURSES

IN THE U.S., JUNE 10-21, 1996. THIS UNIQUE SERIES WILL PROVIDE ESSENTIAL HANDS ON

KNOWLEDGE OF MAJOR EUROPEAN NATIONAL TAX SYSTEMS TO PARTICIPANTS.

San Francisco June 10-14, 1996 Chicago June 17-21, 1996

Monday, June 10 Germany Monday, June 17 France

Tuesday, June 11 Spain Tuesday, June 18 Netherlands

Wednesday, June 12 United Kingdom Wednesday, June 19 Germany
Thursday, June 13 France Thursday, June 20 Italy
Friday, June 14 Netherlands Friday, June 21 United Kingdom

New York June 17-21, 1996

Monday, June 17 Germany
Tuesday, June 18 Italy
Wednesday, June 19 United Kingdom
Thursday, June 20 France

Friday, June 21 Netherlands

Instructors from the following prominent
European firms will teach these programs:

France: Bureau Francis Lefebvre Germany: Oppenhoff & Raedler

Italy: Maisto & Miscali Netherlands: Loyens & Volkmaars

Spain: Cuatrecasas United Kingdom: RSMi/Robson Rhodes (New York)

United Kingdom: Linklaters & Paines (Chicago)
United Kingdom: Linklaters & Paines and

David Wheatley, U.K./Int'l Tax Consultant (San Francisco)

TEI Members will receive a $50 discount.

For complete program and registration information contact:

The American Tax Institute in Europe
1 Falmer Court, London Road

GB-UCKFIELD, TN22 1HN, United Kingdom
Phone: 011-44-1825-760-901 Fax: 011-44-1825-760-903

E-Mail: 101471.2237@compuserve.com

::
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How I See the Role of a

Tax Executives Institute Member

By
Saul D. Kass

Kansas City Chapter

Editor's Note: The following article is adapted from a presentation by the author to TEI's Kansas City Chapter. Saul D.
Kass is Vice President-Finance for House ofLloyd Inc. and was a charter member of the Kansas City Chapter. Mr. Kass was

graduated from the University ofKansas in 1937, worked as a revenue agent for 10 years, and joined TEI in 1950. Mr. Kass,
who joined House of Lloyd in 1981, is 81 years old. In 1995, the Kansas City Chapter honored Mr. Kass for his more than

four decades of service to TEI.

I wish to begin by discussing why I feel that it is At your chapter meetings, do not hesitate to ask ques-
important for every corporation to have a tax executive. In tions. And certainly do not be afraid that your question
making this statement, I am not knocking the Big 6 ac- might be "dumb." There is no such thing as a dumb ques-
counting firms or any other accounting firm for that mat- tion. By participating in meetings, you not only broaden
ter. your knowledge but you are able to impart knowledge to

other members as well.
Each of our businesses is different. This means that

our tax problems are different as well. I feel strongly that TEI furnishes each member with an Institute-wide

only an in-house tax executive can be a watchdog for his or directory. When you have a question that pertains to your
her corporation on how to best utilize the Internal Revenue industry and there is not anyone in your chapter in that
Code. An accounting firm has many clients and as a result, industry, use the Membership Roster to identify someone

can only think of them in general terms. They just do not that you can call. Do not be afraid to make the call, for I
have the time to get into the specific needs, nor do they am sure you will be amazed and pleased at how TEI mem-

know the needs of each of our businesses. Yes, we still need bers respond to questions from their peers around the
our accounting firms, but primarily in the role of adviser. country. I have used this technique on many occasions
As we research an income tax problem, we may need ad- throughout my career and have developed many friend-
vice to check on what we have come up with. This is where ships as a consequence of my "cold calls" to TEI members.
we can take advantage of an accounting firm. Many TEI Most important is the knowledge that I gain from calling a

members do not have the tax reference facilities that ac- fellow TEI member who is willing to share with me his

counting firms have. Thus, an accounting firm is in a posi- knowledge. Keep in mind what I have just said: The knowl-
tion to do research that most of us are unable to do. edge that exists in the heads of the members of TEI is

unmatched by any other organization in taxes. You should
What should true TEI members be doing on behalf of take advantage of it.

their companies? First of all, they should do a lot of read-

ing on a daily or weekly basis to keep up with what is Members should make every effort to attend every
coming out. You never know when you might get an idea meeting of their chapter. There is nothing more important
from something you read. to you as a TEI member representing your corporation

than attending the meetings. Do not seek refuge in the old
Be active in your TEI chapter. Do not sit around and cliché "This meeting doesn't have anything in it for me."

let "the other guy" do the job. Every meeting has something in it for each of our mem-

bers. Do not close your mind to what is going on around
Make every effort to meet other members of your chap- you. I am disappointed in the attendance that we have at

ter at the meetings, particularly during the reception or our meetings. These are good meetings and have good top-
hospitality period. Do not always sit at the same table for ics, and they should have 100-percent attendance.
dinner. Mix it up. That way you get to know more people.
This is how you can expand your resource list and improve In addition to attending the meetings of your chapter,
your networking. you should attend meetings that are sponsored by the In-

ternal Revenue Service or state and local tax authorities.
Volunteer to serve on the various committees of your Most states have advisory councils. These councils were

chapter. Each member has skills and abilities and should started many years ago through the efforts of TEI and
be willing to share them. Each chapter needs your help. represent a valuable source of information. It is important
You will be surprised with what you get back in return for

an effort of this type. (continued on page 91)
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EVERY YEAR

TAX AUTHORITIES

SPEND HUNDREDS

OF MILLIONS ON

THE SURVEILLANCE

OF AMERICAN

BUSINESS.

For A MERE

$50 PER MONTH,

YOU CAN RETURN

THE FAVOR.

Coopers & Lybrand Introduces The Tax News Network.SM Tax Notes, and Tax Notes International.

Now you don't have to make an educated guess when Plus, you'll be able to access Dow Jones' DowVision with

you need an informed decision. Tax News NetworksM (TNNSM) The Wall Street Journal, eight continuous news-wires, and

keeps you on top of the tax and business world with news personalized stock quotes.

broadcasts on your PC. TNN is modular, so you can tailor the service to your

It's the only service of its kind, delivering a constant interests. Just $50 a month provides you with the Core

stream of tax and business updates. And you don't have to Service--daily summaries from BNA, CCH, and Tax Analysts,
sift through reams of information, because TNN can filter DowVision, weekly C&L briefings on critical tax issues, on-line

your news, selecting only what's pertinent to you. access to C&L tax publications and E-mail. Other modules

Every business day, TNN lets you tap into the knowledge can be purchased additionally.
and experience of Coopers & Lybrand's tax pro- TNN can also be bundled with the WESTLAW®

fessionals in Washington, across the country, and tax, legal, and business research system.
around the world. Offering you perspective and in- Coopers So phone us today. Because if you don't have

sight on all the issues of the day. &Lybrand TNN, your PC isn't really plugged in yet.
TNN also puts you on-line with the BNA Daily To try TNN, just call 1-800-528-5816 and we'll

Tax Report, CCH Tax Day, Tax Notes Today, State let you try the entire service free for 30 days.

NOT JUST Knowledge. KNOW HOW.
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CORRESPONDENCE

Receipts Threshold:

Did Notice 95-50 Reduce Taxpayer Burden?

During Tax Executives Institute's 46th Midyear Conference, TEI members heard from Margaret M. Richardson,
Commissioner of Internal Revenue. During her remarks, the Commissioner addressed a number of subjects, including the
business community's response to IRS Notice 95-50, which raised the threshold for travel and entertainment receipts from
$25 to $75. (Additional coverage of the Commissioner's speech, and the entire conference, will be included in the May-June
issue of The Tax Executive.) TEI President Jack Skinner sent the following letter to the Commissioner on whether the IRS

notice reduced taxpayer burden.

On behalf of TEI, thank you for addressing our Mid- IRS's lead and raise their internal receipts threshold to

year Conference yesterday. We know you are exceptionally $75. Even those companies, however, will enjoy the bene-

busy and appreciate your willingness to bring our 800 fits of Notice 95-50. This is because even companies that

conference participants up to date on the IRS's recent ini- maintain a lower-than-$75 threshold for internal purposes

tiatives, including the new delegation order on settlement will not be required to retain the voluminous receipts for

authority. tax purposes; once the company's internal controls are sat-

isfied (say, when an employee's supervisor reviews the

During your remarks, you commented on the business employee's expense report), the receipts can be discarded.

community's response to Notice 95-50, which raised the In other words, even if companies do not raise their inter-

threshold for travel and entertainment receipts from $25 nal receipts threshold, they likely will change their behav-
to $75. You wondered whether since few companies have ior. The burden reduction associated with Notice 95-50

raised their internal receipts threshold - the IRS had should not be minimized, and we encourage the IRS to

misread the burden-reducing potential of the policy change. pursue similar burden reduction initiatives.

Absolutely not: The IRS's action has reduced taxpayer bur-

den, and TEI commends the agency for its action. Once again, TEI appreciates your participation in its

1996 Midyear Conference.
It cannot be denied that many companies, for valid

(non-tax) business reasons, have chosen not to follow the

How I See the Role of a Tax Executives Institute Member

(continued from page 89) ended, he took me to his department. I went over our

problem and during the discussion that took place, I

that you go to these meetings, even if they are not in your learned why the problem existed. I explained it to the

city. For example, at a recent semi-annual meeting of the three revenue officials and they said they understood. Two

Missouri Director of Revenue's advisory council in Jeffer- weeks later I received a letter from the department indi-

son City 250 miles from Kansas City only three cating that I was receiving a credit for my company of more

members of the Kansas City Chapter attended. I went to than $5,000. This is not a lot of money, but it certainly paid
the meeting just because I never know what I may learn. for that trip and more. And I now have more contacts in my
Sure enough, the Director of Revenue had a handout that state network.
covered several items I would not have otherwise been

aware of. In conclusion, I hope that you have not just read this
and passed over the words. If you really take this to heart,

I was pleased when the Director of Revenue sat down and do even more than I have suggested, then you will

next to me during the lunch period. I talked to the Director become a valuable asset, not only to your company, but to

about a matter in which I needed to get some information, yourself and to your fellow TEI members.

and she immediately brought the head of the department
to me and asked that he take care of the situation. The

department head considered the matter and said he would
have information for me in 45 minutes. When our lunch
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CORRESPONDENCE

Calgary Chapter Celebrates 25th Anniversary

TEI's Calgary Chapter observed its twenty-fifth anniversary on March 14, 1996. Although unable to
attend the chapter's celebration, TEI President Jack Skinner sent the following letter of congratulations to
Dale E. Coburn of Sceptre Resources Limited, the chapter's president. A full report on the celebration will
be published in a future issue of THE TAX EXECUTIVE.

As TEI's International President, I get to do a tering of the Calgary Chapter: Bela Berci, who
lot of enjoyable things. Two of those things are to worked for Mobil Oil Canada and stoked the home
preside over the Institute's conferences and to ex- fires; Ron Theriault of the Montreal Chapter, who
tend congratulations to our chapters when they was in charge of charter development in Canada;
reach certain milestones. Regrettably, these two and Mac McKie, who served as Institute President
functions will be in conflict next week. Hence, the (the first Canadian to do so) when the charter
need for me to prepare for TEI's 46th Midyear request came before the Board ofDirectors in 1971.
Conference in Washington (which will begin on I understand that Bela may be with you for your
March 16) will prevent me from being in Calgary celebration, and I thank him and the other charter
on March 14 when the Calgary Chapter celebrates members for their dedication to the Institute. It is
its silver anniversary. Having spent considerable with sadness that I note that both Ron and Mac
time in Alberta early in my career, I am truly sorry died this past year, but I am sure they are with you
that I will not be able to join you, John Hopkins, in spirit.
Max Phillips, and the other members of the chap-
ter in lifting a glass to TEI. When men and women turn twenty-five, they

are full of fire, driven by enthusiasm, and rich
The members of the Calgary Chapter have with potential. At the same age, the Calgary Chap-

much to be proud of. During the last quarter cen- ter has already proven its worth, but equally im-
tury, the chapter has become an integral part not portant it has demonstrated that the fire, enthusi-
only of Region I but of the Institute as a whole. asm, and potential remain unabated. Congratula-
The chapter has served as a vital link between tax tions on a job well done. Please accept my thanks
executives in Alberta and throughout Canada, and for a quarter century of service and professional
chapter members have served both as members growth to the tax community, and my best wishes
and the chairs of Institute-level committees and as for the next 25 years.
TEI officers. The Institute's records identify three
members as being especially influential in the char-

12thAnnual

High Technology Tax Institute

Sponsors: San Jose State University and TEI's Santa Clara Chapter
Dates: November 11-12, 1996
Location: Sunnyvale Hilton

Cost: $400 for TEI members ($450 for nonmembers)
CE Credits: Recommended for 16 hours CPE/CLE credit

For information contact Stu Karlinski, Director, San Jose State University
Graduate Tax Institute, at (408) 924-3482.
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LESS TAXING MATTERS

What's Missing from This Tax Ditty?

To tax or not to tax Without a claim should auditors fall

That is an inquiry I wish to think about Can U.S. go forth without it all

I think: Ah, what do I tax, and how Think calm, think smart, do not think small

Do I flat tax Thing long, my pals, and think of all

Do I VAT tax Things to think about our tax

Ah, I think, how do I tax Do you tax flat, do you tax VAT

(A random thought I think Do you tax with all alacrity
Not too bad, it would not stink: Or do you wait till autumn, pals

Malcolm, Jr. was no sap To find out if Bill and Al

His campaign put flat tax on a map Or Bob and who Bob brings aboard

And though his campaign, alas, did stop Has a plan to tax our hoard

His thoughts go on, rising to G.O.P.'s top)
Taxing north, taxing south

But wait: It is an inquiry I had "Tis taxing work to think about

For bad or good or good or bad But if you don't think hard and long
It is a hard thing to construct a tax You might just tax it all all wrong.

A fair, not foul or funny, tax

It is hard to craft a law or build a boat ***

To tax fairly, poor and non-poor both Did you finish without knowing
To amass coins from all who work What's missing from this lyric

But not to tax too much worth
Did you quit without thinking

To do God's work but not impair Ah, that's what's not around?
Ambitions, visions: oh, what a pair It not so hard, now boys and girls

It's not SO difficult, my pals
Of goals. Now, how to support our U.S.A.

You say you wish to know why I say, boys and girls
Without an I.R.S., you say? I shall inform you, thus:

You actually think you could go forth
I say it inasmuch as I wish to avoid

Without tax cops to do cops' work
Using a non-first, non-third, non-fourth,

Do you think that folks would actually pay non-fifth (and occasionally non-sixth)
Without an I.R.S. to goad away Non-consonant

Ah, to avoid using not a, not i, not 0, not u,
Ah, many taxing thoughts to think: and occasionally, not y

Should I.R.S. swim or should it sink
But a non-consonant not said.

How to tax both work and play
Should capital gains just slip away

Without a claim

Editor's Note: The foregoing verse was slipped under the door of Tax Executives Institute shortly after Timothy McCormal-

ly acquired a copy of Georges Perec's novel A Void. Published in France in 1969, A Void is characterized by a total absence
of the letter E. Indeed, this attribute was carried over from the original French to the 1994 English translation ofA Void

by Gilbert Adair. Interestingly, after completing A Void, Perec took all the unused E's and produced a short work, Les

Revenentes, in which the only vowel is E. To date, no English translation of that work has appeared.
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KEY PEOPLE

JOHN J. MARCZYBSKI, a vannah Foods & Industries. Mr. Pacey holds a bachelor of
former member of the Toronto science degree in business administration and a masters

Chapter, has been appointed Dep- degree in accounting and taxation, both from the Universi-
uty Director General - Audit Pro- ty of Florida.

grams for Revenue Canada's Veri-

fication, Enforcement, and Com- MUNIR A. SULEMAN, a mem-

pliance Research Branch. He will ber of the Toronto Chapter, has
be responsible for directing the de- been seconded to the Canadian De-
partment's initiatives to improve partment of Finance for one year.
its tax audit programs for large He will be on leave from his cur-

businesses. From 1991, Mr. Marc- rent position of Vice President
zynski has been Director of Taxa- Domestic Taxation at The Bank of
tion for Abitibi-Price Inc., a Tor- Nova Scotia. Mr. Suleman will

onto-based paper manufacturer. His principal duties in- serve as Special Advisor on the
cluded ongoing work on a major U.S./Canada transfer pric- Taxation of Financial Institutions,
ing dispute, negotiating with U.S and Canadian tax offi- reporting to the Assistant Deputy
cials, and tax planning for corporate reorganizations and Minister, Tax Policy Branch. In his
divestitures. Mr. Marczynski joined TEI in 1984, and was new role, Mr. Suleman will review the goods and services
very active within his chapter and at the national level. He tax (GST) as it applies to financial institutions, consider
was a long standing member of both the Institute's and GST replacement options, study how a harmonized or na-

Toronto Chapter's Canadian Income Tax and Commodity tional sales tax would apply to financial institutions, re-
Tax Committees. He served as chair of TEI's Canadian view the various other types of taxes to which financial
Income Tax Committee in 1994-1995 and was also the institutions are subject, and consider the effect all these
Toronto Chapter's 1994-1995 President. Mr. Marczynski taxes have on the competitiveness of Canada's financial
holds a bachelor's degree in commerce from the University institutions compared to those in other countries. Mr. Sule-
of McMaster, and he is a chartered accountant. Mr. Marc- man joined TEI in 1988, and was elected 1995-1996 trea-
zynski's professional activities include: Chairman, Ontario surer of the Toronto Chapter and vice chair of the Insti-
Tax Committee, and Vice Chairman, National Tax Com- tute's Canadian Commodity Tax Committee. He holds a

mittee, for the Canadian Manufacturers Association; Chair- bachelor of arts degree from the University of Toronto, and
man, Finance and Tax Committee, for the Canadian Steel is a chartered accountant.
Producers Association; and Taxation Committee member
for the Canadian Pulp and Paper Association. He has also
chaired and been a speaker at numerous transfer pricing/
taxation seminars and conferences.

