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INTRODUCTION

This pamphlet ! was prepared by the staff of the Joint Commit-
tee on Taxation for the House Committee on Ways and Means and
the Senate Committee on Finance in connection with the respec-
tive committee reviews of comprehensive tax reform proposals.
This pamphlet, one of a series of tax reform proposal pamphlets,
describes and analyzes tax provisions and proposals relating to ac-
counting issues.

The pamphlet describes present-law tax provisions and the tax
reform proposals made by President Reagan (“The President’s Tax
Proposals to the Congress for Fairness, Growth, and Simplicity,”
May 1985, referred to as the “Administration proposal”), the 1984
Treasury Department recommendations to the President (“Tax
Reform for Fairness, Simplicity, and Economic Growth,” November
1984, referred to as the “1984 Treasury report”), Congressional pro-
posals (identified by the primary sponsors), and other related pro-
posals. The pamphlet also includes analysis of the issues raised by
tax reform proposals relating to accounting issues.

The first part of the pamphlet is an overview. The second part
describes and analyzes accounting issues raised by the Administra-
tion 1proposzll, the 1984 Treasury report, and the Congressional pro-
posals.

1 This pamphlet may be cited as follows: Joint Committee on Taxation, Tax Reform Proposals:
Accounting Issues (JCS-39-85), September 13, 1985.
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L. OVERVIEW
In general

Because the Federal income tax is imposed on an annual basis, it
is necessary to devise rules that allocate the economic activities of
a taxpayer to a particular taxable year in order to determine the
income of that taxpayer for that year. These rules for allocating
economic activities to particular years collectively are called the
taxpayer’s method of accounting.

The particular method of accounting used by a taxpayer can sig-
nificantly affect the timing of the recognition of the taxpayer’s
income. Because of the time value of money, the timing of recogni-
tion can significantly affect the effective rate of tax on a taxpayer.

Limitations on the use of the cash method of accounting

One of the permissible methods of accounting under present law
for taxpayers that are not required to use inventories is the cash
receipts and disbursements method of accounting. Under that
method, income generally is recognized when the cash is construc-
tively or actually received. A deduction generally is allowed when
the expense is paid.

Under the Administration proposal, the cash method of account-
ing could not be used by businesses that have annual gross receipts
of more than $5 million. The Administration proposal generally
would .apply to taxable years beginning on or after January 1, 1986.

Pledges of installment obligations

Under present law, if property is sold on the installment method
(i.e., if payments for the sale of property are to be received after
the taxable year that the sale is made), gain from the sale of the
property generally may be reported on the installment method.
Under the installment method, a proportionate part of each pay-
ment is reported as income. In addition, any unreported income
generally is recognized when the installment obligations are sold or
otherwise disposed of.

The Administration proposal would provide that the pledging of
installment obligations for a loan would result in recognition of de-
ferred income on those installment obligations. In the case of prop-
erty sold in the ordinary course of business where the borrowing is
incurred in the ordinary course of business, the amount of gain to
be recognized upon the pledge of the installment receivables would
be the excess, if any, of the borrowed amount over the taxpayer’s
basis in the installment obligation. In other cases, the amount of
gain to be recognized upon the pledge of the installment obligation
would be same as if the borrowed amount had been received as a
payment on the installment obligation. The Administration propos-
al generally would apply to pledges of installment obligations after
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December 31, 1985. Installment obligations pledged on or before
that date would be subject to the rule on January 1, 1991.

Inventory valuation

Present law requires the use of inventories in a business where
the production, purchase, or sale of merchandise is an income-pro-
ducing factor. Generally, inventories are valued at cost. The cost of
goods in an inventory is determined by assuming that the first
goods acquired are the first goods sold (i.e., FIFO). However, if the
taxpayer so elects and uses the same method for financial pur-
poses, the dollars amount of an inventory may be determined by
ﬁ?x(x)l)ling that the last goods acquired are the first goods sold (i.e.,

The Administration proposal would provide that the amount of
an inventory determined under the FIFO method would be indexed
for inflation. In addition, the Administration proposal would allow
a taxpayer to elect to use the LIFO method for Federal income tax
purposes even if that taxpayer uses another method for financial
purposes. The Administration proposal generally would apply to
taxable years beginning after January 1, 1987.

Capitalization of production costs

Under present law, there are a number of instances where the
measurement of income requires a deferral of the deduction of cer-
tain costs. For example, where a taxpayer manufactures goods and
is required to maintain inventories, there are rules that determine
what costs incurred by the taxpayer are included in that inventory.
Similarly, where a taxpayer uses the completed contract method of
accounting for long-term contracts, a different set of rules deter-
mines which costs may be deducted currently and which costs may
be deducted at the completion of the contract.

The Administration proposal provides a uniform set of rules for
determining when deductions are allowed for all production costs.
The proposed rules generally follow the rules applicable to the tax-
ation of extended-period long-term contracts under the completed
contract method of accounting. These rules would require the capi-
talization of all costs allocable to (1) the production or manufacture
of inventory goods or property held primarily for sale to customers
in the ordinary course of business, (2) production under a long-term
contract, (3) the construction or other production of real property
or personal property, and (4) the growing of timber.

In the case of costs incurred in the production or manufacture of
inventory goods, the Administration proposal would provide special
rules for farmers. Generally, farmers would not be required to keep
inventories. Nonetheless, where the preproductive period of a plant
or animal (other than an animal held for slaughter) is more than
two years, the preproductive costs would have to be capitalized and
amortized over the life of the plant or animal. In lieu of capitaliz-
ing those costs, taxpayers would be permitted to use a farm-price
or unit price accounting method. These rules would also apply to
the growing of timber.
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In the case of taxpayers using the completed contract method of
accounting for long-term contracts, the Administration proposal
would repeal the less comprehensive cost deferral rules applicable
to small contractors and contracts of less than three years’ dura-
tion. In addition, the Administration proposal would require the de-
ferral of general and administrative expenses allocable to cost-plus
contracts or contracts with Federal agencies requiring certified
costs.