PHILLIP PACEY, a member of the Kansas City Chapter, IN MEMORIAM
has been promoted to Treasurer of O'Sullivan Industries

Holdings, Incorporated. The Lamar, Missouri-based com-

pany is a leading manufacturer ofready-to-assemble furni- AUGUST W. FRISCH, 55, a member of TEI's Pitts-
ture. In his new position, Mr. Pacey, a TEI member since burgh Chapter since 1974, died of lung cancer on February
1994, will be responsible for all treasury functions, cash 16. He was Vice President and General Tax Counsel for
management, and tax planning and compliance for the Westinghouse Electric Corporation. Mr. Frisch joined West-
company's operations. Prior to his promotion, Mr. Pacey inghouse in 1967, having previously worked for Peat, Mar-
was Manager of Treasury and Tax. Before joining wick, Mitchell & Co. and the Union National Bank of Pitts-
O'Sullivan in 1995, he was Corporate Tax Manager at Sa- burgh. He was appointed General Tax Counsel for West-

inghouse in 1976 and was elected Vice President in 1979.
He also served as Treasurer from 1990 to 1992 and as Vice
President, Taxes and Pension Investments from 1992
through 1994. In September of 1988, Mr. Frisch received

My dear friends at TEI: Westinghouse's highest honor, the Order of Merit. In TEI,
Mr. Frisch was extremely active on the Institute's Com-

I have heard from so many of Matt's friends at TEI monwealth of Puerto Rico and U.S. Possessions Commit-
and want to thank you for the beautiful flowers you tee; he served as the committee's chair in 1982-1983. Mr.
sent. The many expressions of sympathy and the Frisch earned his bachelor of science degree in accounting
prayers offered for him were very consoling. I will from Pennsylvania State University and his law degree
always remember the wonderful times Matt and I had from the Duquesne School of Law. He was a member of the
with all our TEI friends. American Bar Association, the AICPA, and the Financial

Executives Institute. Mr. Frisch is survived by his wife,
Mary Lynn Kennedy Carole, six children, and two grandchildren.
January 27th
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Value-Added Taxes -A Comparative Analysis

Prepared by Tax Executives Institute's Consumption Tax Committee

"[T]he publication of this book could

SPECIAL not have come at a better time."
- Robert J. Wells in Tax Notes

T

Value-Added Taxes — A Comparative Analysis

Price: $20 (discounts available for orders of more than five books). Value-Added
Taxes

Name AComparativeAnalysis
Mailing Address

City TaxExecutivesInstitute

State/Province Zip/Zone

Telephone ( ) Fax ( )

Payment Method: Check/Money Order Credit Card A presidential election year al-

ways brings with it a renewed
Value-Added Taxes Book ($20/each) $ focus on taxes. Whether it's a

pledge for "no new taxes," a
Sales Tax (Washington, D.C. residents only add 5.75%) $ promised tax cut for the middle

Total $ class, or a platform based al-
most entirely on a flat tax, the

Payments made by check or money order - please complete and mail United States tax system usu-

this form, along with your payment, to: Tax Executives Institute, Attn: Dawn- ally finds itselfunder assault by
Lynn Bardwell, P.O. Box 96129, Washington, D.C. 20090-6129. the time the campaign adver-

tisements start airing in Iowa

Payments made by credit card - please complete and mail this form, along and New Hampshire - at least

with your credit card information, to the address listed above, or fax completed when the candidates aren't as-

form and credit card information to TEI at (202) 638-5607*. saulting one another.

Charge to: VISA MasterCard American Express Discover This text provides a complete
portrait of the various VATs in

Card Number Exp. Date effect among out trading part-
ners. Written with careful,

Signature thoughtful analysis and a

wilingness to consider bold al-

Cardholder Name (print) ternatives, but not embrace
them unthinkingly, Value-

* If you are faxing your registration using a credit card, please do so between 9:00 Added Taxes-A Comparative
a.m. and 4:00 p.m. ET to ensure confidentiality. Analysis is an invaluable re-

source for the examination and

potential application of the

Value-Added Taxes A Comparative Analysis value-added tax.
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Membership Roster Update
The following members had incomplete listings in the 1995-1996 Membership Roster Update, which was distributed

as an insert in the January-February issue of THE TAX EXECUTIVE.

Robert A. Anstett Ernest W. Dietz Allen L. Leistner Jeffrey G. Radzwill
(Associate Member) 292 High Sierra Cir. 7 East Shoreline Drive 5723 Benning Dr.
P.O. Box 3164 Pittsburgh, PA 15241-1746 Floyds Knobs, IN 47119 Houston, TX 77096-6026
Farmington Hills, MI 412-941-5309 812-923-9755 713-723-0297

48333

810-476-9729 home phone Bradford G. Emrick Victor J. Lopez M. Robert Roofner
1348 Rolling Knoll Rd. 122 Berkshire Ct. 7146 Tabor Drive

Paul E. Block Diamond Bar, CA 91765- Piscataway, NJ 08854 Dallas, TX 75231-5648
760 Jefferson Dr. 2638 908-463-2126 214-340-4273

Pittsburgh, PA 15229 909-860-0506

412-366-6486 S. Robert Mania Neal M. Rosen
Albert E. Germain 20 Dale Ct. 6 Packard Rd.

Mark L. Breslow (Associate Member) Norwood, NJ 07648-1701 East BrunswicK, NJ 08816-
584 Briggs Place 145 Edgewood Rd. 201-768-3320 4120

Superior, CO 80027 Pittsburgh, PA 15215 201-768-3320 fax 908-254-8215
303-499-2770 412-782-2974

Richard E. Matt Marshall N. Selkirk Jr.
Norman A. Brooks Edmund J. Gorman 3523 Ashfield Drive 2820 Brandywine Rd.
629 Berkley 1055 Parkhill Dr. Houston, TX 77082-5305 Springfield, IL 62704-1054
Elmhurst, IL 60126-4201 Boise, ID 83702 713-496-7487 217-787-8460
708-834-8302 208-336-8400

208-385-0302 fax John P. McGough Ms. Patsy R. Turnipseed
J. Steven Burnside (Associate Member) (Associate Member)
3013 Grafton Rd. A. Randal Greene 910 University Green Ct. 2703 W. McGraw

Grafton, oH 44044 711 Burning Tree Dr., SE Reno, NV 89512 Seattle, WA 98199-3438
216-458-4408 Marietta, GA 30067-4721 702-348-7571 206-284-4942

404-951-9579
Charles J. Chmura Harry F. McKeon Jr. Mark S. Vanney
13100 Johnny Moore Ln. Roy D. Gromer 111 Greenwood Rd. 672 Josephine Place
Clifton, VA 22024-1418 46 Pine Valley Circle Andover, MA 01810 St. Paul, MN 55116-1221
703-830-5736 Ormond Beach, FL 32174 508-475-8730 612-698-1663

904-677-9253
Paul J. Christensen Katherine A. Nichols Leland J. Warner
702 N. Westridge Herbert L. Herman 15971 Standish Lane 3627 Towndale Dr.
Glendora, CA 91741-2074 (Associate Member) Huntington Beach, CA Minneapolis, MN 55431-
818-963-6801 21 Manitov Circle 92647-2853 1045

Westfield, NJ 07090 714-897-2054 612-831-5078
Herbert S. Condell 908-233-6352
(Associate Member) Michael J. Pappa Joel L. Weinstein
39 Broadway John P. Holmes 8 Maple Lake Rd. 120 Amwell Rd.
New York, NY 10006-3003 9610 Enstone Circle Bloomingdale, NJ 07403- Flemington, NJ 08822-1987
212-874-7565 Spring, TX 77379-6607 1908 908-782-6563

713-320-2050 201-838-5408

Ralph A. Daiuto 713-374-6723 fax Charles E. Wesley
(Associate Member) Peter A. Pezzulich (Associate Member)
298 Barbara Street Joseph J. Kroth 8411-14th Avenue 516 7th Ave.
Staten Island, NY 10306- 496 Sicomac Ave. Brooklyn, NY 11228 Belmar, NJ 07719

1802 Wyckoff, NJ 07481-1120 718-331-6718 908-681-7460
718-979-4657 201-891-8121

Vikki Phillips Raymond P. Widaman, Jr.
Alvin Derwin Raymond H. Kuhn 815 Park Ave. #3C 7321 Brunswick Ave.
(Associate Member) (Associate Member) New York, NY 10021 Shewsbury, MO 63119-3328
1495 Sylvan Lane 3316 209th St. 212-744-1320 314-781-3590
East Meadow, NY 11554 Bayside, NY 11361-1462
516-489-5487 718-224-3605
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Corporate Procurement Card Programs:
Are They Paperless Chaos?*

Sales/Use Tax Considerations

By
Mark D. Loftis

Introduction tive is to ensure that tax professionals are part of the team

on the front end.

Many credit and bank card companies are aggressively
marketing "corporate procurement card" programs under If a company has not yet considered a procurement
which cards are issued to a broad class of corporate em- card program, the tax executive may wish to seize the

ployees for use in purchasing a wide range of goods and opportunity to introduce his or her company to the overall
services. The procurement card programs offer the compa- benefits that these programs offer. Tax departments are

nies a streamlined procedure for making and documenting not normally viewed as a source of innovation for the day-
their purchases, saving both time and money. These pro- to-day business processes. By taking the initiative, the Tax
grams, however, are not without Department is likely to be more

significant tax implications. positively viewed as an innova-

This article examines the sales
MARK D. LOFTIS is currently Senior Manager

tor. Equally important, by tak-
and use tax considerations in

respect ofprocurement card pro-
of Sales/Use, Payroll and Property Taxes for ing the lead the Tax Depart-

ment can ensure that the sales/
Northern Telecom Inc. in Nashville, Tennessee, a

grams.
company that has a tax presence in all 50 States.

use tax issues are properly and

In today's environment of
Mr. Loftis's responsibility include the manage-

expeditiously addressed.

corporate downsizing and out-
ment and coordination of all tax planning, compli-
ance, audit, and protest/appeals activity regard-

How the Programs
sourcing, corporate procure- Are Marketed
ment card programs have be- ing the U.S. operations of Northern Telecom. Mr.

Loftis holds a B.S. degree in Accounting from
come an attractive way to re-

David Lipscomb University and is a certified pub- Corporate procurement
duce, or in some cases elimi-

lic accountant licensed in the State of Tennessee.
card programs are marketed to

nate, the relatively high inter-

nal costs of the low dollar/high
He is a member of the Tennessee Society of CPAs, corporations as the "greatest

the Committee on State Taxation, and the Insti-
thing since sliced bread" and

volume corporate purchasing as the solution to the low dol-

process. It has been estimated
tute of Property Taxation, where he also serves as

a member of the Audit Committee. lar/high volume purchase cost
that in most large to medium issue. The card companies
size companies 60 percent of all promise, and can deliver, a pur-

purchases are individually less chasing process that is greatly
than $500 (30% less than $100, which account for less than streamlined and simplified. Usually, the Accounts Payable
5 percent of total purchasing expenditures. The internal and Purchasing Departments can reduce resources (head-
cost of these transactions has been estimated at between count) while achieving overall improved process efficiency
$120 and $150 per transaction, and this cost is incurred and lower costs.

whether the company is purchasing $10 of paper clips or a

$1 million computer system. Procurement card programs are relatively new (hav-
ing developed in the last two to three years), and it is

From an overall business and efficiency perspective, important to understand that the card companies are pri-
the corporate credit card procurement programs offered by marily in the retail (individual consumer) credit card busi-
banks and credit card companies (such as VISA, Master- ness. With this "retail consumer credit card" background
Card, and American Express) make imminent sense. There and mind set, the card company's approach to sales/use tax

are, however, potential negative sales/use tax issues that issues may not be fully developed and is rarely explored in
must be addressed in evaluating these programs. There the marketing process. What the card companies often fail
are also significant federal tax questions relating to the to appreciate is that the corporate client is in a much
documentation of deductible business expenditures and different role regarding sales/use tax. In most jurisdic-
information reporting requirements. Corporate tax profes-
sionals need to tactfully raise these issues in order to fully (continued on page 100)
inform management of the potential implications without * This article is adapted from a presentation made at Tax Execu-
being perceived as impediments to progress. The only way tives Institute's 46th Midyear Conference in Washington, D.C., on
to positively communicate the Tax Department's perspec- March 19, 1996.
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After years ofarguing over who's best,
we've reached an agreement.
Price Waterhouse joins forces with Fast-Tax to give you
the best of both worlds!

T he contest is over, and So we thought: why not com- currently use, while gaining
you won. bine our strengths to form a access to exciting new products

After years of heated compe- single, unbeatable force in tax and technologies - all using a

tition, the two leaders in tax software? single vendor.

software have decided to join TMS users, for example, can

forces. Combining our strengths, Lock, stock and barrel.
now enjoy access to our Sales &

SO you can get the expertise of In December of 1995, Price Use Tax, Property Tax and Tax

both Fast-Tax and Price Water- Waterhouse's Tax Management Calendar software.

house LLP from a single vendor! System (TMS) officially became And Fast-Tax clients can

take advantage of interna-
The best of the best. Fast-Tax now leads in every major area! tional, SEC482, RAR, Fixed

At Fast-Tax, we've long Assets, and other innovative
Domestic Income Tax

admired the many software products.
Provisions

strengths of Price Water-
International

house's products. Like Resources for
RAR the future.

workpapers, provisions,
SEC482, RAR, and fixed SEC482 Now, we can use our com-

asset management.
Insurance Income Tax bined $30 million product

Likewise, Price Water- Insurance Premium Tax development budget to make

house has kept a close Sales & Use Tax this brilliant array of products
eye on the advantages of Property Tax even better. Instead of spend-
our InSource products -

Fixed Assets ing it developing two compet-

particularly our easy-to- ing systems.

use Windows® interface It makes sense to us. And

and other productivity- it's going to mean a world of

boosting technologies. part of Fast-Tax. Not just the advantages to you. Assuming
To catch up with each other in TMS product, but the whole divi- you're a Fast-Tax client, that is.

all these areas would have sion: development staff, support If you're not, maybe it's time

required massive expenditures people, and all.
you considered a change.

of money and brain-power. The result is that TMS, InSource®

Resources we'd rather use and System 5® clients can con-

helping our clients. tinue to use the products they 1-800-FAST-TAX, ext. 7332

CLRFAST.TAX 2395 Midway Road Carrollton, Texas 75006 214-250-7332.
COMPUTER LANGUAGE RESEARCH Copyright Computer Language Research, Inc. ©1996. All names and trademarks are the property of their respective owners.



Corporate Procurement Card Programs: Are They Paperless Chaos?

(continued from page 97) card companies offer a customized account coding method
to assist in the monthly posting of the credit card activity

tions, corporations are designated to be the agents of the to internal general ledger accounts.

taxing jurisdiction to collect and remit sales tax from con-

sumers. They also are required to self assess use tax on The Good News
their own taxable purchases (where tax was not charged)
and to remit such tax to the appropriate taxing authori- The following are the obvious benefits of implementing
ties. In contrast, individual consumers are not routinely this type of program:
audited regarding sales/use tax either because of logistics
or, in some states, because the law places the incidence of Simplification. The purchasing process is greatly
the tax squarely on the corporate taxpayer. streamlined with little or no involvement by Purchasing

and Accounts Payable personnel. Paper and paper trails
The tax issues confronting the corporate taxpayer are are theoretically eliminated. The streamlining of the proc-

usually glossed over in the card company's marketing pre- ess allows resources to be redirected from tasks with little
sentation as "not a problem." Other responses are that or no value to tasks with value added - especially in the
"shortcuts and estimates can be Accounts Payable and Purchas-
used" to satisfy the taxing au- ing areas of a company.
thorities who will be "likely to Tax departments are not normally
cooperate with the taxpayer" in
an audit situation. They also

viewed as a source of innovation for Supply Base Reduction.

Suppliers that receive numer-

interject that these tax issues the day-to-day business processes. ous orders from various compa-
are just "part of the price the ny purchasers are not required
company pays" in order to ob- to issue separate invoices for
tain the efficiencies these programs offer. The truth is that each purchase. All monthly purchases using the card are

some degree of offset in the projected benefits/savings re- summarized on the card statement, eliminating the issu-

garding resources and processes is likely to be required to ance of multiple invoices by and multiple payments to the

properly address these tax issues. In other words, the great same vendor.
benefits of reduced internal resources and streamlined pro-
cesses may not be quite as good as advertised. Interval Reduction. By using the corporate card, the

purchaser obtains goods and services faster (usually in one

Regardless, even if these savings are fully realized, or two days as opposed to weeks). The elimination of the
the company must still comply with the laws in every state usual Purchasing and Receiving processes cause greatly
and local jurisdiction in which it does business. If a compa- improved efficiency.
ny does not comply, the states or localities can impose
fines, penalties (which are not deductible for federal tax Internal Transaction Cost Reduction. Overall, the use

purposes), and interest, and (in cases of fraud or willful of a procurement card can reduce internal cost per transac-

negligence) corporate officers can be held personally liable tion by an estimated 35 to 40 percent. These internal costs

- and may even be subject to incarceration. - which include personnel and time costs in handling the

paperwork in the Accounts Payable, Fixed Asset, Purchas-
How the Programs Work ing, and Receiving functions as well as cost of related

supplies and overhead - are reduced significantly under

A company enters into a contract with a bank card such a program.

company (usually a bank in the case of VISA/MasterCard)
and authorizes certain company managers to make defined From an overall business perspective and especially
low-dollar purchases using the card. Most companies de- from an Accounts Payable and Purchasing perspective,
fine low-dollar purchase maximums anywhere from $500 these programs offer many valuable benefits including
to $5000. The company also defines what types of purchas- greater efficiency and lower overall costs.

es are to be made with the card, which may be modified
from time to time. The Bad News

These designated managers, which are issued the pro- Detail Documentation Eliminated. The obvious con-

curement cards, are authorized to make purchases directly cern with the streamlined approach offered by procure-
from vendors without involving the Purchasing depart- ment card programs is that, by definition, there is less
ment or having to process the related paperwork. The ven- detail documentation available to the Tax Department to

dors usually ship the purchased items immediately and defend against increasingly aggressive sales/use tax audi-

directly to the cardholder. The bank card monthly state- tors. In addition, the corporation (usually the Accounts

ment is also sent directly to the cardholder, who is respon- Payable or Tax Department) has less information to make
sible for reviewing, reconciling, and approving each state- an informed decision regarding the proper monthly accrual

ment before it is sent to Accounts Payable for payment. and reporting of use tax on non-taxed purchases.
The monthly statement is identical in format and content

to statements provided to individual credit card customers. Point of Sale Tax Data Is Not a Required Input Field.
Each transaction is listed in summary-level detail. Most Card companies cannot currently provide the corporate
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Corporate Procurement Card Programs: Are They Paperless Chaos?

taxpayer with an "automated" solution to provide the nec- States have no sales tax provisions, in one State

essary sales/use tax detail. Hence, while the card compa- (State C) the vendor is not registered to collect
nies have developed software and hardware to capture this sales tax. The vendor charges the appropriate sales
data at the point of sale, individual vendors retain the tax for State A and the other two States.

"option" whether to use it. This apparently is a difficult

problem for card companies which are reluctant to man- This already complicated transaction is made even

date the use of the software and hardware. more complex if a detailed invoice, purchase order,
or other similar document is not obtained by the

Monthly Summary Statement. The monthly card state- cardholder and properly archived by the company.
ment is in the same format of an individual credit card Someone at the company must have the informa-
statement. It does not include the usual necessary detail tion available to analyze the transaction in order
information required for sales/use tax purposes such as: to determine that use tax must be accrued and

paid on the widgets that were shipped to State C,
Detail description of item(s) purchased and that the appropriate sales tax was charged by

the vendor regarding the other components of the

"Shipped to" location of the goods purchased transaction.

Sales tax amount and jurisdiction charged by item On audit (typically, 3 to 5 years later), if detail
documentation is not available, an auditor for

No Audit History (Track Record). Because these pro- State A could decide to assume, without proof to

grams are relatively new, there has been very little signif- the contrary, that all 100 widgets were shipped to

icant state and local sales/use tax audit activity of taxpay- State A and that no tax was either accrued or

ers using this process. Therefore, the corporate users of charged. Hence, tax, penalty, and interest could be
these programs have not yet seen first hand how these assessed, with the corporation having no recourse

issues can affect the corporation financially (assessment of but to attempt to obtain the documentation well

tax, penalties, interest, etc.) in an audit situation. after the fact.

State and Local Jurisdictions Are Becoming More Ag- Current State of Corporations That Have Implemented
gressive. State and local jurisdictions, and their sales/use Programs. Corporations with procurement card programs
tax auditors, are becoming increasingly more sophisticated generally fall into one of the following categories regarding
and aggressive regarding corporate taxpayers. Corporate sales/use tax issues:

taxpayers are seen as easy targets in the never-ending
search for revenue. As procurement card programs become Oblivious: They do not fully realize the potential
more widespread and better understood by taxing jurisdic- implications of the procurement card program.
tions, they will undoubtedly be seen as a point of vulnera-

bility for companies that have poor alternative documenta- Reckless: They realize the potential implications,
tion procedures regarding credit card purchases. but chose not to address them.

Alternative Documentation Procedures Required. Be- Paralyzed: They realize the potential implica-
cause procurement card programs eliminate traditional tions, but do not know what to do about them.
documentation for purchases, a company must institute

alternative processes and apply resources to ensure that Prudent: They realize the potential problems and
card purchases are both properly analyzed for monthly use have implemented interim solutions.
tax accrual and reporting purposes and properly document-

ed for later review on audit. Usually, the responsibility for Solutions, Approaches, and Alternatives

obtaining sufficient documentation rests with the card-

holder, and the more cardholders a company has, the more Long-Term Solution. The obvious long-term solution is
difficult it is for a company to ensure that its documenta- for corporations to insist that the card-issuing companies
tion requirements are being satisfied. This process requires quickly move toward the automated solution. This would

strict adherence to procedures and periodic internal review involve a significant change in their current mind set by
for non compliance and purchase pattern analysis. requiring the capture of sales tax data at the point of sale

by all vendors. Once captured, the bank card system could

Complex Purchasing Patterns Are Further Complicat- then automate the monthly use tax accrual process and
ed. Large companies with operations in numerous jurisdic- provide clients with the needed data to assist the taxpayer
tions can find that there are situations that will be quite in defending against outside auditors. Virginia has issued

complex and that the procurement card program can make a recent ruling (P.D. 95-275) that verifies the state's accep-
them even more complex regarding sales/use tax. tance of an automated tax reporting mechanism in place of

paper invoices. Of course, the reporting process must con-

Example: Cardholder located in State A is buying tain the required data elements.
100 widgets from a vendor in State B, having 50

widgets shipped to State A, and the rest drop It is likely only a matter of time before corporations
shipped to five other States. Two of the other with less than perfect alternative documentation proce-
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dures begin being hit with large audit assessments (includ- use of such permits simplifies the sales/use tax issues that

ing penalty and interest). By necessity, these corporations arise out of the use of procurement cards because none of
will then put pressure on the credit card companies to the corporation's purchases within that State will be taxed,
provide an automated solution. and the corporation is responsible for self assessment of

use tax on all purchases. This approach has limited appli-
Interim Approaches/Alternatives. Until an automated cation because fewer than 30 States currently have such

solution emerges, there are a number of approaches and provisions. Moreover, obviously each State has different
alternatives that corporations can implement to mitigate rules on the application and granting of this treatment.

potential compliance problems and audit assessments. In
the short term, the corporation must ensure that there are Shortcut/Estimated Approaches. This approach in-

processes, strategies, and resources in place to: volves the implementation of shortcut processes using val-
id and reasonable assumptions in estimating use tax pay-

Accrue and report use tax on a monthly basis, and ments to taxing jurisdictions and negotiating the validity
of those assumptions on audit. This approach may be some-

Ensure the monthly card statements and backup what dangerous in that negotiation in the audit process
are properly archived for audit purposes. may not give the corporate taxpayer much leverage. How-

ever, if a corporation is present in relatively few jurisdic-
Implement and Ensure Strict Adherence to Internal tions, has a good working relationship with taxing author-

Procedures, and Provide Properly Resources for the ities, and has a well thought out and documented method-
Function(s) Responsible for Tax Reporting. The procedures ology, this approach may be effective.
for card usage and cardholder responsibilities (including
specific requirements regarding sales/use tax documenta- Another approach is to negotiate on the front end (pri-
tion) should be implemented on the front end and strictly or to audit) with the taxing authorities about the propriety
enforced. The process should be internally audited on a and acceptability of shortcut approaches, assumptions, and
periodic basis to ensure compliance. Cards should be pulled estimated payment methodology. Although there may be
from cardholders who do not provide the necessary tax some risk in such an approach, the upfront negotiations
information and documentation, as well as from those who may offer a good solution for corporate taxpayers with good
otherwise abuse the company's procedures. The internal relationships with the taxing authorities, especially when
audit process should also include an analysis of cardhold- purchases occur in a limited number of jurisdictions and
ers for purchasing patterns that could assist in identifying the company can document its methodology.
either cardholders or departments with specific sales/use
tax problems, or patterns that require less ongoing sales/ Examples of shortcut approaches are to perhaps limit
use tax analysis (i.e., all exempt purchases, etc.). the usage of the cards to only in-state vendors registered to

collect sales tax, thereby eliminating any need to accrue

The Tax Department should ensure that the appropri- and report use tax on card purchases. Another approach
ate internal corporate personnel and senior management sometimes suggested by the card companies is to not re-

understand that purchases in the procurement card pro- strict the purchases but simply to assume that all purchas-
gram still need to be analyzed for sales/use tax consider- es from out of state vendors charged no tax, and that all in-
ations. The appropriate corporate department (Accounts state vendors did charge tax. In this scenario, the company
Payable, Purchasing, or the Tax Department) should have would accrue and report use tax on all out of state vendor
sufficient staff and resources to analyze these transactions purchases without any analysis of each purchase. Depend-
to ensure compliance with use tax accrual procedures and ing on a company's situation, however, the prospects of
the maintenance of proper documentation. Internal auto- either overpaying or underpaying are significant.
mation of processes should be initiated where possible to
assist in this manual review and analysis process. Reserve and Hope. This approach is generally to esti-

mate the potential liabilities (including tax, penalty, and
A systematic approach is required for large companies interest) and reserve for these liabilities while hoping ei-

(many cardholders) with purchases in a large number of ther that the company will not be audited or that a reason-

jurisdictions. Usually, such companies encounter extraor- able settlement can be negotiated with a jurisdiction in the
dinarily complex situations (e.g., a cardholder in one State audit process. This is probably the least desirable approach
may be buying goods, taxable and non-taxable, for multiple in that a company that adopts an ostrich-type approach
sites in other States). Documentation of these transactions and refuses to address fundamental tax issues may find
and strict adherence to established procedures are essen- itself headless. There are also significant risks that a state
tial. or local jurisdiction could make a case for willful neglect,

which would carry with it significant adverse consequenc-
Other Short-Term Approaches es. Worse case, of course, is that the company's officers and
Not Requiring Extensive Resources management might be held personally liable and even sub-

ject to criminal penalties depending on the jurisdiction
Direct Pay Permits. Securing direct pay permits can be involved.

a very effective means ofcontrolling procurement card prob-
lems depending on the company's purchasing patterns and
situation. In States that have provisions for direct pay, the (continued on page 104)
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The Effect of the

IRS District Office Reorganization
on Corporate Taxpayers

By
George A. O'Hanlon and Michael A. Urban

Introduction The Roles of TEI and its Members

Much has been said and written about the Internal District Directors are continuously striving to improve
Revenue Service reorganization since it was announced in communications and relationships between the IRS and

May 1995. In 30 of the current 63 districts, the positions of tax professionals. With many districts doubling or even

District Director, Assistant District Director, and Division tripling in size, however, the Directors will have a difficult
Chiefs, as well as some Branch Chief positions, will be time maintaining existing levels of personal involvement,
eliminated. In some districts this has occurred already, but let alone forging new relationships. Taxpayers, however,
in all of the affected districts it must happen by no later should seek the same level of customer service they are

than October 1, 1996. According to the Service, "these currently receiving. Accordingly, professional groups such

changes are intended to streamline the management and as TEI and their members must: (1) be watchful for any
management support of field oper- loss of top-level availability, (2)
ations," reduce overhead, and "pro- seek out and meet with the new

vide the flexibility to make better GEORGE A. O'HANLON is National Direc- district managers to establish
use of [the IRS's] resources and to tor of Federal Tax Examinations in the Wash- new contacts and discuss expec-
better serve [its] customers and ington National Tax Services office of Price tations and areas of mutual con-

address non-compliance." Waterhouse LLP. MICHAEL A. URBAN is cern early on, and (3) let the Dis-
a Senior Manager in the same office. trict Director know when prob-

It will take initiative and ef- lems arise.
fort on the part of professional or-

ganizations such as Tax Executives Institute to create new The vigilance and involvement of professional organi-
relationships with the district management in the recon- zations such as TEI are crucial, since their members deal
figured districts after their existing local management- with the IRS on a continuing basis and thus will be able to

level contacts are gone. Access to the District Director in identify trends or repeated problems that individual tax-
the new districts may prove to be difficult. Distance and payers, who deal with the IRS only occasionally, will fail to

time become obstacles. Professional groups may find it notice.
difficult to make their voices heard at the high level within

the IRS to which such organizations have become accus- Trouble Signs
tomed. It also seems clear that some TEI chapters will no

longer align with IRS districts. The IRS has been, and still is, concerned about provid-
ing excellent service to all taxpayers. Nevertheless, be-

The reconfigured districts will, of course, have a Dis- cause of the magnitude of the organizational changes that
trict Director, but he or she may be located hundreds of are already occurring, and will continue to occur over the
miles farther away from a particular taxpayer than is cur- next year or so, the potential for slippage in service and
rently the case. The District Director's attention can be- personal attention from top-level district management is
come spread thin over many new and, perhaps, unfamiliar very real. Three of the most important potential problem
problems. For example, the current Milwaukee, Des areas - access to management, communication, and atti-
Moines, and Omaha districts will constitute the new Mid- tude are discussed below. Other signs of trouble that
west District. The District Director will be located in Mil- TEI members should be watchful for include:

waukee, which is almost 400 miles from Des Moines and

more than 500 miles from Omaha. Similarly, the St. Paul, deviation from the IRS's goal of providing "one-
Fargo (North Dakota), and Aberdeen (South Dakota) dis- stop service," evidenced by being transferred from
tricts will be combined to form the North Central District, place to place or person to person, and repeatedly
with its headquarters in St. Paul. The most glaring exam- having to explain your issue, question, or situa-
ple is the new Rocky Mountain District, headquartered in tion;
Denver, which will encompass, in addition to the Denver

District, the present-day Boise, Helena, Salt Lake City, an excessive amount of time being taken to re-

and Cheyenne districts. solve problems; and
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lengthening response times, especially in the Attitude
Problems Resolution Program area.

The many changes that IRS employees are currently
Access to Management experiencing are perceived by many employees as involun-

tary or "forced" changes. Forced change is often the most

If TEI members are not able to meet or converse with difficult type of change for people to deal with, particularly
district executive-level managers as often as in the past when such change is coupled with budget cuts that affect

and feel it is hurting their working relationships with the both the working conditions of employees and the ability of

IRS, they should bring it to the attention of the National management to support front-line workers. Any decline in

Office. Once working relationships break down, communi- taxpayer service or the quality of the IRS's work may first

cation, the spirit of cooperation, commitment to quality, manifest itself in the attitudes of IRS employees or man-

timeliness, and customer service all generally suffer. agement. If employees become dissatisfied or encounter

problems with their work environment or working condi-
tions caused by the reorganization, the byproducts may be

Communication a decline in the quality of their work product or perhaps
even a lack of concern for customer service.

Establishing and maintaining good lines of communi-

cation is crucial. If TEI members notice any change in Conclusion

either their ability to get information from the IRS or the

IRS's ability to distribute information in a timely manner, A changing organization always needs both internal

they should voice their concerns. Monitoring of the quality support and support from its outside stakeholders, partic-
of communication should not be limited to case-related ularly customers. As the IRS's customers, TEI members

work, but should also include the IRS's ability and willing- should support the reorganization of the IRS because it is

ness to disseminate information on policy, tax law, and happening right now, and will happen with or without

procedural issues, and its willingness to provide input to TEI's involvement. Effective and responsible support on

practitioner newsletters, provide speakers, and conduct the part of TEI and its members, however, requires that

educational seminars. TEI members should be alert for they be watchful to ensure that one of the IRS's principal
any delays in the release of information and any unrespon- intentions of the reorganization to better serve its cus-

siveness to requests for advice or clarification regarding tomers - is met.

IRS or tax-related issues.

Corporate Procurement Card Programs: Are They Paperless Chaos?

(continued from page 102) al must be involved on the front end to ensure that senior

management is fully informed of these issues so that a true

Outsource Voucher Program Alternative. Several com- picture of the actual savings can be considered. Moreover,

panies specializing in outsourcing have come to recognize if a company has not yet considered such a program, the

both that corporate procurement card programs have short- Tax Department may wish to consider introducing this

comings in respect of ensuring sales/use tax compliance concept - setting up itself as the "driver" of the process

and that a market niche might exist for them to fill. These while ensuring the tax implications are properly addressed.

companies have set up a service involving the usage and

implementation of a voucher program in lieu of a procure- The long-term solution to the potential negative sales/

ment card program. The basic premise is that instead of use tax implications appears to be that the card companies

issuing credit cards to your company personnel, they would need to provide automated solutions (point-of-sale data

develop vouchers that would be accepted by the vendors. collection), which will permit corporate clients to fully re-

Under such a program, the voucher company would be alize the benefits of these imaginative programs. Corpo-
responsible for obtaining and providing the corporate cli- rate clients should, perhaps collectively, pressure the card

ent with all necessary sales/use tax data. companies to provide this solution sooner rather than lat-

er. Until this solution is implemented, there are a number
Conclusion of interim steps that can be taken to mitigate the potential

negative impact of these issues. The only interim approach
Even with their potential negative sales/use tax impli- that seems to offers little or no risk regarding sales/use tax

cations, corporate procurement card programs offer signif- exposure is to properly staff the appropriate tax reporting
icant savings to the business community. Tax professionals functions to ensure that this data is properly captured and

obviously need to be aware of the various card programs, reported. This obviously means that proper sales/use tax

how they work, and the overall benefits they can provide. reporting will likely offset, to some extent, the projected
These programs are usually marketed in a way that makes overall benefits (required resources etc.) ofthese programs.
it easy for a company to overlook the potential negative
implications regarding sales/use taxes. The tax profession-
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Proposed Section 3121(v) Regulations:
Application of Employment Taxes to

Nonqualified Deferred Compensation

By
Paul T. Shultz and Ian A. Herbert

In January 1996, the Internal Revenue Service gave employers and practitioners a belated holiday gift in the form of
long-awaited guidance on the Social Security tax treatment of amounts deferred under a nonqualified deferred compensa-
tion plan. Proposed regulations under section 3121(v) ofthe Internal Revenue Code clarify many of the concepts involved in
the determination of the taxability of these amounts. Generally, the proposed regulations are reasonable and even generous;
they provide employers with significant flexibility both in determining the timing and amount of the FICA liability and in

withholding and paying the tax on any amounts deferred under a nonqualified plan. In addition, the proposed regulations
are quite thorough. This article describes the rules governing the FICA taxation of nonqualified deferred compensation
under the proposed regulations.

Background Unfortunately, the statutory language says little more

than this, leaving open a number of questions about the
In 1983, when Congress last made broad amendments precise manner in which section 3121(v) is applied. Specif-

to the Social Security system, one if its changes was to ically, it has been unclear
impose Social Security-related (FICA) taxes upon cash-or-
deferred arrangements under section 401(k) of the Code What plans are subject to section 3121(v)
and upon nonqualified deferred compensation by adding What constitutes a "substantial risk of forfeiture"
section 3121(v) to the Code. Generally, an employee's wag- How to determine the amount that is required to
es are subject to FICA taxes when they are paid. Employ- be subject to FICA tax for any year.
ers and employees are equally liable for FICA taxes, which
consist of Old-Age, Survivors and Disability Insurance Before publication of the proposed regulations, there
(OASDI) tax (at a rate of 6.2 per- was virtually no elaboration on

cent ofwages) and Hospital Insur- the application of these rules. The
ance (Medicare) tax (at a rate of PAUL T. SHULTZ is a partner in the New only meaningful guidance was

1.45 percent of wages). Thus, sub- York and Washington, D.C., offices of Suth- the relevant legislative history,
ject to a cap on the amount ofwag- erland, Asbill & Brennan, where his prac- very few letter rulings,¹ some lan-
es subject to the OASDI portion of tice is concentrated in all areas of employ- guage in the instructions to Form
the tax, employers and employees ee benefits law. Mr. Shultz received his W-2 (unrelated to FICA taxation),
each pay a total tax of 7.65 per- A.B. in 1962 from Princeton University and and a single decision of the U.S.
cent of wages. "Wages" are defined his J.D., with distinction, in 1966 from Claims Court.2 And the guidance
broadly in section 3121(a) to in- Cornell Law School, where he was Manag- provided by these documents was

clude almost all remuneration pro- ing Editor of Law Review and a member of limited indeed: Apart from state-
vided for services rendered. Order of Coif and Phi Kappa Phi. ments in the legislative history
Amounts deferred under a non- and in the letter ruling to the ef-

qualified plan, however, are sub- IAN A. HERBERT is an associate in the fect that a "substantial risk of for-
ject to a special rule under section Washington, D.C., office of Sutherland, As- feiture" is to be determined in
3121(v). Under this rule, these bill & Brennan, where his practice is also accordance with the principles of
amounts are subject to FICA taxes concentrated in all areas of employee ben- section 83, the available guidance
on the date on which the services efits law. Mr. Herbert received his A.B. in addressed only the first of the
giving rise to the amounts are per- 1982 from Washington University, his J.D. three issues described above.
formed or, if later, the first date on in 1985 from the University of Illinois, and
which the employee's rights to the his M.B.A. in 1987 from the Wharton For much of the period since
deferred amounts are not subject School of the University of Pennsylvania. the enactment of section 3121(v)
to a substantial risk of forfeiture. in 1983, guidance on its applica-
Once an amount is subjected to tion was largely unnecessary.
FICA taxes, it and the income it earns are not taxed again Because nonqualified deferred compensation is typically
(i.e., when actually paid). paid to higher-paid employees, and because the inclusion

of these amounts in the employee's wages subject to FICA
tax frequently occurs while the employee is actively em-

1 E.g., PLR 9051003 (Sept. 18, 1990). ployed and typically earning wages in excess of the FICA
2 Buffalo Bills, Inc. v. United States, 31 Fed. Cl. 794 (1994). taxable wage base, the rules of section 3121(v) had essen-
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tially no effect. When the cap on the amount of wages compensation) and a phantom stock award (which is de-

taken into account for purposes of the Medicare portion of ferred compensation)?
the FICA taxes was increased to $125,000 in 1991 and then

eliminated in 1994, however, clarification of section 3121(v) Similarly, restricted property is specifically excluded

became critical to enable employers to determine, collect, from the definition of deferred compensation, but the pro-

and remit the taxes. Recognizing this fact, but neverthe- posed regulations state that an agreement to pay property

less being unprepared to issue com-
in the future may give rise to de-

prehensive instruction, the IRS pub- ferred compensation. What is the

lished Internal Revenue Notice 94- difference between, for example, a

96,³ which permitted taxpayers to Because it may be current grant of restricted stock and

adopt any reasonable good-faith in- an agreement to pay the same num-

terpretation of section 3121(v) until advantageous to treat an ber of shares of unrestricted stock

the issuance of regulations. Those amount as deferred in the future coupled with a current

regulations have now been issued, grant of dividend equivalents and

in proposed form. compensation rather than the ability to direct the vote of that

number of shares? Because, depend-

The Proposed Regulations current compensation (or vice ing upon the circumstances, it may

versa), careful planning may
be advantageous to treat an amount

Plans Subject to Section as deferred compensation rather

3121(v). Generally, any plan that enable an employer to create than current compensation (or vice

provides for the deferral of compen- versa), careful planning may enable
an arrangement that both

sation from one year to another - an employer to create an arrange-

even if only for a brief period - is meets its desired objectives ment that both meets its desired ob-

subject to section 3121(v).⁴ The pro- jectives and produces the desired

posed regulations do, however, pro-
and produces the desired FICA tax treatment.