In the case of taxpayers engaged in the construction of real prop-
erty or personal property, the Administration proposal would re-
quire the capitalization of all construction period interest if the con-
struction period is extended or the property is long-lived.

The Administration proposal generally would apply to costs and
interest paid or incurred after December 31, 1985.

Reserves for bad debts

In lieu of a deduction for specific bad debts at the time they
become partially or wholly worthless, present law allows taxpayers
a deduction for reasonable additions to a reserve for bad debts.

The Administration proposal would repeal the rules permitting
deductions for additions to a reserve for bad debts. Under the Ad-
ministration proposal, deductions for bad debts would be allowed
when the debt becomes partially or wholly worthless. The Adminis-
tration proposal generally would apply to taxable years beginning
on or after January 1, 1986.

Mining reclamation costs

Present law provides special treatment of mining reclamation
costs. Under these special rules, taxpayers are allowed deductions
for reclamation costs as the land is disturbed, instead of when the
reclamation is done.

The Administration proposal would repeal the special treatment
for mining reclamation costs. The Administration proposal would
apply beginning on January 1, 1986.

Returns of magazines, books, and records

Present law allows taxpayers to elect to exclude from income
sales of magazines, books, and records to the extent that the maga-
zines, books, or records are returned to the taxpayer within a speci-
fied period. In the case of magazines, the specified period is two
and one-half months after the end of the taxpayer’s taxable year.
In the case of paperback books and records, the specified period is
four and one-half months after the end of the taxpayer’s taxable
year.

The Administration proposal would repeal this special treatment
for returns of magazines, books, and records. The Administration
proposal would apply to taxable years beginning on or after Janu-
ary 1, 1986.

Qualified discount coupons

Present law allows accrual-basis taxpayers a deduction for dis-
count coupons actually redeemed during the taxable ycar and an

amount equal to the net addition to a reserve account necessary to
reflect anticipated redemption of currently issued coupons that are
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redeemed within six months after the end of the taxpayer’s taxable
year.

The Administration proposal would repeal the deduction for ad-
ditions to the reserve for anticipated redemption of discount cou-

pons.
The Administration proposal would apply to taxable years begin-
ning on or after January 1, 1986.



II. EXPLANATION OF PROPOSALS
A. Limitations on the Use of the Cash Method of Accounting

Background

Under the Federal income tax system, net income is calculated
in terms of items of income and expense that are assigned to a dis-
crete period of time, termed the taxable year. Each taxpayer must
adopt a method of accounting which establishes the framework for
assigning income and deduction items to particular taxable years.
The choice of accounting method may have a significant effect on
the ultimate tax liability of the taxpayer. As a result of the assign-
ment of income and expense to different periods, two enterprises
having identical economic activities but using different accounting
methods may have different tax liabilities.

The primary goal of any tax accounting method is to provide a
system for assigning items of income and expense to a taxable year
so that the net income of the enterprise for that period is clearly
reflected. However, there are several concerns involved in achiev-
ing a clear reflection of income, not all of which can be completely
satisfied by any one method of accounting.

One of these concerns is certainty—the concept that before an
amount is recorded as income or expense, it should be supported by
objective, verifiable evidence, and not merely represent a subjective
“best guess” of what might happen in a later period. The concern
for certainty is reflected in the principle that gain or loss due to a
change in asset value should not be recognized for Federal income
tax purposes until some transaction confirming that change in
value is completed, i.e., until the gain or loss is realized.

Another concern, usually referred to as the matching principle,
is that items of income and the items of expense contributing to
that income should be recognized in the same taxable year. This
concern derives from the concept that the measurement of net
income requires identification both of the receipts of the taxpayer
and also of the costs that were associated with generating those re-
ceipts. If related items of income and expense are assigned to dif-
ferent taxable years, neither year’s net income will be properly
stated. Another aspect of the matching principle is that items of
income and expense should be assigned to the appropriate taxable
year in terms of the underlying economic activity that generated
the receipts or expenditures. The accrual method of accounting is
generally considered to reflect the matching principle more accu-
rately than the cash method because the accrual method measures
the activities of a period and not merely the cash flows occurring
within the period.

A third concern is that the method of accounting should provide
a measure of net income which reflects how much “better off” the

®)
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taxpayer is at the end of the taxable year than at the beginning.
Neither the cash nor the accrual method fully accomplishes this
objective. The cash method does not recognize items until they are
received or paid irrespective of whether an enterprise may benefit
or lose financially as a result of having incurred an enforceable
right to a receipt or a fixed obligation to make a payment. The ac-
crual method treats some items which are expected to be received
or paid in the future the same as cash received or paid in the cur-
rent taxable year, without taking into account the time value of
money in measuring the change in the taxpayer’s economic well-
being. Also, by virtue of the realization principle, neither the cash
nor the accrual method attempts to measure changes in net wealth
attributable to open transactions, such as unrealized appreciation
or depreciation in assets.

There are several other considerations in determining whether a
particular accounting method is appropriate for tax purposes. The
method should be reliable and not subject to manipulation by the
taxpayer. The method should be relatively easy to use. Extremely
complex methods of accounting, while perhaps providing a more
precise measurement of income, may be so difficult to use that
their very complexity causes erroneous results, and may be so ex-
pensive to implement that the taxpayer may seek to avoid compli-
ance. Finally, the method adopted should be used consistently.

Present Law
In general

Under present law, a taxpayer generally may elect (on its first
income tax return) to use any method of accounting that clearly re-
flects income and that is regularly used in keeping the taxpayer’s
books (sec. 446). The latter requirement is considered satisfied even
if the tax accounting method differs from that used by the taxpay-
er in keeping its books so long as sufficient records are maintained
(t)?i ailow reconciliation of the results obtained under the two meth-

s.