vide several exceptions to this rule. FICA tax treatment. Substantial Risk of Forfei-

First, amounts paid in accor-
ture. Consistent with section

dance with an employer's ordinary 3121(v)'s legislative history and Pri-

payroll practice after the end of a
vate Letter Ruling 9051003, the pro-

calendar year and for the final pay period of the year or for posed regulations provide that whether a substantial risk

a pay period that overlaps the year-end are not amounts of forfeiture exists is to be determined in accordance with

deferred under a nonqualified plan. Hence, they are not

subject to section 3121(v). (In other words, they are subject 3 1994-2 C.B. 564.

to FICA tax when paid.) Second, if amounts are paid with- 4 In setting forth this rule, the IRS essentially acquiesced to the

in two-and-a-half months after the end of the calendar holding in the Buffalo Bills case, in which the Claims Court applied

year in which the employee performed the services for a literal definition of the term "deferred."

which the payments are being made, the employer may 5 To a certain extent, the IRS has coordinated the FICA rules with

elect to treat these amounts as not being subject to section the rules governing an employer's deduction for deferred compensa-

3121(v), if all employees and all similar plans are treated tion. Generally, an accrual basis taxpayer is entitled to deduct

alike.⁵ Finally, the regulations specifically exclude stock amounts paid as compensation for services rendered in the year in

which the services are performed. If the compensation is paid pur-
options, stock appreciation rights, stock value rights,

suant to a nonqualified deferred compensation plan, however, the

awards of restricted property, welfare benefits, benefits employer is entitled to the deduction, in accordance with section

provided in connection with certain impending termina- 404(a)(5), only in the year in which the employee treats the compen-

tions of employment or under a plan established after ter- sation as taxable income. For the purpose of this rule, an amount is

mination, and excess parachute payments from the scope presumed to be paid pursuant to a nonqualified deferred compensa-

of section 3121(v). Phantom stock plans, however, are con-
tion plan if it is paid more than two-and-a-half months after the end

of the year in which the services giving rise to the payment were

sidered deferred compensation plans subject to this sec-
performed; an amount paid within this period is generally consid-

tion. This rule is consistent with the approach reflected in ered current, rather than deferred, compensation. This approach
the instructions to Form W-2.6 reflects an accommodation of the holding in the Buffalo Bills case

and the position the IRS took in PLR 9051003, in which the IRS

This purported bright-line test produces some incon- concluded that amounts will not be considered deferred compensa-

sistencies and, therefore, some planning opportunities. In tion for purposes of section 3121(v) if they are not deferred compen-
sation for purposes of section 404(a)(5).

particular, phantom stock arrangements are specifically
identified as deferred compensation plans, but stock value

6 In completing Forms W-2, employers must indicate, in Box 11,
the amount "that was distributed or became taxable because the

rights, which are defined as devices that give an employee
substantial risk of forfeiture lapsed" under a nonqualified deferred

the right to the difference between the value of a share of compensation plan. The instructions further state:

stock and a specified amount greater than zero (apparently
to distinguish them from stock appreciation rights), are

Nonqualified plans include those arrangements traditionally
viewed as deferring the receipt of current compensation. Ac-

not. If a stock value right pays the difference between cordingly, welfare benefit plans, stock option plans, and plans
market value and some nominal amount, what is the dif- providing dismissal pay, termination pay, or early retirement

ference between that arrangement (which is not deferred pay are not nonqualified plans.
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principles applied under section 83. Thus, an employee's provides for vesting in percentages of the account balance
right to deferred amounts is generally subject to a substan- over a period of years, e.g., 20 percent each year beginning
tial risk of forfeiture for as long as the employee is re- on the third anniversary of participation, the same princi-
quired to perform additional services to be entitled to pay- ple applies to each separately vested portion of the account
ment of the amounts (i.e., until the employee becomes sub- balance
stantially "vested" in his benefit under the plan).

Example 2. Jill Smith is a participant in the plan
Example 1. Company X maintains a nonqualified plan described in Example 1 and amounts deferred under the

under which an amount equal to ten percent of a partici- plan are credited with interest at an annual rate equal to
pant's compensation is deferred under the plan on the last the one-year Treasury bill rate (which, for the purpose of
day of each year. Under the terms of the plan, the partici- this example is assumed to be six percent per year). Jill
pants vest in 20 percent of their interest in the plan on the Smith earns $150,000 a year and becomes a participant in
third anniversary of their participation in the plan and in the plan January 1, 1996. On January 1, 1999, Jill becomes
an additional 20 percent on each succeeding anniversary. A vested in 20 percent of her interest under the plan. At that
participant in the plan does not have wages as a result of time, $47,754 (i.e., ($15,000 X 1.06²) + ($15,000 X 1.06) +

participation in the plan until the third anniversary of the $15,000) is credited to her account under the plan. Conse-
date on which he or she commenced participation. On that quently, as of January 1, 1999, Jill has wages for FICA tax
date, and on each anniversary of that date, a portion of the purposes of $9,550.80 (i.e., $47,754 X 20%). On January 1,
participant's interest in the plan ceases to be subject to a 2000, Jill vests in another 20 percent of her account, which
substantial risk of forfeiture and, therefore, the partici- at that time has a balance of $65,619.24 (i.e., ($47,754 X

pant has wages that are required to be taken into account 1.06) + $15,000). Although the amount in which Jill has a

for FICA purposes as of each of these dates. In addition, vested interest is now $26,247.70 (i.e., $65,619.24 X 40%),
the participant has FICA wages each year after becoming the FICA wages she has for the year do not equal the
100 percent vested in his or her plan interest. The amount difference between that amount and the amount of wages
treated as wages in each of these years is generally equal she had as a result of participating in the plan in 1999.
to the value of the participant's vested interest in the plan Rather, the income on the $9,550.80 that were wages in
in each year, reduced by the total amount previously taken 1999 is exempt from FICA taxation in 2000. Thus, the
into account and by income attributable to that amount. amount of wages that Jill has in 2000 is $16,123.85 (i.e.,
Because the determination of what amount has been taken ($26,247.70 - $9,550.80) ($9,550.80 X .06)).
into account and what amount is interest on that amount

can be fairly complicated, a detailed discussion of this The IRS was alert to potential abuse of the statutory
issue, including examples, is set forth in the next section of exclusion from FICA taxes of income on amounts previous-
this article. ly subject to the taxes through the use of excessive interest

or other investment performance standards. Thus, the pro-
Determining the Amount Subject to FICA Tax. The posed regulations state that not all amounts denominated

rules governing the timing and amount of FICA taxation as "income" under the terms of a plan are treated as such

distinguish between "account balance plans" and "nonac- and impose limitations on the extent to which additional
count balance plans." amounts credited to an employee's account are in fact treat-

ed as income exempt from FICA taxes. Specifically, an

Account Balance Plans. An "account balance plan" amount credited to a participant's account may be "income"
is essentially a defined contribution plan - one under if it is determined by reference to the actual rate of return
which deferred amounts and additional amounts treated for the year on a predetermined actual investment (regard-
as income thereon are credited to a participant's account less of whether any assets are actually invested in the
and the benefit payable from the plan is based solely on the investment) or, if no predetermined actual investment is

participant's account balance.⁷ The section 3121(v) rules specified, a reasonable interest rate (as determined by the
for account balance plans are rather straightforward. In a IRS). If the earnings credited to an employee's account

plan that provides for 100-percent vesting in the entire exceed whichever of these amounts is applicable, the em-

account balance, in the year in which an employee becomes ployee will be taxed on wages equal to the excess of the
vested in his benefit under such a plan, the amount includ- amount credited to the account over the amount that would
ed in wages subject to FICA tax for the year is the total be determined using the mid-term applicable federal rate
amount credited to the employee's account at the time he (AFR) for January 1 of the year. Presumably, the IRS will
becomes vested (including income on amounts previously issue guidance on what will constitute a "reasonable inter-

deferred, if any). In subsequent years, the FICA wages the est rate" (e.g., Treasury bill rates, "GATT rates," i.e., the
employee has for the year generally include only the addi- rates used to calculate certain lump-sum distributions from
tional amount deferred for that year. As previously noted, qualified pension plans, etc.). Until that time, however, an

income on amounts previously treated as wages subject to employer can be certain that an amount intended to be
FICA taxes are not subject to these taxes. In a plan that income will not be treated as wages only if an investment

is specified in the plan or if interest is credited at a rate

7 Individual accounts, however, need not be maintained for indi-
equal to or less than the AFR. In addition, the regulations

vidual participants for the plan to be an account balance plan. It is
make it clear that if earnings are credited at a rate equal

sufficient if individual participants are entitled to a specified por- to the better of the rates on two investments, no invest-
tion of a pool of assets that is maintained for all plan participants. ment will be considered "predetermined." In this case, the
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AFR will again determine the amount treated as income previous year, assuming a constant interest rate assump-

for FICA tax purposes, and any excess will be treated as tion.) Consequently, the regulations treat this portion of

wages. Similarly, although the proposed regulations do not the increase in the present value as income on amounts

specifically say so, officials from Treasury and the IRS previously taken into account and, thus, as exempt from

have stated that the AFR will also be the measure of the FICA taxation.

amount of income where a plan provides for income to be

credited at a rate earned by a specific investment or, if Example 3. Employer Y establishes in 1996 a nonac-

greater, a specified rate of interest (even if the rate is count balance plan under which participants are entitled

reasonable). to receive, at age 65, a life annu-

ity equal to two percent of "final

Further, even if additional If the amount of the FICA wage average earnings" for each year

credits to a participant's account of service. All participants are

under an account balance plan inclusion cannot be readily always fully vested in their ben-

are denominated as income and calculated by the end of the year,
efits under the plan. Jane Jones

do not exceed the permissible is a participant in the plan who,

amount, they will not be treated an employer may use the as of December 31, 1996, is 60

as income exempt from FICA tax- years old and has 25 years of

ation if the amounts with respect
"estimated method" or the "lag service and "final average earn-

to which they purport to be in- method" to make the calculation. ings" of $100,000. Consequently,

come have not actually been tak- she is entitled to a receive a life

en into account for FICA tax pur- annuity of $50,000 which, using

poses. For an amount to be "taken into account," the em- reasonable actuarial assumptions, has a present value of

ployer must pay the applicable FICA tax. If the employer $375,000. Employer Y includes this $375,000 in Jane's

has not done that, any amounts that would be treated as wages subject to FICA tax and, as of December 31, 1997,

income- along with the underlying deferral are subject Jane has "final average earnings" of $104,000, entitling

to FICA tax when paid. her to a life annuity at age 65 of $54,080. Even though this

life annuity has a present value, using the actuarial as-

Nonaccount Balance Plans. A "nonaccount balance sumptions used at the end of the previous year, of$435,000,

plan" is defined as any arrangement that in not an "ac- Jane does not have additional wages subject to FICA taxes

count balance plan." Generally, nonaccount balance plans of $60,000 (i.e., $435,000 $375,000). Rather, Jane has

will be defined benefit arrangements under which an em- FICA wages equal to the present value (using the same

ployee is promised a specified amount at a specified time. actuarial assumptions) of a life annuity of $4,080 (i.e.,

Not all nonaccount balance plans, however, will resemble $54,080 - $50,000) beginning at age 65, or $33,000. The

usual defined benefit pension plans, under which a partic- $27,000 difference between $60,000 and $33,000 is consid-

ipant is promised an amount related to his service with ered income on the $375,000 previously taken into account

and compensation from the employer. Although the point is and, therefore, is exempt from FICA taxation.

not made explicit in the proposed regulations, government
officials have said that a plan is not an account balance Although the present value of an employee's benefit

plan if the participant's benefit does not include an inter- under a nonaccount balance plan can be determined at any

est component. The typical long-term incentive plan, under time, uncertainties relating to future benefits (e.g., the

which a participant will receive a specified amount if the form in which the benefit will be paid, the possibility that

participant or the employer attains predetermined perfor- the benefit when paid will include some sort of early retire-

mance goals, generally does not include an interest ele- ment subsidy, the amount of any benefit payable from an

ment and, therefore not being an account balance plan, is underlying qualified plan, etc.) can make this determina-

a nonaccount balance plan. tion especially complicated. Accordingly, the regulations do

not require that any amount under a nonaccount balance

The amount includable as FICA wages as a result of plan be taken into account for FICA tax purposes until the

an employee's participation in a nonaccount balance plan date on which it becomes reasonably ascertainable." (This

is generally equal to the increase in the present value of date is referred to in the regulations as the resolution

his benefit under the plan over any present value previ- date.") An amount is considered "reasonably ascertainable"

ously treated as FICA wages. Any reasonable actuarial only if the sole actuarial or other assumptions needed to

assumptions can be used to determine the present value of determine the amount deferred are interest, mortality and

a benefit; in addition, certain assumptions that reflect the cost-of-living assumptions.
probability that all or a portion of a benefit will not be paid
can be taken into account. The regulations recognize, how- It is important to note that the rule delaying the recog-

ever, that a certain portion of the increase in the present nition of wages for FICA tax purposes until the resolution

value of a benefit is attributable solely to factors related to date is a doubled-edged sword. On the one hand, it reflects

the passage of time. (Because of the shortening of the the most administratively practicable approach; on the oth-

discount period and because an individual's life expectancy er hand, it has the potential for requiring a tremendous

decreases each year by less than a full year, the present amount of wages to be taken into account in the first year

value of a specified sum at the end of any year is greater that deferred amounts become reasonably ascertainable.

than the present value of that sum as of the end of the Accordingly, the regulations allow an employer to elect to
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include an amount in an employee's FICA wages as of any There is a potential for the employer and employ-
earlier date on or after the time at which the relevant ees to make unrecoverable overpayments.
services have been performed and the employee's rights to
the deferred amounts are vested. (This date is referred to As previously noted, where the resolution date occurs
in the regulations as the "early inclusion date.") If it is after the statute of limitations has run for the year includ-
determined at the resolution date that the aggregate value ing the early inclusion date, the employer will not be per-
taken into account on all early inclusion dates (plus income mitted to claim a refund for any FICA taxes it overpaid.
on that value) is less than the value of the benefit at the Although it is impossible to make any universal assertions
resolution date, the difference must be made up at that about which approach is more beneficial, in many cases the
later date. If the aggregate amount taken into account on cost savings from reducing the number of actuarial calcu-
all early inclusion dates is greater than the value deter- lations (and waiting until most factors needed to make
mined as of the resolution date, the employer will be able these calculations are known) will outweigh the benefits of
to claim a refund of the amounts overpaid, but only as long treating amounts as subject to FICA taxes as of an early
as the refund is otherwise available. Thus, if the resolution inclusion date.
date occurs after the statute of limitations has run for the
year including the early inclusion date, the employer will Withholding and Paying FICA Taxes. Generally,
not be permitted to claim a refund for any overpayments of FICA taxes must be withheld and paid at the time the
FICA taxes. deferred amounts are required to be taken into account.

Nevertheless, the proposed regulations allow a good deal of
As previously noted, where an employer treats amounts flexibility on these timing issues. First, the regulations

as wages as of an early inclusion date and is then required provide a "rule of administrative convenience" pursuant to
to treat additional amounts as wages as of the resolution which an employer may withhold and pay taxes at any
date, income on amounts taken into account prior to the time before the end of the calendar year in which the
resolution date are not wages as of the resolution date. The amounts are required to be treated as FICA wages. In
regulations specify that the income on the amounts previ- addition, if the amount of the FICA wage inclusion cannot
ously taken into account is determined using interest rate be readily calculated by the end of the year, an employer
and, where applicable, mortality assumptions that are rea- may use the "estimated method" or the "lag method" to
sonable as of the early inclusion date. This rule is not make the calculation.
necessary an intuitive one. Because much time can pass
between the early inclusion date and the resolution date, Under the estimated method, the employer may make
"reasonable" actuarial assumptions may have changed con- a reasonable estimate of the amount required to be taken
siderably. Moreover, because all relevant information is into account and withhold and pay FICA taxes on these
known as of the resolution date, it seems proper to use amounts by the end of the year. If the employer underesti-
assumptions that are reasonable in respect of the entire mates the wage inclusion, the shortfall can be treated as

period between the two dates. Perhaps this rule will be wages (1) in the year in which the amounts were deferred
modified when the regulations are finalized. (and the employer must correct the Forms W-2, W-2c, and

941 for that year), or (2) during the first calendar quarter
Perhaps the most significant choice an employer is of the following year. Income on the shortfall to the date of

required to make under the proposed regulations is be- withholding and payment of FICA taxes is not treated as

tween waiting until the resolution date to treat deferred wages subject to FICA tax. If the employer overestimates
amounts as wages or taking them into account as wages as the wage inclusion, it can claim a refund for the overpay-
of an early inclusion date. The advantages of taking ment.
amounts into account as of an early inclusion date are the

following: Under the lag method, the employer can calculate the
deferred amount and make the payment by its first deposit

The employee probably has other wages in excess date after the close of the first calendar quarter of the next
of the OASDI wage base, SO that no deferred year. Unlike under the estimated method, income earned
amount will be subject to this portion of the tax. on the deferred amount through the date on which the

FICA taxes are withheld and paid is treated as additional
The exclusion from wages of income on amounts wages under the lag method. The proposed regulations are

previously taken into account gives rise to "inside not entirely clear, however, on the extent to which this
build-up" within the plan that is free from FICA "income" is treated as wages. Is the income to be calculated
tax. from the date on which the amount was required to be

taken into account (i.e., when the underlying services were

The amount taken into account in any one period performed or when any substantial risk of forfeiture
may be minimized. lapsed), or is the income to be calculated from the last day

of the calendar year? Technically, the "rule of administra-
The disadvantages, relative to waiting until the reso- tive convenience" only requires that income from the last

lution date, are that day of the calendar year be treated as wages. Moreover,
this result is consistent with a rule that is intended to

Expensive actuarial calculations are needed more promote "administrative convenience; if the rule were oth-
frequently. erwise, the employer would be required to determine in-
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come from a date prior to the date as of which it is deter- taken into account as wages subject to FICA taxes prior to

mining the amount of underlying wages. the time that the relevant plan is established. Under the

regulations, a plan will be treated as established only as of

While the regulations offer employers a number of the latest of (1) the date on which it is adopted, (2) the date

choices (e.g., to treat an amount as wages as of the resolu- on which it becomes effective, or (3) the date on which the

tion date or as of an early inclusion date), it may be diffi- material terms of the plan are reduced to writing. Although

cult for the employer to determine which option is prefera- a transition rule provides relief for plans that are adopted

ble. With respect to the decision to use the estimated meth- and effective, but as-yet unwritten, if benefits are to be

od or the lag method for withholding and paying FICA paid from the plan after the effective date of the regula-

taxes, however, the choice for larger employers may be tions, it is important that the plan's material terms be

clear. Because employers that withhold and deposit more reduced to writing before the expiration of the transition

than $50,000 of employment taxes per year are required to period.
deposit these taxes daily, they will gain little additional

time under the lag method, and the cost of treating income Second, an employer may generally revisit its determi-

on the deferred amount earned during the lag period as nation of FICA liability for any year for which the statute