If the method chosen by the taxpayer fails to reflect income
clearly, the IRS may require the taxpayer to use a method meeting
the statutory standard (sec. 446(d)). The U.S. Supreme Court has
held that the IRS has wide discretion in determining whether a
particular method of accounting should be disallowed as not clearly
reflecting income.? Treasury regulations provide, however, that a
method of accounting which reflects the consistent application of
generally accepted accounting principles in a particular trade or
business ordinarily will be regarded as clearly reflecting income.*
Once a method of accounting has been selected, a change to a dif-
ferent method requires IRS consent (sec. 446(e)).

Various methods of accounting are allowed under present law,
including the cash receipts and disbursements method (cash
method), the accrual method, certain industry specialized methods,

2 Rev. Rul. 68-35, 1968-1 C.B. 190; Rev. Rul. 68-83, 1968-1 C.B. 190.
3 Hansen v. Comm’r, 360 U.S. 446 (1959).
4 Treas. Reg. sec. 1.446-1(a)2).
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and, within certain limitations, hybrid methods combining several
of the approaches of these and other methods.

Cash method

The cash method generally recognizes items of income when ac-
tually or constructively received and items of expense when paid.
There are numerous exceptions, however, to the general rule. For
example, expenditures for business assets with lives substantially
longer than the current taxable year generally may not be deduct-
ed in the year paid but must be depreciated or amortized over their
tax life (if any). In determining the amount eligible for deprecia-
tion or depletion (i.e., the asset’s basis), amounts to be paid in later
taxable years (i.e., when borrowed funds are repaid) may be consid-
ered as well as amounts already paid. The portion of other expense
items which will benefit the taxpayer more than one year from the
date of payment must also be capitalized and deducted in the year
of benefit (sec. 263).

By way of further illustration, interest expenses attributable to
the use of money in a taxable year later than the year of payment
must always be capitalized and deducted only in such later taxable
year. Special rules also require cash-basis tax shelters to delay rec-
ognition of expense items until both payment and economic per-
formance have occurred (sec. 461(i)). Deduction for expenses paid to
certain related taxpayers must be delayed until the related taxpay-
er is required to recognize income on the transaction (sec. 267).

Accrual method

The accrual method recognizes income when all the events have
occurred which establish the right of the taxpayer to receive the
income.® Likewise, an expense is recognized at the time all the
events establishing an obligation to pay have occurred.®

The all-events requirement is not considered satisfied until the
amount of the right or obligation is determinable with reasonable
accuracy. In the case of expense items, the all-events test is not sat-
isfied prior to the time of economic performance of the service, etc.,
for which the expense is incurred (sec. 461(h)). With regard to cer-
tain liabilities, such as workers’ compensation claims and tort li-
abilities, economic performance is not considered to have occurred
prior to the time the amount is actually paid. As is the case with
the cash method, a special rule precludes accruing an expense item
owed to certain related taxpayers prior to the time that the related
taxpayer is required to include the item in income (sec. 267).

Present law requires the use of the accrual method in certain
cases. The most important of these is where inventories are re-
quired. All purchases and sales related to inventories must be re-
corded for tax purposes using the accrual method of accounting.”
One aspect of this method is the inclusion of certain expense items
in the cost of the inventory under the full absorption method, dis-
cussed in part II, D, below. The accrual method also must be used

5 Treas. Reg. sec. 1.451-1(a).
8 Treas. Reg. sec. 1.461-1(a)2).
7 Treas. Reg. sec. 1.446-1(c)2).
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in the case of certain corporate agricultural activities with gross re-
ceipts exceeding $1 million (sec. 447).

Administration Proposal

The Administration proposal would disallow use of the cash
method of accounting for Federal income tax purposes by any tax-
payer with annual gross receipts from a trade or business exceed-
ing $5 million, computed on the basis of a moving average for the
most recent three taxable years. For trades and businesses, other
than farming, with average gross receipts not exceeding $5 million,
the cash method would also be disallowed if another method of ac-
counting has been regularly used by the taxpayer to ascertain
income, profit, or loss of the business for purposes of reports or
statements to shareholders, partners, other proprietors, or benefici-
aries, or for credit purposes.

The provision relating to disallowance of the cash method would
be effective for taxable years beginning on or after January 1,
1986. The adjustment to income resulting from the mandated
change in tax accounting method would be recognized ratably over
a period of six years. The adjustment would equal the difference
between income as measured under the accrual and cash methods
for years prior to the effective date.®

Other Proposals
1984 Treasury report

The 1984 Treasury report generally is the same as the Adminis-
tration proposal with respect to disallowance of the cash method in
certain circumstances. However, the 1984 report also recommended
that disallowance of the cash method should apply to farming as
well as to other types of trades or businesses (having annual gross
receipts not exceeding $5 million) if the taxpayer has used a
method other than the cash method for purposes of reporting to
owners, beneficiaries, or creditors.

- 8. 409 and H.R. 800 (Bradley-Gephardt)

The Bradley-Gephardt bill generally would retain present law.
The present-law rules requiring certain corporate farmers to use
the accrual method would be expanded to require all taxpayers
with gross farming receipts in excess of $1 million in the current or
any prior taxable year to use the accrual method for their farming

income.

H.R. 2222 and S. 1006 (Kemp-Kasten)
The Kemp-Kasten bill is essentially identical in this regard to
the Bradley-Gephardt bill.

8 The formula used for determining the adjustment amount is income nof odpreviously included
under the cash method which would not be included under the new method, plus expenses de-

. ducted under the old method which would be deducted again under the new method, less ex-

penses not previously deducted under the old method which would not be deducted under the
new method, less income previously included under the cash method which would be included a
second time under the new method. One-sixth of the amount so derived would be included in
income each year.
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Analysis
Overview

The disallowance of the cash method of accounting under the Ad-
ministration proposal to all taxpayers with annual gross receipts
exceeding $5 million would result in most of those taxpayers shift-
ing to the accrual method, although some might qualify to elect
either hybrid or industry-specialized methods.

The Administration proposal raises a number of issues. First,
does the cash method of accounting reflect income as clearly as
other methods? Second, does the answer to that question depend on
the nature of the taxpayer’s business? Third, even if it is deter-
mined that other methods more clearly reflect income, should the
cash method of accounting be retained for certain taxpayers and, if
so, which taxpayers should be eligible to use it?

Reflection of income under the cash method

The Administration proposal is in large part based on the belief
that “the cash method of accounting frequently fails to reflect the
economic results of a taxpayer’s business over a taxable year.” ®
This belief rests on the ground that the cash method fails both to
comply with the matching principle and also to measure economic
betterment. In support of this position, it is pointed out that the
cash method is not an acceptable method under generally accepted
accounting principles and, therefore, is not allowed for financial ac-
counting purposes.

The failure of the cash method to satisfy the matching principle
results from its recording of items of income and expense at the
time cash is received or disbursed. This generally is done without
regard to the taxable year in which the economic events giving rise
to the item occurred, or to whether an income item is matched
with the expense items incurred to generate the income.

Consider, for example, the case of an enterprise engaged in the
rental of property where charges associated with operating the
property are paid currently, but rental income is received annually
with payments due on the first day of the succeeding taxable year. ,
Under the cash method, expenses attributable to the first taxable
year are recognized during that year, but no rental income is in-
cluded until the second taxable year. Thus, there has been a failure
properly to associate items of expense (the operating costs) with the
income they produced (the rental receipts). In addition, the rental
income is recognized in a taxable year other than the year to
which it economically relates (i.e., the year in which the tenant .
leased the property). The use of the accrual method would correct
this mismatching by reassigning that portion of income attributa-
ble to occupancy by the tenant in the first year.

The ultimate tax effect of the deferred income in this example
will depend on whether the level and the timing of items of income
and expense remain constant over time and the life of the enter-
prise. If the level and timing remain constant over an unlimited
time period, the effect is one of permanent deferral of that portion °

9 See Administration proposal, p. 213.
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of net income which is not recognized in the first year because of
the use of the cash method.

The following example shows this permanent deferral effect.
Assume that taxpayers A, B, and C own identical properties. Each
rents the property for $10,000 per year, payable on the first day of
the next taxable year, and each expends $10,000 per year in main-
tenance, payable during the taxable year. Taxpayer A reports on
the accrual method, while taxpayers B and C report on the cash
method. Assume futher that taxpayers A and B continue to hold
their properties, and taxpayer C sells his for no gain or loss at the
beginning of year 5, after the rent for year 4 is received but before
any expenses for year 5 are paid.

Under these assumptions, the net taxable income for taxpayers
A, B, and C for years 1 through 5 attributable to their properties is
shown by the following table:

[In thousands of dollars]

Year: 1 2 3 4 5 Total

Taxpayer A (accrual)

Rental income. 10 10 10 10 10 50

Expense 10 a0 a0 a0 (50)
Net taxable

income.........co.... 0 0 0 0 0 0
Taxpayer B (cash)

10 40

Rental income. 10 10 10
1) ao  ao ao (50)

0 0 0 0 10)

Taxpayer C (cash)
Rental income. 10 10 10 10 40
Expense 10 a0 a0 0 (40)
Net taxable
T LS 10) 0 0 0 10 0

Taxpayer B has deferred $10,000 of taxable income by choosing
the cash method of accounting and will continue to defer that
amount as long as the streams of income and expense remain un-
changed as to amount and timing. Only where the income streams
come to an end, as they do for C when the building is sold, will the
deferral amount finally be taken into taxable income. Taxpayer C’s
eventual recognition of the deferral amount as income under the
cash method, however, does not mean his tax situation has been
the same as taxpayer A’s under the accrual method. Because of the
time value of money, the deduction from income in year 1 is of
greater value to taxpayer C than the income in year 5 (i.e., the rent
paid for leasing the property during year 4), unless taxpayer C was
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unable to use the loss generated in year one against other income,
or he is in a higher tax bracket in year 5 than the year in which he
used the first-year loss.

The deferral of income under the cash method is undesirable not
because it gives a result different from the accrual method, but be-
cause it does not accurately reflect the economic results of the busi-
ness. Thus, in each year in the above example, the building was
rented for an amount equal to the expenses of owning the building.
The taxpayer’s position was neither better nor worse off at the end
of each taxable year as a result of engaging in the activity, and
should recognize no net income or loss for Federal tax purposes for
any taxable year.

Reflection of income under the accrual method
In general

Those who favor use of the cash method of accounting for tax
purposes respond that the accrual method required under the Ad-
ministration proposal would involve some failures to clearly reflect
economic income.

One of these failures relates to the time value of money. Items of
income and expense are accrued in nominal dollar amounts. Yet, if
actual payment is delayed, the present value of the payment will
be less than the nominal amount at which it has been accrued.
Where items of income are collected or items of expense paid later
than their accrual, economic income or expense will have been
overstated by the difference between the nominal amount and its
actual present value. A similar result occurs when items are col-
lected or paid prior to the appropriate time of accrual. In this case,
the nominal dollar amount used at the time of accrual understates
the actual income or expense experienced. This problem will not
arise, however, in cases where the parties explicitly pay and re-
ceive interest from the time of accrual to the time of payment.

An additional measurement problem arises under the accrual
method because of the inherent uncertainty in recording items of
income and expense prior to their actual payment. Although all
the events may have occurred to establish a taxpayer’s right to re-
ceive income, it cannot be said with certainty that the income will
be received until cash is actually in hand.