FICA wages could be significant. As a practical matter, of limitations has not run. 1993 is still an "open" year, and

therefore, most employers in this category will want to opt in 1993 there was still a cap on the amount of wages taken

for the estimated method. into account for purposes of the Medicare portion of the

FICA taxes. Under this transition rule, then, it may be

Transition Rules. The proposed regulations are gen- possible for employers to go back and treat as wages for

erally effective for amounts deferred and benefits paid on that period amounts that were not previously so treated,

or after January 1, 1997. For periods before that date, the thereby minimizing the extent to which amounts will be

regulations provide flexible transition rules. First, consis- subject to the Medicare portion of the tax. To the extent

tent with the interim guidance provided in Notice 94-96, that it is possible to do this, saving 2.9 percent of $135,000

the regulations provide that any determination of FICA for each affected employee may make taking advantage of

tax liability prior to the effective date of the regulations an early resolution date cost-effective where it otherwise

will satisfy section 3121(v) if it is made in accordance with might not be.

a reasonable, good-faith interpretation of the statute. (Of

course, a determination that is made consistently with the Federal Unemployment Taxes

proposed regulations will be considered to be based on a

reasonable, good-faith interpretation.) More significantly, Proposed regulations were also issued under section

for any year for which the statute of limitations has not 3306(r) of the Code, which sets forth for FUTA (i.e., federal

run, an employer who - using a reasonable, good-faith unemployment tax) purposes the same rule as section

interpretation of the statute - made a determination of 3121(v) does for FICA purposes. These regulations provide
FICA liability for an amount deferred under or paid from a that the rules in the proposed regulations under section

nonqualified deferred compensation plan that is inconsis- 3121(v) are applicable for the purposes of section 3306(r)

tent with the proposed regulations is given the opportunity as well.

to adjust its determination for that year. Additional transi-

tion provisions address situations in which employers ei- Conclusion

ther treated plans that are not nonqualified deferred com-

pensation plans as subject to section 3121(v) or failed to The proposed regulations under section 3121(v) pro-

treat nonqualified deferred compensation plans as subject vide much-needed guidance on the application of employ-
to section 3121(v). ment taxes to nonqualified deferred compensation. Gener-

ally, the rules set forth in these proposed regulations are

Although a detailed discussion of the transition rules quite reasonable and accord employers significant flexibil-

is beyond the scope of this article, these rules merit two ity. With careful analysis and planning, employers should

general comments. First, there are situations in which, be able to minimize the administrative burden, and per-

under the transition rules, it would be advantageous to haps the tax liability, in determining, collecting and remit-

treat amounts as having been deferred and taken into ting employment taxes with respect to nonqualified de-

account for FICA tax purposes in previous years. The reg- ferred compensation.
ulations make it clear that no amount can properly be

The IRS has solicited comments on the section 3121 (v) regulations.
Written comments and requests for a public hearing must be made by
April 24, 1996. IRS officials have expressed an intent to promulgate
final regulations before or shortly after the end of 1996.
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Notice 96-7: Request for Comments on

Further Capitalization Guidance

March 20, 1996

On March 20, 1996, Tax Executives Institute submitted the following comments to the Treasury Department and
Internal Revenue Service in response to IRS Notice 96-7, which requested assistance in identifying approaches the govern-
ment should consider to address the expense-versus-capitalization issue, particularly in light of the 1992 decision in
INDOPCO V. United States. TEI urged the IRS and Treasury to promulgate general guidance on the important issue of
whether certain expenditures may be currently deducted by taxpayers or, rather, must be capitalized. TEI's comments were

prepared under the aegis of its Federal Tax Committee, whose chair is Bruce H. Barnett of Cargill, Inc. The following
members contributed materially to the development of TEI's comments: Roger D. Wheeler of General Motors Corporation,
Richard N. Kappler of MCI Incorporated, and the 1994-1995 chair of TEI's Federal Tax Committee, Michael A. DeLuca of
Household International, Inc. Also contributing to the development of the comments were Joseph Migas ofMCI Incorporated
and Margaret Satko and Neil Miller of General Motors Corporation.

Introduction same burdens are imposed on taxpay- largest companies in the United
ers: to produce reams of information States and Canada. TEI represents a

Proper matching of income and replying to information document re- cross-section of the business commu-

expense in order to clearly reflect in- quests and to defend against unwar- nity, and is dedicated to the develop-
come has been a source of contention ranted proposed adjustments. ment and effective implementation of
between taxpayers and the govern- sound tax policy, to promoting the
ment since the inception of the in- Tax Executives Institute has uniform and equitable enforcement of
come tax. One recurring source of that monitored these developments and the tax laws, and to reducing the cost
friction is the requirement that prop- raised continuing concerns during and burden of administration and
er distinctions be drawn between cap- annual liaison meetings with officials compliance to the benefit of taxpay-
ital expenditures and deductible ordi- of the Department ofthe Treasury and ers and the government alike. As a

nary and necessary business expens- Internal Revenue Service. In Notice professional association, TEI is firm-
es. The Supreme Court's decision in 96-7,³ the IRS invited public comment ly committed to maintaining a tax
INDOPCO v. United States¹ which on the approaches it should consider system that works — one that is ad-
employed expansive, amorphous lan- to address issues raised under sec- ministrable and with which taxpay-
guage to adjudicate a narrowly cir- tions 162 and 263 particularly in light ers can comply.
cumscribed set of facts has sparked of INDOPCO. In response to that in-
another cycle of controversy. vitation, TEI submits the following TEI members are responsible for

analysis and list of issues that should managing the tax affairs of their com-

Indeed, despite frequent public be addressed to clarify that expenses panies and must contend daily with
assurances from the IRS National incurred are generally deductible. the provisions of the tax law relating
Office that "INDOPCO did not change Without guidance on these and other to the operation of business enterpris-
the law regarding capitalization,"² issues not addressed herein (for ex- es. We believe that the diversity and
agents have seized upon that deci- ample, the need for further clarifica- training of our members enable us to
sion's reference to "future benefits" to tion of the scope of deductible envi- bring an important, balanced, and
support novel capitalization theories. ronmental remediation expenditures), practical perspective to the need for
In many cases, agents have distended there will likely be protracted and guidance on the deductibility or capi-
the Supreme Court's decision, casting continuing disputes between taxpay- talization of expenditures in the af-
aside well-settled law and practice ers and the government. We shall be termath of the INDOPCO decision.
supporting the deduction of many pleased to discuss these issues in
business expenditures. In some in- greater detail. Overview
stances, agents have sought to undo
methods of accounting approved by A. The Need for
the National Office for a specific tax- Background General Guidance
payer. Regardless of the authority cit-
ed - whether sections 263 or 263A Tax Executives Institute (TEI) is Since INDOPCO was decided, the
or, more baldly, INDOPCO - the the principal association of business IRS has issued several helpful rul-

tax executives in North America. The ings limiting or explaining the appli-
Institute's approximately 5,000 mem- cation of this decision to certain ex-

* Footnotes appear on page 121. bers represent more than 2,700 of the penses. For example, in Rev. Rul. 92-
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80, the IRS held that advertising ex- TEI questions whether the IRS such rulings and taxpayers may be

penses are deductible notwithstand- can or should modify the private rul- compelled to litigate to achieve a re-

ing the presence of some future effect ing process in order to address capi- sult at variance with a published rul-
on business activities.⁴ The future talization issues separately from oth- ing.
benefit of advertising in nearly every er forms of private rulings. The limi-
instance is subsumed by the current tations of the private letter ruling The second limitation on the pri-
benefit. In Rev. Rul. 94-12, the IRS process suggest that private rulings vate letter ruling process is the diver-
held that incidental repairs continue are no substitute for published guid- sion of resources - in terms of time

to be deductible because INDOPCO ance. and money- for both taxpayers and
did not "change the fundamental le- the government. Obtaining a private
gal principles for determining wheth- The first limitation is the lack of letter ruling generally requires
er a particular expenditure can be precedential value of private letter months if not years, plus a significant
deducted. Similarly in Rev. Rul. 94- rulings under section 6110(j)(3). This commitment of taxpayer resources. As

38, the IRS held that soil remediation limitation protects the government a result, taxpayers seek private letter
and groundwater treatment expendi- from having taxpayer-favorable pri- rulings only (i) where a complex
tures continue to be deductible.⁶ vate rulings cited against its interest transaction is involved (and then only

by anyone other than the affected tax- for those transactions for which con-

Nonetheless, emboldened by IN- payer. On the other hand, taxpayer- summation of the transaction may be
DOPCO, revenue agents continue to adverse private rulings, while not deferred pending the receipt of a fa-
raise capitalization issues outside the strictly precedential, often achieve vorable ruling) or (ii) where the tax

narrow scope of that decision. If the the same result as a published ruling dollars at stake are significant but
for which the timeliness of a ruling is

not essential.

[E]mboldened by INDOPCO, revenue agents Matters loosely referred to as

continue to raise capitalization issues INDOPCO issues, however, frequent-
ly involve expenditures for items that

outside the narrow scope of that decision. are not attributable to discrete trans-

actions, are generally not segregated
for financial accounting purposes, and

IRS does not limit through advance since taxpayers must decide whether are not deferred (or deferrable) until
guidance the scope of the application to comport themselves with the rea- a ruling is obtained. Increasingly,
of INDOPCO, the number of cases in soning and result of the ruling, or — INDOPCO issues derive from expen-
controversy will flood all levels of is- should the issue arise during the ditures pertaining to normal, day-to-
sue resolution (Examination, Appeals, course of their own examination - day operating expenses that have
and litigation). Resolving these con- challenge the ruling's analysis. Thus, been challenged and reclassified by
troversies will consume a significant the lack of precedential value in pri- revenue agents as capital expendi-
amount of time and resources for tax- vate rulings creates a perception (if tures. Typically, such day-to-day op-
payers, the IRS, and the courts and not the reality) that the private rul- erating expenses are reviewed for
likely will be counterproductive to the ing process is more calibrated in fa- proper tax treatment only during the
IRS's goal of audit currency. Indeed, a vor of the government than the public course of the taxpayer's return-prep-
recent GAO report summarizing data ruling process. aration process. Given the time nec-

from the IRS's CENTAUR issue track- essary to develop the facts, research

ing system documents that capital The rationale for limiting the pre- the legal issues, draft the ruling re-

expenditure issues accounted for 42 cedential value of private rulings is quest, respond to government re-

percent of the disputes in Appeals as plain: the review process for private quests for additional information, and
of September 1994.⁷ Those numbers letter rulings is attenuated compared await a government ruling, the pri-
are likely to increase, though, because with that for published guidance. Spe- vate ruling process will not be helpful
of the continuing lag between exami- cifically, private rulings are reviewed or expedient in resolving issues; tax-
nation cycles involving INDOPCO is- and approved at the level of the payers often cannot even imagine that
sues and their resolution, especially Branch Chief of the Chief Counsel's an issue exists until a revenue agent
for large-case taxpayers. Office, while public rulings are often raises it because in many cases the

reviewed at the highest policy levels expenditure has been routinely de-
B. Private Letter Ruling within the IRS and the Treasury De- ducted and never challenged.

Process partment. Hence, under Treas. Reg. §
1.6662-4(d)(iii), published rulings are Hence, private rulings determin-

Notice 96-7 reminds taxpayers accorded greater weight for purposes ing the deductibility or capitalization
that they may obtain private letter of determining whether substantial of expenditures are more likely to

rulings concerning the deductibility authority exists to avoid the imposi- arise as technical advice memoranda.
or capitalization of specific expendi- tion of substantial understatement In that context, the issue that both
tures. The IRS requests comments on penalties. Moreover, published rul- revenue agents and taxpayers must
whether that process may be im- ings are given greater deference by assess before seeking guidance is

proved to facilitate advance resolu- taxpayers - especially since the Ap- whether the benefits obtained from
tion of these issues. peals Branch of the IRS is bound by invoking the ruling process outweigh
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the time and money required to re- ance. Where ruling guidelines or prin- avoid such a charge, taxpayers will

solving an issue. Although there will ciples are extant within the Chief be forced to devote significant time
always be individual cases where the Counsel's office (but unpublished), we and effort to reconstruct an allocation
expenditures are of sufficient magni- suggest that such guidelines or prin- or apportionment of time and related
tude to justify resort to the technical ciples be publicized in order that tax- costs to a particular project or assign-
advice process, the majority of cases payers may have more certainty in ment to defend against such an ad-
do not rise to that threshold. Notwith- properly preparing their tax returns. justment.
standing that the tax dollars at stake

in individual cases may be nominal, C. Recordkeeping Burdens In addition, the conclusory na-

the degree of controversy surround- ture of the "future benefit" argument
ing a particular issue may be great, Increasingly, agents have taken frustrates taxpayers because they are

especially where it is present in a the position that a particular project often compelled to undertake a futile
large number of cases. Compelling or expenditure results in some long- search for records that are unlikely to
numerous taxpayers to seek guidance term future benefit no matter how be accepted as persuasive in any
on the same issue or injecting the amorphous or attenuated that benefit event. The INDOPCO argument fre-
National Office into the examination might be. To develop a proposed ad- quently proffered by revenue agents
of the same issue in multiple cases is justment under INDOPCO, agents is illustrated by the following com-

neither wise nor efficient. seek records for associated costs - posite of boilerplate language: (1) IN-

often employee compensation - that DOPCO does not represent a change
Rather than permit the legacy of are routinely treated as period ex- in law; (2) income tax deductions are

INDOPCO to evolve slowly through penses and deducted in the year in- a matter of legislative grace; (3) the

private letter rulings, technical ad- curred. Since most companies do not burden to establish the right to the
vice memoranda, or litigation, TEI require employees to maintain daily claimed deduction is on the taxpayer;
urges the IRS and Treasury to pub- time sheets or records regarding time (4) expenditures providing future ben-
lish general guidance clarifying the spent on specific projects or assign- efits are capital in nature; and (5)
tests for capitalization or deduction ments, the salary, benefits, and asso- since any expenditure might produce
of particular types of expenditures. ciated costs often do not exist in a a future benefit (though not a "signif-
Specifically, we urge the government form that is retrievable or even recog- icant" one), an adjustment is hereby
to continue to define the boundaries nizable as a "project" expenditure.⁸ proposed for "X"- where "X" repre-
of the capitalization guideline articu- Should the taxpayer fail to produce sents whatever expenditures the
lated in the INDOPCO decision, in- "records" in a form that an agent agent identified in the information
cluding its application to the issues deems acceptable, the taxpayer may document request and deems to pro-
identified in parts V and VI below. face an assertion that it has failed to vide a future benefit.
The greatest benefit to the greatest keep "books and records" in accor-

number of taxpayers and to the dance with Treas. Reg. § 1.6001-1(a) Since under "normal" tax and fi-

government - will be achieved because, after all, "INDOPCO did not nancial accounting rules, period ex-

through the issuance of general guid- change the law of capitalization." To penses are deducted in the year in
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which they are incurred, taxpayers ness.⁹ The term "necessary" imposes further defining principles, the con-

face an impossible task: they must only the minimal requirement that cept of a "more-than-incidental future

provide books and records to estab- the expense be helpful or appropriate benefit" as the primary criterion

lish the costs that relate to a newly for the development of the taxpayer's threatens a degree ofcontroversy that

contrived capital asset. As a result, business.10 may overwhelm the tax system's abil-

even more disturbing than the in- ity to resolve disputes. The adminis-

creased burden of producing books B. Capitalization and the trative costs of resolving the myriad
and records is the specter of penalties Matching Principle issues that revenue agents are rais-

on taxpayers for failing to provide ing are too great — for the govern-

documentation and proper support for Under section 263, taxpayers may ment and taxpayers alike. We recom-

recurring expenses that in the agent's not claim deductions for expenditures mend, therefore, that the IRS contin-

view produce a future benefit. Adding considered to be capital. Section ue to issue general guidance clarify-
further insult to injury, an agent's 263(a)(1) provides that no deduction ing the fundamental principles of cap-

information document request or no- is permitted for any amount paid out italization. Before addressing specific
tice of proposed adjustment often in- for new buildings or for permanent issues on which such guidance would

vites the taxpayer to provide infor- improvements or betterments made to be appropriate, however, we wish to

mation to establish a useful life over increase the value of any property or review other tenets of the tax "com-

which to amortize these newly con- estate. Under section 263(a)(2), no mon law" of capitalization.
trived assets. deduction is allowed for any amount

expended in restoring property or in D. Regular and
To defend against such adjust- making good the exhaustion thereof Recurring Expenses

ments, companies would be required for which an allowance is or has been

to compel employees to complete dai- made for depreciation, amortization, Where an expenditure is regular
ly time sheets and undertake other or depletion. Treas. Reg. § 1.263(a)(1)- and recurring, a deduction in the year

accounting procedures or system mod- (b) explains that the cost of capital the expense is incurred will more

ifications to identify and properly al- expenditures are added to the basis clearly reflect income since the ex-

locate all such periodic expenses even of the underlying property and "re- pense will then be matched with the

though the proper treatment in near- covered through depreciation, amor- annual revenues produced by the ex-

ly every case is that the expenditure tization, cost of goods sold, or adjust- penditure. The court in Encyclopae-
should be deducted. Although it is ments to basis in accordance with dia Britannica, Inc. v. Commission-

theoretically possible to allocate wag- applicable Code sections and regula- 16 summarized the view thusly:
es, benefits, training expenses, and tions."
other costs that companies incurred Most of the "ordinary," in the

on ordinary day-to-day business ac- The purpose of these rules is to sense of recurring, expenses

tivities, the recordkeeping costs would achieve a proper matching of income of a business are noncapital
be enormous and likely exceed the and expense in order to clearly reflect in nature and most of its cap-
revenue to be collected. Hence, the income. 11 The primary criteria for dis- ital expenditures are extraor-

administrative costs ofconceptual rig- tinguishing whether a cost will be dinary in the sense of

or are too great. Asking companies to deductible under section 162 or capi- nonrecurring The distinc-

disprove a negative, i.e., that there is talized under section 263 is whether tion between recurring and

no "significant future benefit" arising the expenditure adds value, substan- nonrecurring business ex-

from an expenditure, is nearly impos- tially prolongs the useful life of tax- penses provides a very crude

sible. More important, the recurring payer property, or adapts property to but perhaps serviceable de-

nature of periodic expenses, coupled a new use.12 Where the expected fu- marcation between those

with the incidental nature of the fu- ture benefit is merely incidental¹³ or capital expenditures that can

ture benefit, compels the conclusion the benefit of an expenditure does not feasibly be capitalized and
that income is more clearly reflected extend substantially beyond the tax- those that cannot be.

by permitting a current deduction. able year, the expenditure is general-
ly deductible in the taxable year in Therefore, the recurring or non-

Summary of Applicable Law which it is incurred.¹⁴ recurring nature of an expenditure
serves as a practical guideline to de-

A. Ordinary and C. Vague Scope of termine whether an expenditure is to

Necessary Expenses INDOPCO's Test be deducted or capitalized. Indeed,
Vitiates Its Value; the court in Encyclopaedia Britanni-

Taxpayers are permitted deduc- Further Guidance ca further observed:
tions under section 162 for all ordi- Necessary
nary and necessary expenses paid or If one really takes seriously
incurred during the taxable year in In INDOPCO, the Supreme Court the concept of a capital ex-

carrying on a trade or business. Al- supplied limited guidance regarding penditure as anything that

though not defined in the Internal the distinction between capital expen- yields income, actual or im-

Revenue Code, courts have interpret- ditures and currently deductible ex- puted, beyond the period in

ed "ordinary" to mean any expendi- penses: the Court said the future ben- which the expenditure is
ture that is common and accepted in efit of an expenditure must be more made, the result will be to

a particular industry or line of busi- than "incidental." Untethered by any force the capitalization of vir-
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tually every business ex- expenditures are to expand an exist- and going concern may deduct ordi-

pense. It is a result courts ing business;2⁴ the business activity nary and necessary expenses incurred
naturally shy away from contemplated is closely related to the in the expansion of its existing nor-

It would require capitalizing existing business;25 the expansion mal business activity.⁸ Expenses that

every salesman's salary, does not result in a new or separate are deductible as costs incurred in the
since his selling activities entity being formed; and, finally, the expansion of a business include ex-

create goodwill for the com- expenditures are ordinary and neces- penditures by an existing company for
pany and goodwill is an as- sary expenses and are not capital in the purposes ofdeveloping a new sales
set yielding income beyond nature. territory,³² increasing sales through
the year in which the salary promotional activities,³³ and develop-
expense is incurred. The ad- The IRS has recognized that "re- ing foreign markets.³⁴
ministrative costs of concep- curring costs incurred by a going con-

tual rigor are too great.17
cern in expanding its business gener- Moreover, the legislative history
ally are deductible, but the costs of of section 195 confirms Congress's in-

Indeed, the failure to take ac- entering a new line of business are tention that business expansion costs

count of the administrative costs as- capital expenditures." In addition, continue to be deductible when in-

sociated with capitalization of expen- the Second Circuit's decision in Bri- curred in the expansion of an existing
ditures and the propensity of agents arcliff Candy Corp. v. Commissioner27 business. In relevant part, the reports
to ignore the current income produced provides a welcome level of clarity and state:

by recurring expenditures are at the rationality for distinguishing expen-
nub of INDOPCO controversies. ditures that are deductible in the cur- In the case of an existing

rent year from those that may require business, eligible startup ex-

E. De Minimis Rule capitalization. The Second Circuit penditures do not include

agreed with the taxpayer and held deductible ordinary and nec-

Both the IRS and the courts have that "the facts of this case bring it essary business expenses
stated that expenditures that result squarely within the long recognized paid or incurred in connec-

in future benefits do not have to be principle that expenditures for the tion with an expansion of the

capitalized if the amount is SO small protection of an existing business business. As under present
that permitting a deduction does not are ordinary and necessary within the law, these expenses will con-

distort the clear reflection of income. meaning of section 162 and not capi- tinue to be currently deduct-
For example, the Court of Claims in tal in nature."28 The court insightful- ible.³

Cincinnati, New Orleans & Texas Pa- ly stated:
cific Ry. V. United States¹⁸ stated that: In its brief in INDOPCO, the gov-

Every new idea and every ernment acknowledged that section

where the burden on both change of method in making 195 recognizes that "expenditures in-

taxpayers and Service to ac- sales, even in promoting spe- curred in carrying on or expanding an

count for each item of prop- cial sales or developing new existing business generally are de-

erty separately is great, and sales territory, do not require ductible under Section 162(a), while
the likelihood of distortion of that the expenses connected expenditures incurred in creating a

income is nil or minimal, the with the operation be non- new business and expenditures in-

Code is not so rigid and SO deductible under § 162. curred by a going concern in entering
impracticable that it de- While the quotation taken by a new line of business are capital ex-

mands that nevertheless all the Commissioner from penditures."³⁶
items be accounted for indi- Houston Natural Gas that

vidually, no matter what the "an intensive campaign to get Expenditures for
trouble or the onus.¹⁹ new customers at any time Self-Created Intangibles

gives rise to capital expendi-
In addition, the IRS has recog- tures" may be valid enough if In the course of its deliberations

nized that certain de minimis confined to the facts of that over the enactment of two separate
amounts should be permitted as de- case, it is not acceptable as statutory provisions modifying the
ductions regardless of future bene- an unqualified general rule. treatment of certain expenditures,
fits,20 and as a matter of administra- In fact, expenditures by an Congress has seemingly rejected the
tive convenience accepted taxpayers' already established and go- notion that expenditures incurred for
use of reasonable thresholds. ing concern in developing a self-created intangible property

new sales territory are de- should be capitalized.
F. Business Expansion Costs ductible under § 162. Rev.

Rul. 56-181.29 For example, in 1986 when Con-

Expenditures to start up a new gress enacted the uniform capitaliza-
business are not deductible current- Briarcliff is merely one example tion provisions of section 263A, the

ly.2¹ Expenditures to expand an exist- of the well-settled principle of federal Senate Finance Committee's report
ing business (e.g., promotional activi- income tax law that ordinary expens- stated that the section was not de-
ties to increase sales²² or expenditures es of an ongoing business are proper- signed to change the current determi-
to develop a new sales territory²³), ly treated as expenses of the current nation of whether an expenditure cre-

however, are deductible where the period.30 Thus, an already established ates a separate and distinct asset
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with a useful life substantially longer S income tax system are intended, method for developing or improving
than the current taxable year.³⁷ Ac- they should result from congressional the product.⁴ The term generally in-

cordingly, section 263A does not ap- directives rather than unfettered ad- cludes all costs incident to the devel-

ply to the costs of creating an intangi- ministrative theorizing. opment or improvement of a product.
ble item such as goodwill if such costs The term "product" includes any pilot
are currently deductible under A. Training and Relocation model, process, formula, invention,
present law.³ Expenditures technique, patent, or similar proper-

ty.⁴⁸ When manufacturers undertake
Section 197 is similarly limited 1. Just-In-Time to implement just-in-time techniques

and does not extend to self-created Manufacturing and processes, there is no certainty
intangibles. The legislative history of Expenditures that their products or processes will
that 1993 legislation states, "it is also be improved. As a result, the imple-
believed that there is no need at this The just-in-time manufacturing mentation costs for just-in-time man-

time to change the Federal income tax technique may involve significant ufacturing are experimental costs in-
treatment of self-created intangible workforce training costs and consult- curred to discover information that
assets, such as goodwill that is creat- ing fees relating to training both man- would eliminate the uncertainty con-

ed through advertising and other sim- agement and the workforce in gener- cerning the development or improve-
ilar expenditures.' During the legis- al. As we stated in our September 21, ment of a product.
lative process leading to the enact- 1995, letter (copy attached), TEI be-
ment of section 197, it was stated that lieves that the workforce training and 2. Costs for Total Quality
"some costs that are paid or incurred related consulting costs associated Management Programs
to create, maintain, or enhance the with the adoption ofjust-in-time man-

value of certain intangible assets may ufacturing techniques are fully de- Many companies expend signifi-
be deducted as ordinary and neces- ductible, just as costs associated with cant sums for consultants' fees, em-

ployee salaries, supplies, etc., to main-

tain or improve the quality of their

products or services. Some of the costs
[C]osts incurred to train employees generally may be relate to wholly internal company pro-

deducted for the year such costs are paid or incurred grams designed to improve the effi-

ciency and effectiveness of organiza-
even though the training results in a more tional or managerial processes, to

knowledgeable or valuable workforce.
translate concepts developed in man-

ufacturing process environment to the

office, to re-engineer and streamline
office or manufacturing procedures, or

sary business expenses for the year training employees to perform their to continuously improve the manner

that the costs are paid or incurred."⁴⁰ jobs within an existing business are in which the company does business.
By way of example, the Joint Com- fully deductible.44 Just-in-time manu- Occasionally, these costs involve pay-
mittee on Taxation cited Treasury reg- facturing involves ordinary and nec- ments to employees or consultants to
ulations for the proposition that "ad- essary training to implement efficient conduct formal classroom-type or on-

vertising expenses generally may be management and manufacturing the-job training. More often, the ex-

deducted for the year paid or in- practices, unlike the extraordinary penditures involve ordinary salary
curred."⁴ Likewise, costs incurred to training costs described in Cleveland payments to employees for time spent
train employees generally may be de- Electric Illuminating Co v. United engaged in mutual problem-solving
ducted for the year such costs are paid States,⁴⁵ where the costs were in- sessions ("brainstorming" or "bench-
or incurred even though the training curred to facilitate the issuance of marking" sessions). The beneficiaries
results in a more knowledgeable or governmental licenses. of the total quality management
valuable workforce.⁴² Finally, "al- (TQM) training include a company's
though taxpayers generally must cap- Expenditures to implement just- internal and external customers.
italize the costs of acquiring intangi- in-time manufacturing techniques are

ble assets from another person (such also likely deductible as research and Although company TQM pro-
as the cost of acquiring a customer experimental expenditures under sec- grams have become both more popu-
list or goodwill), taxpayers generally tion 174. Under section 174, research lar and visible recently - owing in

may deduct the costs incurred to de- or experimental expenditures means part to the need to respond to in-

velop or maintain such intangible as- expenditures that represent research creased global competitive pressures
sets."43 and development costs in the experi- and in part to publicity about busi-

mental or laboratory sense⁴⁶ i.e., if ness trends - TQM programs repre-
Any attempt by revenue agents they are for activities intended to dis- sent a sound business practice that

to require the capitalization of the cover information that would elimi- has been employed for many years,
costs of internally developed intangi- nate the uncertainty concerning the albeit either as a less rigorously de-
ble assets is inconsistent with exist- development or improvement of a veloped conceptual matter or under a

ing statutes, congressional intent, and product. Uncertainty exists if the in- different rubric such as quality con-

case law. If broad sweeping changes formation available to the taxpayer trol, process control, employee train-
in the administration of this country does not establish the capability or ing, or, the employee suggestion pro-
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gram. In effect, TQM programs en- ings, some revenue agents have as- ment, the term of a particular cus-

able companies to capture the creative serted that the reasoning in Private tomer's agreement is typically un-

ideas generated by employees while Letter Ruling 9426004 supports the known until the execution of the

performing their day-to-day job du- capitalization of relocation costs in- agreement. Depending upon the type
ties. Given the intense global compe- curred as part of a company-wide re- of agreement, the nature of the ser-

tition that faces many businesses, and structuring. Thus, although the relo- vices provided, the relative bargain-
the resulting need for continuous im- cation costs were not related to, or by ing power of the parties, the degree of

provement in efficiency and cost re- reason of, the engineer's activities in standardization (or customization) of

duction, the TQM programs will per- the construction of fixed assets or pro- the services provided, and other fac-
sist in one form or another for many duction activities, agents have argued tors, the time involved in negotiating
years. As important, the attendant that the company's restructuring ren- and developing the contractual terms

training costs will be continuous or ders the costs nondeductible. Private for specific customers may range from

recurring. Letter Ruling 9426004, which is con- minutes to months. In all cases, how-
cerned generally with proper treat- ever, the business purpose of these

TEI believes that costs incurred ment of construction workers' "unclas- expenditures is to maintain or expand
for TQM programs are ordinary and sified time," however, is wholly unre- existing lines of business services.

necessary business expenses and de- lated to employee relocation costs. In

ductible currently under section 162 other words, payments for relocation The expenses associated with

for several reasons. First, the prima- costs may in fact constitute taxable these selling activities, especially
ry purpose of the TQM training and compensation to the employees, but those incurred for wages and benefits

program is to permit the employees to such payments are not a fundamental for employees, are part of, and insep-
perform current duties in a more effi- component of the employee's compen- arable from, recurring day-to-day ac-

cient fashion. In addition, the expen- sation subject to capitalization or al- tivities incurred to expand an exist-

ditures are recurring in nature. More- location to construction activity.51 Pri- ing business. Hence, such expenses

over, any "future benefits" derived vate Letter Ruling 9426004 notes that should be deductible under the ratio-

from the expenditures to the ex- certain general and administrative nale set forth in Briarcliff. Capitali-
tent particularized benefits can be expenses attributable to the perfor- zation of the expenses would not nec-

isolated, quantified, and attributed- mance of services that do not directly essarily reflect income more clearly;
are inseparable from the current ben- benefit, or are not incurred by reason requiring companies to account for

efits derived from having a better- of a particular production activity, are these costs separately in respect of

trained, better-informed, workforce not required to be capitalized.⁵² each potential customer service agree-

performing the same or similar tasks ment would, however, impose a se-

as before the TQM training. Hence, Treas. Reg. § 1.263A-1(e)(4)(ii)(B) vere administrative burden especial-
the expenditures are deductible as or- permits the deduction of costs in- ly where there are substantial num-

dinary and necessary educational ex- curred by reason of the exercise of bers of customers. Concededly, service

penses under Treas. Reg. § 1.162-5 "overall management or policy guid- agreements with a term in excess of

and as recurring expenditures under ance." Although expenses associated one year may occasionally be execut-

the Encyclopaedia Britannica test. with relocation is listed in the exam- ed. At any one time, however, employ-
ples of costs "generally allocated ees are likely to be involved in negoti-

3. Employee Relocation among production or resale activi- ation with a number of separate cus-

Expenses ties," TEI submits that indirect ex- tomers or potential customers and the

penses of relocation can be either de- terms of the contracts will vary by
Expenses incurred to relocate ductible or capitalizable depending customer. TEI believes that this type

employees incident to a transfer have upon the reason for the relocation. of expense, as a routine and ongoing
been deductible under section 162 for Where the costs are unrelated to the part of a company's marketing efforts,
many years as ordinary and neces- construction of a particular fixed as- are made to expand an existing busi-

sary business expenses. Under the set or construction or production ac- ness and, hence, indistinguishable
uniform capitalization regulations, tivities generally, however, they are from deductible advertising expens-

however, service costs that either (a) deductible recurring expenses. es. Should companies be required to

directly benefit or (b) are incurred by capitalize such expenses, the time

reason of the performance of produc- B. Business Expansion spent in unsuccessful negotiations
tion or resale activities of a taxpayer would have to be segregated and the

may be capitalized. The uniform cap- 1. Customer Service related costs deducted when negotia-
italization regulations are thus con- Contract Costs tions cease. In addition, the costs re-

sistent with cases requiring capitali- lated to the time spent in successful
zation of wages allocable to the con- These expenditures, composed negotiations would be required to be

struction of fixed assets.50 Where re- typically of employee salaries, bene- segregated on a contract-by-contract
location costs are unrelated to the fits, legal expenses, and consultants' basis with the costs recovered over

construction of fixed assets, however, fees, are costs associated with the the period of each separate contract.

the costs are deductible recurring ex- development and negotiation of ser- We believe, however, that any "future

penses. vice contracts with customers, the benefit" arising from agreements with

term of which may or may not exceed terms exceeding one year would like-

Notwithstanding the lack of pre- one year. When the costs are incurred ly be overwhelmed by the incremen-

cedential value of private letter rul- to develop and negotiate an agree- tal administrative burden of account-
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ing for such costs on an agreement- viewed as being paid to agents to se- ity levels or reliability standards have

by-agreement basis. Any increased cure the opportunity for cellular tele- been attained, customers increasing-
clarity in the reflection of income phone companies to serve a customer. ly require that a supplier's processes

would be purely theoretical. In such a Once the customer, whose agreement be inspected and certified by an inde-

case, administrative convenience and may or may not be renewed for addi- pendent, non-governmental body or

common sense should prevail to per- tional terms, is secured, no further agency. Companies subject to these

mit continued deductions and obviate services are expected from or provid- certification requirements must show
additional recordkeeping burdens.

2. New Service TEI believes that the costs incurred to establish that a
Development Costs

company's processes meet or exceed quality or

These expenses (typically, again,
employee salaries, benefits, legal ex-

reliability standards are ordinary and necessary

penses, consultants' fees, and re- business expenses and deductible currently.
search and development expenses)
relate to the development of new ser-

vices. New services generally involve
an expansion of an existing line of ed by the selling agent. Revenue that they meet existing standards and
service and, hence, are not start-up agents are asserting that the commis- have business processes to ensure

costs for a new trade or business. The sion is paid to secure a customer rela- continuous improvements in the qual-
expenses are incurred for such activ- tionship that has a future value be- ity and reliability of their products.
ities as software development, feasi- yond the current year and, as a re-

bility studies, and marketing surveys. sult, the commission must be capital- TEI believes that the costs in-
As such, they are deductible because ized and amortized over the expected curred to establish that a company's
they are either (1) research and ex- life of the customer relationship. processes meet or exceed quality or

perimentation expenses under section reliability standards are ordinary and
174 or (2) are of a recurring nature The commissions paid by cellular necessary business expenses and de-
and should be deducted under section telephone companies are another ex- ductible currently. The primary pur-
162 in order to reflect income more ample of a routine recurring operat- pose of the expense is to permit cur-

clearly. Feasibility and marketing ing expense that might lead to cus- rent product or service sales, and

studies, the costs of which are deduct- tomers' continuing to do business on hence the costs are deductible under
ible under section 263A - the most a long-term basis. The customers, section 162. Alternatively, many ofthe

stringent congressional standard for however, are not bound or compelled costs will be incurred "for activities

capitalization - should not be capi- to do so. Any future benefit from the intended to discover information that
talized under INDOPCO. In addition, commission is highly attenuated and would eliminate uncertainty concern'-
a substantial administrative burden indistinguishable from the current ing the development or improvement
would be placed on companies to ac- benefit and income produced. Under of a product" and, consequently, de-
count for these costs in relation to the matching principle, the costs ductible as research and experimen-
each new service that is not a new should be deducted when incurred. tation expenses under section 174.
trade or business.