Accrual tax accounting under present law deals with this prob-
lem by the use of a reserve account to estimate an average annual
portion of moneys due the taxpayer which in fact will not be paid,
and provides a current exclusion from income for the amount nec-
essary to maintain such a reserve. The effect of this reserve is to
allow a current deduction for an estimate of actual bad debt experi-
ence in the following year. Under the Administration proposal,
these reserves would not be allowed,®® thus requiring taxpayers to
recognize income currently which may never be collected. Al-
though a deduction would be allowed at the time the receivable is
proved to be uncollectible and written off, this could be several
years in the future.

92 See discussion of reserves for bad debts in Part II, E, 1, below.
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It has been suggested that several types of businesses may have
particular problems in obtaining an accurate measurement of
income under the accrual method proposed by the Administration.
Providers of professional services (such as law firms and account-
ing firms), who generally would be required to recognize income at
the time they bill their clients, have argued that the required use
of the accrual method, combined with the prohibition of the use of
bad debt reserves, does not recognize the realities of their business-
es.
Their claim is that, because of their professional relationship
with their clients, they are not able to pursue collection of amounts
receivable in the aggressive manner that providers of goods can
utilize. Since the work product provided is intangible, it is argued,
the perception of its value is by necessity somewhat subjective.
This may result in the firm’s writing down the original amount
billed in order to satisfy the client and obtain collection, and could
lead to a period of negotiation after billing which delays collection.
For these reasons, it is argued, the sending of a bill by a provider
of professional services may not have the same indicia of the satis-
faction of the all-events test as does the sending of a bill by a pro-
vider of goods. The amount stated on the bill may not establish the
actual amount of expected collection. Also, a significant period of
time may pass between the sending of the bill and any the receiv-
ing of payments.

If the time of billing does not satisfy the all-events test, then the
time at which the test is satisfied must be determined. If collection
of amounts billed is so uncertain that only the receipt of cash
would satisfy the test, it may make little sense to disallow use of

‘the cash method. However, in many cases, it is doubtful that the

all-events test would not be satisfied until actual cash collection;
instead, the test may be satisfied prior to billing, when the service
provider actually performs the work. Because the time of billing is
a verifiable event involving a transaction between independent par-
ties, and because it strikes a balance between situations where the
all-events test is satisfied as the work is performed and the situa-
tions where the test is not satisfied until actual collection, accrual
of income at the time of billing could be viewed as a desirable
timing rule in the interest of certainty and administrative simplici-
t

y.

Providers of services also argue that the above considerations
make it more difficult for them to factor (sell to outside parties) re-
ceivables in order to obtain present cash flow to pay the earlier
taxes which might result from required use of the accrual method.
On the other hand, while it may be true that the specific receiv-
ables themselves are not factorable, it is may be assumed that the
amount of receivables contributes to the general borrowing power
of the firm, thereby aiding its ability to generate current cash flow.

It also is pointed out that sellers of goods have access to the in-
stallment method of accounting, but that this method is denied to

~ providers of services. The installment method delays recognition of

income and cost of sales until the time of actual collection and
thereby eliminates many of the problems associated with delayed
collection. It may be appropriate to consider extending the use of
the installment method to providers of services. A seller of goods
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using the installment method, however, not only delays recognition
of income but also the recognition of the costs associated with those
sales. Extension of the installment method to service-providers on
terms equivalent to those applicable to providers of goods would re-
quire service-providers to capitalize costs associated with generat-
ing receivables.

The problems which service-providers find with the Administra-
tion proposal relate to the timing of income items and not to the
recognition of expenses. The effect of requiring accrual accounting
for expense items would depend upon the time they are normally
paid. Deductions for prepaid expenses would be deferred, while de-
ductions for expenses paid after the goods or services are received
would be accelerated. Regardless of when paid, deductions under
the accrual method would be recognized for tax purposes in the
period in which the liability for them becomes fixed and they are
economically performed, providing a better reflection of their con-
tribution to net income than under the cash method.

The proper reflection of income is best served by recording items
of revenue and expense under the same method. Since expenses
generally are considered to be better reflected under the accrual
method, and since there may be difficulties in clearly reflecting
revenues under both the cash and accrual methods, the accrual
method is, on balance, the preferable method for Federal income
tax purposes.

Financial accounting methods
Preference for accrual method

One of the arguments for disallowing use of the cash method is
that this method is not allowed for financial accounting purposes
under generally accepted accounting principles (GAAP). The accru-
al method is preferred for financial accounting purposes. “Informa-
tion about enterprise earnings and its components measured by ac-
crual accounting generally provides a better indication of enter-
prise performance than information about current cash receipts
and payments. . . . Accrual accounting is concerned with the pro-

cess by which cash expended on resources and activities is returned '

as more (or perhaps less) cash to the enterprise, not just with the
beginning and end of that process. It recognizes that the buying,
producing, selling and other operations of an enterprise during a
period, as well as other events that affect enterprise performance,
often do not coincide with the cash receipts and payments of the
period.” 1° . .
Although the cash method is not a preferred method, its use is
not absolutely prohibited for financial accounting purposes. In the
case of some relatively small organizations, it is recognized that the
benefits of the better information obtained from accrual accounting
may not justify the costs of obtaining the information.! In such
cases, use of the cash method is allowed. .
The Administration proposal recognizes this cost/benefit analysis

by allowing taxpayers with average annual gross receipts of $5 mil- .

lion or less, who do not already use a method other than the cash
method for financial purposes, to continue to use the cash method.

10 Financial A ing Standards Board, of Concepts No. 1 (1978), para. 45.
11 Financial A ing Standards Board, of Concepts No. 4, (1950), para. 50.
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In the case where it is probable that amounts due a taxpayer
will not all be collected, GAAP requires that a reserve be estab-
lished and that current income be reduced. Since the Administra-
tion proposal would not allow a deduction in connection with such
a reserve, it cannot be said that the Administration proposal is con-
sistent with GAAP.

Conformity issue

It is not clear whether conformity with generally accepted ac-
counting principles should be used in determining what is a proper
method of accounting for Federal income tax purposes. While one
objective of financial reporting under generally accepted account-
ing principles is to provide a periodic earnings measurement (net
income for the year), this objective is only part of the overall objec-
tive to provide information useful to the making of business and
economic decisions and provide a basis for making reasoned choices
among alternative uses of scarce resources in the conduct of busi-
ness and economic activities. To the extent that the demands of
this overall objective may conflict with needs satisfied by the peri-
odic measurement of income, the financial accounting system
under generally accepted accounting principles may measure activ-
ity in a manner that is not appropriate for income tax purposes.

Many of the uses of financial statement information are more de-
pendent on the data on the balance sheet than they are on the
data on the income statement. As the income statement must agree
with the net change in the balance sheet for the year, any conflicts
in presentation which are reconciled in favor of the balance sheet
can negatively affect the proper presentation on the income state-
ment. The use of the financial statement by lenders requires the
disclosure of potential as well as current claims against the assets
of the entity. The recording of these potential claims requires
either a reduction of accumulated earnings or a current reduction
of income. Although necessary to preserve the integrity of the bal-
ance sheet, this may render the GAAP income statement less suita-
ble for current income tax purposes.

Investors as well as lenders may be concerned with current
values of assets and liabilities as a measure of the “break-up”
value of the entity. To satisfy this need, financial accounting re-
states the carrying values of certain assets to the lower of cost or
market value, and record an offsetting entry on the income state-
ment. To the extent that the gain or loss from the restatement of
these assets is not appropriate for current recognition for income
tax purposes, the financial accounting income statement may not
accurately reflect taxable income.

Although not specifically stated as a concept or objective of fi-
nancial reporting, a practical consideration of financial accounting
is that of conservatism. Both for the balance sheet and the income
statement, it is considered more important not to overstate net
assets or income than it is not to understate them. Thus, reserves
are established for loss contingencies, but not for gain contingen-
cies. Likewise, the value of inventory and investments is reduced
for declines in market value, but increases in market value are rec-
ognized only to the extent necessary to restore prior reductions.
The concept of conservatism may be a necessary part of financial
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accounting in order to offset the natural tendency of reporting enti-
ties to present as optimistic a picture of their financial position as
possible. To the extent the conservatism built into GAAP reduces
the accuracy of current income measurement, however, it renders
the financial accounting numbers less suitable as a guide for tax-
able income computation.

Effect of the $5 million threshold

The Treasury Department estimates that 103,000 corporations
(eight percent of all corporations), 4,000 partnerships (one percent
of all partnerships), and 1,800 sole proprietorships (less than one
percent of all sole proprietorships) would have average annual re-
ceipts exceeding $5 million, and thus would be subject to disallow-
ance of the cash method. The Treasury Department states that
some of these entities already are using the accrual method for tax
purposes. Nonetheless, many businesses with average annual re-
ceipts below $5 million would be required to switch from the cash
method if they regularly used another method to report to owners,
beneficiaries or creditors.

The stated reason for the $5 million threshold is to prevent
smaller, less sophisticated businesses from being forced to shoulder
the burden of changing to a different method of accounting. On the
other hand, to the extent that taxpayers are already using another
method of accounting for nontax purposes, there would appear to
be little or no increase in burden in using that method of account-
in% for tax purposes as well.

everal arguments have been made against a rule which limits
the use of the cash method depending upon the gross receipts of
the business. It is suggested that entities currently using the cash
method may divide themselves in order to qualify for the $5 mil-
lion threshold. Entities approaching the $5 million amount could
limit their growth in order to avoid crossing the line and losing the
use of the cash method. In either case, it is argued, these decisions
might be made solely on the basis of tax consequences, without
regard to whether economic efficiency is served. On other hand,
the division of entities in order to avoid this rule can be prevented
by adopting rules which would aggregate related businesses. In ad-
dition, it is unlikely that taxpayers would turn down profitable
business in order to avoid the operation of the $5 million threshold.
As the $5 million threshold is not indexed for inflation, there is
concern that in time nominal growth in gross receipts could subject
taxpayers to the loss of the cash method, when the real value of
their receipts had not changed. If this is a concern, the $5 million
amount could be indexed for inflation.

It is also suggested that because some entities in the same line of
business would be forced to abandon the cash method while others
would be allowed to retain it, an unlevel “playing field” would be
created with attendant anticompetitive results. Whenever the ap-
plication of a tax rule depends on a specified level of activity being
reached, a fairness issue may exist between those subjected to the
tax rule and those exempted from it. Present law applies graduated
rates of tax which can have a significant effect on the tax liabilities
of entities depending on their size and profitability. In such cases,
the appropriateness of a threshold for application of the tax rule
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depends on whether there is a valid reason for exempting those
below the threshold and whether the threshold has been placed at
an appropriate level.

In the case of the cash method of accounting, the relative sim-
plicity of compliance under the cash method and the goal of not
burdening smaller taxpayers with the required adoption of a new
accounting method are cited to support use of a threshold. As sim-
plicity is the primary purpose behind the threshold, the use of a
phase-in approach to limit the difference in treatment between
those with roughly similar levels of activity, but who fall just on
either side of the threshold, would not seem appropriate. A phase-
in approach would require a hybrid method of accounting embody-
ing elements of both cash and accrual methods or, alternatively,
the computation of tax liabilities under both methods and the
blending of results. Such an approach, would be more burdensome
from a compliance standpoint than a full shift from the cash
method of accounting.