2. Product or Process Post-Acquisition
C. Recurring Expenses Certification Operating Expenses

1. Cellular Telephone Sales Many companies have expended The factors to be considered in

Commission Expense significant sums for salaries, sup- determining whether post-acquisition
plies, rent, consultants' fees and oth- expenses are deductible or capitaliz-

The deductibility of commissions er costs to meet product or process able are the nature of an expense, the

paid to employees and independent quality standards set directly or indi- purpose for which it was incurred, and
sales agents by cellular telephone rectly by the companies' customers. whether it is directly related to the

companies for selling one-year (or As a result of intense global competi- assets acquired through the acquisi-
shorter), renewable service contracts tion and the consequent focus on prod- tion. Operating expenses, such as

have been challenged under the neb- uct quality and reliability (or the those described below, that are in-
ulous future benefit standard of IN- quality and reliability of a certain curred post-acquisition do not produce
DOPCO. The commissions at issue are business or manufacturing process significant future benefits and hence

routine, recurring business expenses that produces the product), custom- should remain deductible. Unlike out-

that do not necessarily secure signif- ers have increasingly prescribed cer- side investment banking, appraisal,
icant future benefits. In the typical tain standards of quality or reliabili- legal, and accounting fees, certain

case, a commissioned sales agent is ty that suppliers must meet to be printing costs, and payments to ac-

required to refund commissions re- deemed an acceptable supplier.⁵² (Of- quire the stock or assets of an ac-

ceived where the customer terminates ten these standards are established quired company, post-acquisition op-
cellular telephone service within six by original equipment makers for oth- erating expenses are unrelated to the
months of inception of the service. er manufacturers who supply compo- transaction in which the property (in-
Thus, the commissions are properly nent parts. To ensure that the qual- cluding stock) was acquired. Post-ac-
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quisition operating expenses general- explained in a recent technical advice pense of relocating assets, which the
ly originate in management's drive to memorandum,⁵⁹ a deductible expense IRS has held to be deductible.64 As
reduce operating costs of the com- is not converted into a capital expen- was the case in Rev. Rul. 70-392, the
bined businesses. diture solely because the expense is integration of the systems does not

incurred as part of the terms of a cor- materially change the system's char-
In most cases, no significant fu- porate reorganization. Rather the acteristics, add to its value, or pro-

ture benefit arises from a post-acqui- important consideration in determin- long its life. The fact that the integra-
sition expenditure because the costs ing the nature of an expenditure for tion occurs as a consequence of an

incurred relate to the termination of tax purposes is the origin and charac- acquisition is irrelevant; the cost is
unnecessary business arrangements. ter of the claim for which the expen- attendant to the company's day-to-day
Indeed, such costs often relate to ter- diture is incurred.60 Under the "origin business operations. Notwithstanding
minating arrangements or contracts of the claim doctrine," the character any attenuated "future benefit" that
that, left unaltered, would produce of a particular expenditure is deter- may arise from operational efficien-
otherwise deductible operating ex- mined by the transaction or the activ- cies, these expenses should remain

penses. For example, the cost of early ity from which the taxable event prox- deductible.
termination of a lease will reduce de- imately resulted.61 The purpose, con-

ductible rent expense.55 Capitaliza- sequence, or result of the expenditure C. Contract Terminations
tion of costs that reduce operating is irrelevant in determining the ori-

expenses would be inconsistent with gin of the claim, and therefore, the In order to reduce future operat-
a number of rulings including the character of the expenditure. The ing expenses and consolidate the
most recently published guidance that technical advice memorandum held number of physical locations follow-
held that the installation of energy that payments made to cancel stock ing an acquisition, companies often
saving devices that avoided costs and options and stock appreciation rights incur fees and charges to terminate
reduced future operating costs were to effectuate an acquisition did not leases or contractual commitments.
deemed not to produce significant "fu- originate in the acquisition but rath- Expenses incurred in connection with
ture benefits" that required capitali- er in the employment relationship the termination of facility and prop-
zation. between the taxpayer and the option erty leases or contracts in order to

holders.63 Hence, the payments were reduce future operating costs should
A. Severance Payments deductible ordinary and necessary be deductible, notwithstanding that

business expenses. these costs were incurred as part of
Severance payments based on integrating the operations of an ac-

services previously rendered are gen- B. System Integration quired company. A determination of
erally deductible under Revenue Rul- whether a payment to terminate a

ing 94-77.5 The ruling states that no System integration expenses - contract must be capitalized or de-
inference should be drawn concern- costs associated with the bridging and ducted depends on the origin and

ing severance payments made in con- interconnection of computer or tele- character of the payment.65 Where the
nection with the acquisition of prop- communications network systems payment is made solely for termina-

erty (including a deemed acquisition that neither materially increase the tion of a contract, not in exchange for
of assets pursuant to section 338). The value of the systems nor prolong their a new or modified contract that will
"no inference" statement was seem- useful life should constitute de- bring the company long-term benefit,
ingly intended to preserve other is- ductible expenses. Typically the ex- the payment is deductible.66 The fact
sues for further study. Regrettably, pense is incurred to integrate one that the contract is terminated as a

some revenue agents have seized upon computer or telecommunications sys- consequence of an acquisition is irrel-
the "no inference" statement as an tem into another to achieve operation- evant. If the terminated contract re-

invitation to capitalize severance pay- al efficiency. For example, assume lated to the company's business oper-
ments to terminated employees of an Company A is acquired by Company ations, the payment is deductible.67

acquired or acquiring company where B. Company A has a billing system
the terminations occur about the time that interfaces directly with its gen- D. Decommissioning Costs
of the acquisition. eral ledger to update accounts receiv-

able, inventory, etc. Following the ac- Decommissioning costs may be
TEI believes that severance pay- quisition, Company B decides to con- defined broadly as any expense in-

ments related to services previously tinue using Company A's billing sys- curred to eliminate duplicative trade
rendered (e.g., a payment of one week tem but not the general ledger. In- or business operating assets, e.g., du-
of salary for every year of service) stead, Company B "integrates" Com- plicate mainframe computers, ac-
constitute deductible compensation pany A's billing system into B's gener- counting systems, telephone systems,
payments when made. Since Rev. Rul. al ledger system by developing the etc. The disposition of trade or busi-
94-77 holds correctly that severance necessary system interfaces and soft- ness assets generally gives rise either

pay is deductible notwithstanding the ware links to pass data from Compa- to abandonment losses under section
future benefit of reduced operating ny A's billing system into Company 165 or deductible losses under section

costs or increased operating efficien- B's general ledger. 1231. For leased assets, a lease or

cies arising from a down-sizing, we contract termination payment is gen-
see no basis for a distinction where The expenses of integrating com- erally deductible under section 162.
the severance payments are incurred puter networks or software systems Often such costs may be incurred as

coincident with an acquisition. As are indistinguishable from the ex- part of a post-acquisition plan to re-
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duce continued operating costs. No connection to the expenditure is the ple, the employee training expendi-
new asset or other future benefit is property "improved" by a capitalized tures in Cleveland Electric Illuminat-

generally obtained as a result of the expenditure. Indeed, the quest seems ing Co. v. United States,⁷⁷ which per-
cost reduction. As a result, the origin to be to relate the expenditure to an mitted the taxpayer to license its en-

of the expense is the drive to reduce intangible asset (or to create a new gineers to operate a nuclear power

operating costs. TEI believes that intangible asset) with an indefinite plant - the IRS should consider pro-
such costs are deductible under sec- life for which no amortization will be viding guidance that the expenditures
tion 162.⁶ permitted under Treas. Reg. § relate solely to the existing workforce

1.167(a)-3. and are recoverable either (1) over a

Recovery of Capital reasonably short amortization period
Expenditures In providing guidance, the Na- of up to, say, 36 months or (2) as cur-

tional Office should instruct its reve- rent employees retire or otherwise

Under the Code and regulations, nue agents to consider what period or terminate their employment.78 The

expenditures must be properly classi- periods are most benefitted by a par- circumscribed amortization period re-

fied as between capital and expense.65 ticular expenditure. Thus, where an flects the likelihood that the value of

When an expenditure results in the expenditure relates to the production expenditures for intangibles such as

creation of an asset having a useful of current income (notwithstanding this diminishes rapidly. At a mini-

life that extends substantially beyond some incidental ensuing future bene- mum, the National Office should re-

the close of the taxable year, such an fit), the proper period for deducting quire that agents undertake an anal-

expenditure may not be deductible, or an expenditure is the current period. ysis to define the recovery period and

may be deductible only in part, for Where an expenditure relates to in- method for every capitalized expendi-
the taxable year in which made.⁷⁰ come earned in the past (e.g., com- ture that purports to give rise to an

Capital expenditures are subsequent- pensation for past services,⁷³ legal intangible asset. Moreover, the guide-
ly recovered through depreciation, fees,⁷⁴ compensatory damages,⁷ and lines for agents (and taxpayers as

amortization, cost of goods sold, as an environmental clean-up costs in- well) should point out that expendi-
adjustment to basis, or otherwise, at curred in the ordinary course of busi- tures for such assets rarely give rise

such time as the property to which ness⁷⁶), the expenditure similarly to an asset with an indefinite life.

the amount relates is used, sold, or should be deducted currently. Where
otherwise disposed of by the taxpay- the IRS determines that the future Conclusion
er.⁷¹ Among the applicable Code sec- benefit of an expenditure is signifi-
tions is section 167, which permits "a cant enough to warrant capitaliza- While many of the expenditures
depreciation deduction for the ex- tion, the next step must be to provide illustrated in the foregoing examples
haustion, wear and tear (1) of guidance ensuring that the cost is are not novel, the conflict over wheth-

property used in the trade or busi- properly associated with an identifi- er the costs are currently deductible

ness, or (2) of property held for the able asset and recovered in the proper is. Consequently, TEI is concerned

production of income.' Except as period and within a reasonable time. that revenue agents have seemingly
provided by statute, depreciation de- The alternative- creating new as- taken it upon themselves to extend

ductions for tangible property are de- sets or associating expenditures with the decision in INDOPCO to expendi-
termined under section 168. Certain assets possessing indefinite or exces- tures long considered deductible.

intangible assets acquired in connec- sively long lives will ensure pro- Hence, we urge the IRS and Treasury
tion with an acquisition of a trade or tracted and continuing controversies to continue issuing general guidance
business are generally amortizable between taxpayers and the govern- clarifying that the INDOPCO decision
under section 197, and other intangi- ment. did not affect the current deductibili-
ble assets are amortizable under sec- ty of many expenses. We shall be

tion 167. Among the reasons that taxpay- pleased to discuss our comments and
ers welcomed Rev. Rul. 94-38 (con- examples in more detail.

The current degree of controver- cerning environmental clean-up costs)
sy concerning capitalization issues is is that - not only did it provide guid- TEI's comments were prepared
as much about the period and method ance that the groundwater clean-up under the aegis of its Federal Tax

for recovering a capitalized cost as it expenditures are deductible - it pro- Committee, whose chair is Bruce H.
is about whether a particular expen- vided a reasonable and certain life Barnett of Cargill, Inc. If you have

diture is capital in nature. All too of- over which to recover the cost of the any questions concerning these com-

ten, revenue agents seek the most dis- capitalized groundwater treatment ments, please call either Mr. Barnett

advantageous result to taxpayers. facilities. Similarly, if under extraor- at (612) 742-6778, or Jeffery P. Ras-

Hence, agents generally propose that dinary and unusual facts and circum- mussen of the Institute's professional
the longest-lived property with the stances an intangible item is deter- tax staff at (202) 638-5601.

slightest transactional or business mined to be capital say, for exam-

dteinnnn@reach.com

Tax Executives Institute now has an office-wide e-mail address. If you have a question or comment, but aren't

sure of the department or person to which it should be addressed, use the address listed above and your message
or comment will be forwarded to the appropriate person.
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Application of Small Business Regulatory
Enforcement Fairness Act to Tax Regulations

March 5, 1996

On March 5, 1996, Tax Executives Institute submitted the following comments to Senator Christopher Bond, Chairman

of the Senate Small Business Committee, on S. 943, the Small Business Regulatory Enforcement Fairness Act to Tax

Regulations. The Institute's comments, which took the form of a letter from TEI President Jack R. Skinner, were prepared
under the aegis of the Institute's IRS Administrative Affairs Committee, whose chair is Robert L. Ashby ofNorthern Telecom

Inc. The comments complement testimony filed with Congress in 1995 regarding certain regulatory reform provisions of the

so-called Contract with America. Those prior submissions were reprinted in the July-August 1995 and September-October
1995 issues of The Tax Executive.

On behalf of Tax Executives In- nal Revenue Service- that publish a tax rules to the Regulatory Flexibili-

stitute, I am writing to urge that the "notice of interpretive rulemaking of ty Act may actually exacerbate it.

Internal Revenue Service be exempt- general applicability" to comply with Moreover, judicial review of regula-

ed from the provisions of S. 942, the the Regulatory Flexibility Act by pre- tions may impair the even-handed

Small Business Regulatory Enforce-

ment Fairness Act. For the reasons

set forth below, the Institute believes Taxpayers are dependent upon regulations and other

that including the IRS within the guidance to fill in the gaps, to explain the ambiguities,
scope of any small business regulato-

ry reform act would make government to finish the job often left undone by the statutory
less responsive to the needs of the

taxpaying public and hence be coun- language. Taxpayers - and taxpayer groups such as

terproductive. TEI - continually press the IRS and Treasury for

Background more, not less, guidance.

Tax Executives Institute is a vol-
unteer association of nearly 5,000 pro- paring an analysis that the final rule enforcement of the tax laws and im-

fessionals who are responsible for minimizes significant economic im- pede the IRS from quickly responding

managing the tax affairs of their com- pact on "small entities" to the maxi- to curb abusive transactions.

panies. TEI represents more than mum extent possible. The amendment

2,700 companies - a cross-section of would also permit an adversely af- TEI and its members frequently
the business community. Our mem- fected small entity to seek judicial take issue with particular IRS rules,

bers must contend daily with busi- review of the agency's action. or with specific provisions in regula-

ness tax laws, from both tax planning tions issued by the Treasury Depart-

and tax compliance perspectives. The TEI is concerned that subjecting ment. Experience teaches, however,

Institute is firmly committed to main- interpretative rules of the IRS to the that instances of regulatory over-

taining a tax system that works - Regulatory Flexibility Act could delay reaching can be most effectively ad-

both for taxpayers and the IRS. We the issuance of important guidance. dressed on a case-by-case basis. Sub-

believe the diversity and training of Tax obligations arise not under IRS jecting the IRS to the Regulatory

our members enable us to bring a regulations but under specific stat- Flexibility Act would, we believe, do

uniquely balanced and practical per- utes that are enacted by Congress. substantially more harm than good.

spective to your attention. Taxpayers are dependent upon regu-
lations and other guidance to fill in Conclusion

Discussion the gaps, to explain the ambiguities,
to finish the job often left undone by TEI opposes the application of the

The Senate Committee on Small the statutory language. Indeed, tax- Regulatory Flexibility Act to the In-

Business is considering legislation payers - and taxpayer groups such ternal Revenue Service. We strongly
that would implement certain recom- as TEI - continually press the IRS urge that the Senate exempt the IRS

mendations of the White House Con- and Treasury for more, not less, guid- from the reach of S. 942. If you have

ference on Small Business affecting ance. If the IRS is forced to review any questions, please do not hesitate

the development and enforcement of every interpretative regulation for its to call either me at (214) 978-2675 or

government regulations. An amend- effect on small businesses, the back- Timothy J. McCormally of the Insti-

ment in the nature of a substitute log of regulatory projects will un- tute's professional staff at (202) 638-

offered by Representative Hyde would doubtedly grow. Thus, rather than 5601.

require agencies- such as the Inter- relieving taxpayer burden, subjecting
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TEI Urges Treasury To Permit

Companies to "Check the Box"

(Notice 95-14)

January 23, 1996

On January 23, 1996, Tax Executives Institute filed the following comments with the Department of the Treasury on
Notice 95-14, which asks whether a simplified method of classifying unincorporated business organizations should be
adopted (commonly referred to as the "check-the-box" procedure). The comments, which took the form of a letter from TEI
President Jack R. Skinner to Deputy Tax Legislative Counsel Michael D. Thomson, follows up on a November 1995 meeting
between Mr. Thomson and TEI representatives. TEI's initial comments on Notice 95-14 are reprinted in the July-August
1995 issue of The Tax Executive. The letter was prepared under the aegis ofTEI's International Tax Committee, whose chair
is Philip J. Bergquist ofApple Computer, Inc.

This letter follows up on our re- esellschaft (AG) in Germany, a société its computed under U.S., not British,
cent meeting concerning Notice 95- anonyme (SA) in France, and a public law); Procter & Gamble v. United
14, which asks whether a simplified limited company (PLC) in the United States, 961 F.2d 1255 (6th Cir. 1992)
method of classifying unincorporated Kingdom and Australia. Although the (Commissioner argued, albeit unsuc-
business organizations should be cessfully, that the IRS had authority
adopted (commonly referred to as the to reallocate royalty payments re-
"check-the-box" procedure). During stricted by foreign law).
that meeting, you asked TEI to ad- The Institute
dress three issues relating to the in-
ternational aspects of the procedure: wholeheartedly supports The use of a list of foreign enti-

ties that would constitute per se cor-
(i) the feasibility of using a list ofper the expansion of the porations raises several practical is-
se corporations; (ii) the designation of sues. First, what criteria are used in
"default" corporate status for entities check-the-box procedure to determining which entities should be
that fail to make an election; and (iii) the international area placed on a list ofper se corporations?
the mechanics of making the election. Should the Morrissey factors remain

and is eager to assist the the criteria or should other factors
The Institute wholeheartedly Treasury in ironing out

(such as a separate juridical person
supports the expansion of the check- requirement) be used? In addition,
the-box procedure to the internation- the "nits" in the system. what is the process by which the list
al area and is eager to assist the Trea- will be developed? Will it be estab-
sury in ironing out the "nits" in the lished only after a notice-and-com-
system. We have completed a survey ment period and will it be regularly
of the members of our Executive Com- majority of our responding members updated?
mittee and International Tax Commit- treat these entities as corporations,
tee on this issue. The following com- the survey revealed that some mem- More fundamentally, what hap-
ments are based on that survey. bers treat each of these enterprises pens if the foreign jurisdiction

as flow-through entities under the amends the governing statute (e.g.,
Automatic Classification of Morrissey regulations. the United Kingdom changes the le-
Corporations gal requirements for establishing a

Given the IRS and Treasury's his- PLC) after the foreign entity is placed
Under Notice 95-14, domestic, torical resistance to the use of lists in on the per se list? Presumably, good

state-law corporations are automati- other areas (e.g., in respect of the faith reliance on the list will not be
cally treated as corporations for fed- high-tax country exceptions to Sub- upset. Thus, until the IRS issues a
eral tax purposes. You asked whether part F income inclusion), we are sur- notice to modify the list (which could
there are foreign entities that should prised that Treasury is considering take months, perhaps even years), a
be excluded from an elective check- designating certain enterprises un- taxpayer should be able to establish
the-box regime because they are al- equivocally as corporations. The Gov- an entity with confidence that its ini-
ways treated as corporations by U.S. ernment has also resisted having for- tial and on-going treatment as a cor-
taxpayers. eign law concepts drive U.S. tax con- poration will not be challenged. If the

sequences. See, e.g., United States v. taxpayer did not enjoy such assurance
You specifically requested com- Goodyear Tire & Rubber Co., 493 U.S. - if it must worry that any change in

ments on the treatment of an altieng- 132 (1990) (foreign accumulated prof- the foreign stature could vitiate its
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reliance - the certainty offered by the for foreign tax credit purposes or re- Moreover, there would be no detri-

check-the-box regime would evapo- quiring withholding on certain trans- ment to the government in providing

rate. Finally, an issue arises concern- fers. for the relief. We therefore recom-

ing the effect of the per se list on en- mend that the proposed regulations

tities formed before the new proce- Our responding members were specifically provide that section 9100

dure becomes effective. evenly split in their responses to the relief will generally be available in

alternative suggestion. A typical crit- such cases.¹

Default Mechanism icism was that the limited liability
test is too mechanical and arbitrarily Election of Classification

Notice 95-14 provides that if an ignores the other three Morrissey cri-

election is not made for a foreign en- teria. One of the areas still open is how

tity, then that entity will be classified the taxpayer should effect the "check-

as a corporation. In contrast, the de- If the proposed regulations do the-box" election. You suggested sev-

fault mechanism in the domestic area provide for a default mechanism, then eral ways in which the election could

is a partnership. You asked whether there is a critical need to provide for be made: (i) on the Form SS-4 when

TEI members are comfortable with meaningful relief from the inadvert- the taxpayer applies for an identifica-

tion number; (ii) on the quarterly es-

timated tax form; (iii) on the first re-

turn filed after the formation of the

Quite simply, taxpayers should not be penalized for entity; or (iv) on a new, separate form.

procedural foot faults. Section 9100 relief should be Our responding members over-

whelmingly endorsed making the
available for taxpayers that inadvertently find election on the first return filed after

themselves subject to the default treatment because they the formation of the entity. For con-

trolled foreign corporations, a line

neglected to make an election under the new procedure. could easily be added to the Form

5471 or 5472; for foreign partnerships
that file a Form 1065, a line could be

added to that form. Indeed, the filing
such a bifurcated approach. Alterna- ent effects of that default. Quite sim- of a Form 5471, 5472, or 1065 could,

tively, you asked whether taxpayer ply, taxpayers should not be penal- in and of itself, act as the election of

concerns would be assuaged by a de- ized for procedural foot faults. Sec- corporate or partnership status. Sev-

fault mechanism that treats an entity tion 9100 relief should be available eral members noted that many for-

as a corporation if all of the equity for taxpayers that inadvertently find eign entities do not file a Form SS-4

owners have limited liability. themselves subject to the default or make estimated tax payments. The

treatment because they neglected to use of a separate form only increases

There is no consensus among our make an election under the new pro- the paperwork burden for the taxpay-

members concerning the use of a de- cedure. Thus, if the taxpayer com- er and the IRS.

fault mechanism. Although the ma- pletes its tax return and computes its

jority of our responding members tax liability on the basis of making Conclusion

would be satisfied with a corporate the election, the failure to check the

default, a sizeable minority expressed appropriate box or attach the right TEI is pleased to be able to assist

a preference for partnership or other form should not preclude an election. the Treasury Department in refining
flow-through status. Several members In such a case, there can be no rea- the check-the-box procedure. If you

pointed out that imposing corporate sonable question that the taxpayer have any questions concerning the

classification for non-electing entities intended to treat the entity as a part- Institute's comments, please feel free

could upset taxpayers' intent and nership or a corporation and no possi- to contact Philip J. Bergquist, chair

spawn significant adverse tax conse- bility that the decision to make the of the Institute's International Tax

quences, for example, by adding tiers election came only with hindsight. Committee, at (408) 974-1531, or

Mary L. Fahey of the Institute's pro-
fessional staff at (202) 638-5601.