It is recognized that, where the cash and accrual methods
produce substantial differences in any year’s tax liability, the com-
petitive effect of different treatment may be a concern. If the sub-
stantial difference is a result of deficiencies in the ability of the ac-
crual method to accurately measure economic income, it would
appear that the issue is not the $5 million threshold, but rather the
appropriateness of disallowing use of the cash method. If the sub-
stantial difference is related to the failure of the cash method prop-
erly to match income and expense, or is due to the ability of the
cash-basis taxpayer to manipulate tax liability, the issue is whether
this creates an unacceptable cost of allowing the cash method to
any taxpayer.

B. Pledges of Installment Obligations

Present Law
In general

In general, gain or loss from “dealings in property” (sec. 61(a)(3))
is recognized only upon the ‘“sale or other disposition” of the prop-
erty (sec. 1001(a)). As discussed below, income from an installment
sale of property generally may be reported on the installment
method.

Where property is pledged as collateral for a loan, there is gener-
ally no sale or other disposition that would require the taxpayer to
recognize gain or loss. This is true even if the loan is nonrecourse
and the borrowed amount exceeds the taxpayer’s basis in the
pledged property.!3
Installment sales

Under present law, income from an installment sale of property
generally may be reported on the installment method, unless the
taxpayer elects otherwise (sec. 453). An installment sale is a dispo-
sition of property where at least one payment is to be received
after the close of the taxable year in which the disposition occurs.

13 Woodsam Assocs. v. Comm’r, 198 F.2d 357 (2d Cir. 1952).
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Installment reporting is also permitted for dispositions on the in-
stallment plan by taxpayers who regularly sell or otherwise dispose
of personal property on the installment plan, and for dispositions
of personal property of a kind that is required to be included in the
taxpayer’s inventory. The installment method may not be used
where a sale results in a loss.

Under the installment method, a taxpayer recognizes income re-
sulting from a disposition of property in any taxable year, equal to
that proportion of the payments received in that year that the
gross profit under the contract bears to the total contract price. For
example, assume an individual makes a casual sale of personal
property that has a basis of $50,000. The individual receives $40,000
immediately and will receive $60,000 (plus interest) in the next tax-
able year. Under the installment method, the individual recognizes
$20,000 of gain immediately—$50,000/$100,000 (gross profit ratio)
times $40,000 (payments received). The seller recognizes the re-
maining $30,000 of gain when the final payment is received—
$50,000/$100,000 times $60,000.

ni. aye of install 2 nhlime i,

Generally, if an installment obligation is disposed of, gain (or
loss) is recognized equal to the difference between the amount real-
ized and the basis of the obligation, in the case of satisfaction at
other than face value, or equal to the difference between the fair
market value of the obligation at the time of the disposition and
the basis of the obligation, in the case of any other disposition. The
basis of the obligation is equal to the basis of the property sold plus
amounts of gain previously recognized. In general, the mere pledge
of an installment obligation as collateral for a loan is not treated
as a disposition.14

A : of outstandi P d b Ao

/4

If property subject to outstanding indebtedness is sold on the in-
stallment method and some or all of such debt is assumed in con-
nection with the sale, the timing of gain recognized under the in-
stallment method depends on whether the assumed debt is “quali- .
fying indebtedness.”

Qualifying indebtedness relating to an item of property is a mort-
gage or other indebtedness, whether or not secured by the proper-
ty, that was incurred or assumed by the owner incident to the
owner acquisition, holding, or operation of the property in the ordi-
nary course of business or investment. Indebtedness that is in-
curred incident to the disposition of the property (including certain
indebtedness incurred in contemplation of the sale of the property)
or that is unrelated to the acquisition, holding or operation of the
property is not qualifying indebtedness.

If the assumed debt is not qualifying indebtedness, then the
entire principal amount of the debt is treated like a payment in
the year of sale, and any gain is recognized accordingly. If the as-
sumed debt is qualifying indebtedness, gain is recognized only to
the extent that the principal amount of the debt exceeds the basis

14 See, e.g., Town and Country Food Co., Inc., 51 T.C. 1049 (1969), acq. 1969-2 C.B. XXV; United
Surgical Steel Company, Inc., 54 T.C. 1215 (1970), acq. 1971-2 C.B. 3.
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of the property. In such a case, the gross profit ratio applicable to
payments that subsequently would be made on the installment ob-
ligation (i.e., the percentage of such payments that would be treat-
ed as income), is adjusted upward so that any gain that is not rec-
ognized at the time of sale, because the special treatment of quali-
fying indebtedness, is recognized as later payments are made.

Background

A typical transaction in which installment obligations are
pledged involves a taxpayer who sells property in the ordinary
course of business in exchange wholly or partly for installment ob-
ligations of the buyer. For example, such a taxpayer may be a
homebuilder, or may be a dealer in consumer durables. Since such
a taxpayer transfers the property sold in exchange for installment
notes due after the close of the taxpayer’s taxable year, the income
from the sale may be reported under the installment method.

The taxpayer typically transfers the installment obligations aris-
ing from its installment sales to a wholly owned subsidiary with
which the taxpayer files a consolidated Federal income tax return.
The subsidiary issues debt to a third party secured by the install-
ment obligations in a manner such that the transaction would not
be treated as a disposition of the installment obligations that would
require the taxpayer or the subsidiary to recognize gains that are
deferred under the installment method. The subsidiary then dis-
tributes the proceeds of the borrowing to its parent.

Payments on the underlying installment obligations are used for
the subsidiary’s debt service. The consolidated group recognizes
income from the installment obligations upon the receipt of princi-
pal payments on the installment obligations, as if the parent still
held the obligations. In the case of installment obligations that
have long maturities (which is particularly common in the case of
sales of homes), only minimal amounts of principal are received in
the first several years.