1 This is an opportune time to broaden the scope of section 9100 relief. See Ann. 96-5

(issued Jan. 4, 1996) (describing administrative initiatives to enhance taxpayers rights,
including the revision of the revenue procedure for obtaining section 9100 relief).

It's the Time of Year Our Treasurer Holds Dear

So Gather That Pittance for Dues Remittance

Attention Members: 1996-1997 Dues Statements have been mailed. Please be sure to pay your dues

quickly, since this eliminates the need for costly and time-consuming follow-up mailings. Also, be sure

to double-check the information on your dues statement and provide your e-mail address, if you have

one, in the appropriate space.
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Limiting Retroactive Legislation in Canada

February 16, 1996

On February 16, 1995, Tax Executives Institute submitted the following comments to the Canadian Minister ofFinance,
Paul Martin, in respect ofcertain trends affecting the development and effective date of Canadian tax policy and legislation.
The comments, which took the form of a letter from Institute President Jack R. Skinner, were prepared under the aegis of
its Canadian Income Tax Committee, whose chair is J. A. (Drew) Glennie of Shell Canada Limited. Minister Martin's
response is reprinted elsewhere in this issue.

On December 5, 1995, a delega- more particularly those of our Cana- of policy changes sought by the gov-
tion from Tax Executives Institute dian constituency. ernment. In contrast, technical
met with representatives from the De- amendment bills have traditionally
partment of Finance to discuss a num- TEI has historically been con- been used to implement limited and
ber of income tax issues. At the meet- cerned with issues of tax policy and narrow changes in order to correct

ing, TEI expressed concern about cer- administration and is dedicated to anomalies, clarify the meaning or in-
tain trends in the development of working with government agencies in tent of statutory provisions, and pro-
Canadian income tax policy. Specifi- Ottawa (and Washington), as well as vide legislative support for assessing
cally, we commented on (i) the in- in the provinces (and the states), to practices that are fair and beneficial.

creasing tendency to introduce major reduce the costs and burdens of tax Such bills are not widely publicized.
policy changes in the guise of techni- compliance and administration to our As a result, TEI is concerned that sig-
cal amendments bills, (ii) the intro- common benefit. We are convinced nificant policy changes are being in-
duction of legislative amendments that the administration of the tax cluded in technical amendment bills,
retrospectively changing the tax laws in accordance with the highest thereby eluding the public scrutiny
treatment of completed transactions, standards of professional competence and debate that such policy changes
and (iii) the use of hypertechnical and integrity, as well as in an atmo- might deserve.

changes to extend taxing jurisdiction sphere of mutual trust and confidence

to non-residents of Canada. We were between business and government, In particular, certain provisions
invited to express our views and elab- will promote the efficient and equita- in the draft legislation presented on

orate on our concerns through a sepa- ble operation of the tax system. In April 26, 1995, go far beyond the scope
rate submission. furtherance of this principle, TEI sup- of routine and non-political changes

ports efforts to improve the tax laws generally contained in technical tax

I. Background and their administration at all levels bills. Two changes appear to overturn

of government. decisions of the courts retroactively.
Tax Executives Institute (TEI) is Specifically, the proposed amendment

an international organization of ap- Among TEI's principal objectives to paragraph 12(1)(x) of the Income

proximately 5,000 professionals who are the gathering and dissemination Tax Act appears to be a reaction to

are responsible - in an executive, of information on tax issues of wide the Federal Court of Appeal decision
administrative, or managerial capac- concern and the development of re- in The Queen v. Johnson & Johnson

ity - for the tax affairs of the corpo- sponsible positions that reflect not Inc., 94 DTC 6125. In addition, the
rations and the other businesses by only the diversity and professional amendment to paragraph 62(3)(f) di-

which they are employed. TEI's mem- training of our members but also an rectly overrules an unpublished deci-
bers represent more than 2,800 of the appreciation for the practical aspects sion in Randy Mann (Appellant) U.

leading corporations in Canada and of tax administration and business The Queen (Respondent), Tax Court of
the United States. decisions. In addition, we strongly Canada. Such changes are not prop-

believe that tax legislation should be erly viewed as merely technical in

Canadians make up approximate- fully consistent with the goals of eco- nature. No one challenges the gov-
ly 10 percent of TEI's membership, nomic growth, clarity and competi- ernment's power to change the laws.
with our Canadian members belong- tiveness. We submit, however, that amending
ing to chapters in Calgary, Montreal, the law retroactively to override a

Toronto, and Vancouver, which togeth- II. Introduction of court's reasonable interpretation of an

er make up one of our nine geograph- Substantive Changes in ambiguous provision, and doing so

ic regions. In addition, a substantial Technical Amendment Bills without proper consultations about
number of our U.S. members work for the proper scope and application of a

companies with significant Canadian On the whole, businesses and cit- provision engendering controversy-

operations. In sum, TEI's membership izens in Canada are cognizant of, and is both unfair and an abuse of the
includes representatives from most take special interest in, the govern- government's legislative power.
major industries. The comments set ment's tax policy announcements. The
forth in this submission reflect the government generally undertakes to TEI is concerned about the trend
views of the Institute as a whole, but ensure that taxpayers are informed toward introducing major policy
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changes through technical amend- government bears a heavy burden to to the replacement property rules.
ment bills and urge the government overcome the strong policy presump- Consequently, in order for a property
to refrain from doing so. At a mini- tion against retroactive effective to qualify as "replacement property,"
mum, the government should inform dates penalizing taxpayers. Ex post the taxpayer must demonstrate that,
the public of the policy changes con- facto legislation significantly altering as of the time the replacement prop-
tained in technical amendment bills the tax treatment of good faith trans- erty was acquired, it was with the
and ensure that proper consultations actions will heighten public cynicism intent to replace a former property.
and debate over those issues is not about the Canadian income tax sys- These changes are applicable for dis-

precluded. tem. positions occurring after the 1993 tax-

ation year. As a result, the change
III. Effective Date of These policy concerns underlie will adversely affect taxpayers who

Legislation Generally our objection to the date of applica- made substantial business decisions
tion of some of the technical amend- and filed valid tax elections based on

Historically, legislative changes ments released on April 26, 1995, be- the legislation as it existed when the
have been effective from the date of cause the modified laws apply to properties were acquired. Again, TEI
their announcement For example, transactions occurring before the leg- does not believe there is a compelling
policy changes introduced in the Min- islation was released. We highlight reason to justify a retroactive effec-
ister's Budget Message are generally three specific instances where the ret- tive date.
effective as of the date of the Budget's roactive change seems particularly
release. For changes announced by unwarranted. V. Extending the Taxing
way of Press Release, the effective Jurisdiction
date of the modified laws is generally A. Inducement Payments
the Press Release date. In recent Proposed amendments to sub-

years, the frequency and scope of The proposed amendment to paragraph 115(1)(b)(v) set forth in the

changes to the Income Tax Act have paragraph 12(1)(x) will broaden its April 26, 1995, bill would expand the
increased substantially. One facet of application to certain refunds. Al- definition of "taxable Canadian prop-
the instability engendered by fre- though the Department has not ex- erty" to include shares of non-resi-

quent law changes has been a greater plained the types of refunds to which dent, non-Canadian corporations and
level of taxpayer uncertainty about the modified provision is directed interests in trusts where, at any time

the effective date of the law. More- (seemingly a deposit returned by a during the 12 months preceding a dis-

over, the typical delay between the government or an income tax refund position of such shares or interests,
introduction and final passage of a could now be taxable), the amended more than 50 percent of the value of

proposal has increased and now ex- paragraph applies to all amounts re- the assets of the corporation or trust

tends to six to nine months. Such de- ceived after 1990. TEI believes that a consists of other taxable Canadian

lays compound the difficulty of pre- provision requiring an income inclu- property. TEI has no comment regard-
paring a complex corporate tax re- sion should never be retroactive. ing the propriety of the expanded def-

turn, which often requires several inition. Nonetheless, we are con-

months, since taxpayers are uncertain B. Moving Expenses cerned that the reach of the Income
whether to comply with the "old" or Tax Act has been extended by means

the "new" and modified laws for re- Paragraph 62(3)(f) currently pro- of a Technical Amendment Bill rather
turns filed after legislation is intro- vides that the definition of "moving than through a Budget or Tax Policy
duced but before final assent. To avoid expenses" includes, inter alia, "any Act.

imposing unnecessary tax filing bur- taxes imposed on the transfer or reg-
dens upon taxpayers, we recommend istration of title to the new residence." VI. Conclusion
that the government consider delay- In 1995, the Tax Court of Canada de-

ing the effective date of tax legisla- cided that the term "taxes" includes TEI is pleased to have the oppor-
tion to the date of Royal Assent. payments for Goods and Services Tax tunity to raise our concerns about the

(GST). The proposed amendment to process for developing tax policy leg-
IV. Retroactive Legislation paragraph 62(3)(f) would exclude any islation in Canada. We stand ready to

Should Be Eschewed amounts paid on account of GST. The discuss how we can assist the govern-

proposal is to be applicable retroac- ment in resolving these matters to

For a tax system to be fair and, tively to taxation years after 1990. improve tax legislation in Canada.

as important, to be perceived as fair, TEI recommends that the Department TEI's comments were prepared under

taxpayers must be able to rely on the reconsider this retroactive proposal. the aegis of its Canadian Income Tax
extant legislation and regulations at We submit that the matter is not sig- Committee, whose chair is J. A.
the time that business transactions nificant enough to overcome the gen- (Drew) Glennie of Shell Canada Lim-

or other taxable events occur. Conse- eral policy against retroactive legis- ited. Ifyou should have any questions
quently then, legislation should be lation. about TEI's comments, please contact

generally prospective in effect. Retro- either Mr. Glennie at (403) 691-4900

active effective dates represent an C. Replacement Properties or Vincent Alicandri of Xerox Canada,
extreme remedy for a defective legis- Ltd., TEI's Vice President for Canadi-
lative process. Retroactive legislation Proposed amendments to subsec- an Affairs, at (416) 733-6762.

should, therefore, be reserved only for tions 13(4), 13(4.1), 14(6), 14(7), 44(1),
extreme cases. TEI believes that the and 44(5) would add an intention test
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TEI Opposes Virginia Legislation
to Permit Contingency Fee Audits

January 31, 1996

On January 31, 1996, Tax Executives Institute filed the following comments with the Virginia legislature opposing
proposed legislation to permit localities to hire accounting firms to conduct audits of local taxes. TEI's comments were

prepared under the aegis of its State and Local Tax Committee whose chair is Christopher W. Baldwin of Gannett Co., Inc.

As President of Tax Executives or city, or the tax-assessing officer of appealing. The use of contract audi-

Institute, I am writing to express the any town, to "employ, upon such terms tors seems to provide localities a way
Institute's policy objections to House as may be agreed upon, the services to secure revenues without spending
Bill No. 768, which would authorize of professional accounting firms to a cent. Like other concepts that seem

localities to hire accounting firms to too good to be true, however, the use

conduct audits of local taxes. TEI has of contract auditors is fraught with
fundamental concerns about such a risk and the potential for significant
proposal, which we believe would se- Tax Executives Institute adverse consequences. Stated blunt-

riously undermine the integrity of, strongly objects to the ly, the proffered justifications for con-

and public confidence in, local tax tract, or contingency fee, audits are

administration. proposed legislation. We specious and the policy objections to

them are overwhelming. Indeed, we

Background believe the use of so- submit that contingency fee audits

called bounty hunters by are more inimical to the tax system's
Tax Executives Institute is a vol- fairness than the use of quotas, which

unteer, professional association of local jurisdictions in have been roundly and rightly con-

nearly 5,000 accountants, lawyers, Virginia could deprive
demned (and uniformly disavowed by

and other professionals who are re- Virginia and other States).
sponsible for managing the tax affairs taxpayers of due process
of their companies. TEI members Contract audits violate public
must contend daily with the interpre- and significantly policy. They threaten taxpayer priva-
tation, application, and enforcement undermine the public's cy and, where the auditor is paid on a

of business tax laws. We represent a contingency basis, deprive taxpayers
cross-section of the business commu- perception of the tax of due process and subject them to

nity - in Virginia and across North abuse. No longer would a taxpayer's
America - and are dedicated to the system's fairness. liability be determined by a public
development and effective implemen- employee, but by a "bounty hunter"
tation of sound tax policy. We are sim- whose compensation is directly linked

ilarly committed to the uniform and assist with the audit of any local tax- to the amount he or she can extract

equitable enforcement of the tax laws, es." Hence, the bill would authorize from the taxpayer. Contract auditors
and to reducing the cost and burden the hiring of contract auditors on a would gain access to the most impor-
of administration and compliance to contingency fee basis. tant personal, financial, market, and
the benefit of taxpayers and govern- customer data that businesses and
ment alike. TEI believes that the di- Tax Executives Institute strong- other taxpayers possess. Since con-

versity, training, and experience of its ly objects to the proposed legislation. tract auditors at best would be pro-
members enable it to bring a unique We believe the use of so-called bounty viding their services to a locality on a

and balanced perspective to the poli- hunters by local jurisdictions in Vir- part-time basis, they would be in a

cy issues raised by House Bill No. 768. ginia could deprive taxpayers of due perpetual conflict of interest vis-á-vis

process and significantly undermine their private clients. What safeguards
Discussion the public's perception of the tax sys- would be could be - imposed to

tem's fairness. We also believe that prevent the unauthorized use or dis-
House Bill No. 768 would amend the determination of tax liability is a closure of taxpayer information- not

the Code of Virginia by adding sec- core governmental function - simi- only during the contract period but
tion 58.1-3902.1, relating to the use lar to the provision of police protec- after it ends? What restrictions would
of professional accounting firms for tion that the legislature should be be placed on where taxpayer informa-

performing audits of local taxes. Spe- loath to outsource. tion is stored or who at the contrac-

cifically, the legislation would autho- tor's firm would have access to it?
rize the commissioner of the revenue At first blush, the privatization What type of sanctions would be im-

or director of finance for any county of the government's audit function is posed for unauthorized use? Could
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damages for unauthorized use be and receive 35 percent of any addi- work habits, and the like into the

sought from both the locality and the tional amount collected plus 100 per- audit situation - all of which detract

contract auditor? cent of all first-year penalties collect- from the goal of objectively determin-

ed. The court upheld Sears, Roebuck ing the appropriate amount of tax

These questions underscore the & Co.'s challenge to the system, stat- due."

difficulty of outsourcing core govern- ing:
ment functions to the private sector. TEI appreciates that localities

They demonstrate the problems in- The people's entitlement to are under tremendous pressure to re-

fair and impartial tax assess- duce costs and increase the revenues

ments lies at the heart of our flowing to their coffers. The urge to

Fairness and impartiality system. Fairness and impar- "privatize" the audit function may

are threatened when a
tiality are threatened when seem irresistible. We sincerely be-

a private organization has a lieve, however, that contract audits

private organization has financial stake in the amount are nothing but fools' gold.
of tax collected as a result of

a financial stake in the the assessment it recom- Conclusion

amount of tax collected as mends.
For the foregoing reasons, Tax

a result of the assessment TEI believes that it is wholly Executives Institute urges the legis-

it recommends. proper to focus on the deleterious ef- lature to resist the hollow promise of
fect that contract audit arrangements contract audits and to reject House
can have on the impartiality and fair- Bill No. 768.

herent in asking contract auditors to ness of state tax systems. Like the

attempt to serve two masters - the Justice of the Peace who gets to keep If you should have any questions
locality and their private clients. They a percentage of the speeding fines he about the Institute's comments,
make it impossible to believe that the imposes, contract auditors who are please do not hesitate to contact

public at large would support or ben- compensated on a contingency fee ba- Christopher W. Baldwin of the Gan-
efit from this proposal. sis will not be perceived as objective. nett Co. in Arlington, who is chair of

This view is shared by the Federation TEI's State and Local Tax Commit-
The use of contract auditors has ofTax Administrators (FTA), which is tee, or Timothy J. McCormally of the

justifiably come under attack in the an association of tax administrators Institute's professional staff in Wash-

courts. The seminal case in this area from across the United States. The ington, D.C. Mr. Baldwin's telephone'
was decided by the Supreme Court of FTA has stated that contract audit number is (703) 284-6801, and Mr.

Georgia in 1991. In that case, the arrangements "are not healthy for the McCormally may be reached at (202)
court quickly dispatched a contract tax system." The FTA has also ob- 638-5601.

audit fee scheme whereby an outside served that contract audits "introduce
firm would audit property tax returns extraneous issues such as motive,

An expert faculty comprised of TEI members and outside practitioners will guide you

through the following subjects:

How to Succeed in the Tax Profession

Managing the Tax Focus Group Breakout Sessions

Department Into the The 21st Century Tax Department One Man's Vision

21st Century Communications in the Workplace

How / Keep My Job Until the Year 2000 - and Beyond

June 6-7, 1996 An Overview of the Technology in Today's Tax Department

Renaissance Los Angeles Hotel Using Technology to Achieve Solutions

Practical Applications of Technology
Los Angeles, California

Managing the Automation of Section 482

Automating the Small Tax Department

Adding Computer Specialists to the Tax Department

A Computer Specialist's Perspective of Tax Department Technology

Preserving Attorney-Client Privilege in the New-Age Tax Department

e
For information about this or any Tax Executives Institute conference, course, or

seminar, please contact TEI at (202) 638-5601
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Who CanYouTrust?
We know you don't need a search firm all the time, but when you do, doesn't it make sense to hire one you can trust?

"Sure," you say, "but how do I know which one?"

Simple. Just ask other TEI members. After all, the only sure way to define quality is by referral.
And we bet the name you hear more than any other is TaxSearch.

But don't just take our word for it. Talk to other TEI members about TaxSearch. Then you'll be talking to us.

1-800-369-9676

TaxSearch
INCORPORATED

Specialists in the recruitment and selection of tax professionals.

6102 South Memorial Drive /Tulsa, Oklahoma 74133-1937 / Phone: 918-252-3100 /Fax: 918-252-3063
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