For Federal income tax purposes, the installment obligations are
not treated as having been disposed of. Under generally accepted
accounting principles, however, the taxpayer may be able to treat
the transaction as a disposition of the obligations and, accordingly,
may neither account for the installment obligations as assets nor
account for the subsidiary’s debt as liabilities on the taxpayer’s bal-
ance sheet.15

Thus, as a result of such transactions, a taxpayer may receive in
cash all or a significant portion of the value of the installment obli-
gations (and treat the obligations as having been disposed of for ac-
counting purposes), yet not recognize any significant amount of
gain related to the installment obligations for tax purposes for sev-
eral years. Further, taxpayers who use the technique of pledging
installment receivables to defer the recognition of income are often
able to deduct currently certain expenses not allocated to the prop-
erty sold. These taxpayers, although reporting income for account-

15 See Financial Accounting Standards Board, Technical Bulletin 85-2, Accounting for Colla-
teralized Mortgage Obligations (CMOs) (March 18, 1985). While the installment obligations often
are transferred to a financing subsidiary for nontax reasons, the transfer to a financing subsidi-
ary is not necessary for the Administration proposal to apply.
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{ng pulrsposes, often have been able to generate large net operating
osses.

For example, in a taxable year, a homebuilder may sell 100
homes for $100,000 each, taking a $10,000 down payment and a
$90,000 purchase money mortgage from each of the purchasers.
The total costs that the builder was required to capitalize with re-
spect to each home were $80,000 and the builder was able to deduct
currently an average of $15,000 per home.

The builder then places all of the mortgages, total face amount
of $9 million, in a finance subsidiary that issues debt for close to
the full face amount of the mortgages. As a result of these transac-
tions, the builder, who realized an average profit of $5,000 per
home on the sale of the 100 homes and has received most of the
cash attributable to the sales (representing both a profit element
and a recovery of capitalized costs) by pledging the mortgages, will
report a net operating loss of $1,300,000. This loss is attributable to
the builder’s having deducted $1,500,000 in current expenses, while
recognizing only $200,000 of gain from the down payments on the
home sales (i.e.,, $20,000 gross profit divided by $100,000 selling
price, times $10,000 down payment per home) and recognizing no
gain on the pledge of the mortgages.

Administration Proposal
Property sold in the ordinary course of business

Under the Administration proposal, if an installment obligation
received in exchange for property sold in the ordinary course of
business is pledged as collateral for an amount borrowed in the or-
dinary course of business, then the taxpayer generally would
report gain equal to the excess (if any) of the amount borrowed
over the basis of the pledged obligation. Receipt by the taxpayer of
payments on the pledged installment obligations would not result
in recognition of gain except to the extent that the gain that other-
wise would be recognized on account of such payments exceeds the
gain, if any, recognized as a result of the pledge. The rule relating
to nonrecognition of gain from subsequent payments would apply
regardless of whether such payments are used to pay any portion
of the indebtedness secured by the installment obligation.

Casual sales of property

Under the Administration proposal, if installment obligations
arising from casual sales of property (i.e., sales other than those
arising from the disposition of property held primarily for sale in
the ordinary course of business) are pledged as collateral for a loan,
the proceeds of the loan generally would be treated as a payment
received on the obligation. Gain would be recognized equal to the
product of the loan proceeds and the gross profit ratio. As in the
case of installment obligations arising from dispositions of property
in the ordinary course of business, where payments on the obliga-
tion are subsequently received, gain would be recognized on ac-
count of such payments only to the extent the gain exceeds the

16 Issues relating to accounting for production costs are discussed in Part I D. below.
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amount of gain arising from the pledge of the obligation, regardless
of the use of the proceeds.

Exceptions

The provisions of the Administration proposal would not apply to
the pledge of an obligation that was received by the taxpayer in
exchange for property held primarily for sale by the taxpayer in
the ordinary course of its trade or business and which by its terms
requires payment in full within a period not exceeding one year. In
addition, the rules also would not apply to the pledge of obligations
arising from sales on a revolving credit plan the terms of which
contemplate that all charges for a purchase will be paid within a
year.

The rules also would not apply to the pledge of an installment
obligation pursuant to a general lien on all of the borrower’s trade
or business assets securing amounts borrowed from a financial in-
stitution (except where substantially all of the borrower’s assets
are installment obligations). Nor would the rules apply to the
pledge of an installment obligation in connection with any indebt-
edness the terms of which require payment in full within 90 days
of (iits issuance, provided the indebtedness is not renewed or contin-
ued.

Effective date

The Administration proposal generally would apply to the
pledges of installment obligations after December 31, 1985. Install-
ment obligations pledged on or before that date would be treated as
pledged on January 1, 1991, if still outstanding.

Other Proposal
S. 624 (Metzenbaum)

S. 624 would provide that (except as prescribed by Treasury regu-
lations) if any installment obligation is pledged as security for a
loan, the proceeds of the loan would be treated as a payment on
the obligation. This rule would apply regardless of whether the ob-
ligation arose from the disposition of property in the ordinary
course of business.

Analysis
In general

The treatment under present law of the pledge of installment ob-
ligations generally is consistent with the present law treatment of
other borrowings, i.e., the taxpayer recognizes no gain or loss
unless the property is treated as having been disposed of. One dis-
tinction that many consider important, however, is that an install-
ment obligation is itself the evidence of a previous sale of appreci-
ated property, the gain from which is deferred by virtue of a spe-
cial provision of the Code. Thus, those who favor altering the
present law treatment of pledges of installment receivables would
argue that installment reporting should be permitted where install-
ment obligations are pledged only if the rationale for initially per-
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mitting deferral under the installment method still remains after
the pledge.

Such advocates note that a primary justification for permitting
use of the installment method is that a taxpayer who exchanges
property for an installment obligation may not have available cash
with which to pay an immediate tax on the gain realized. Such a
taxpayer could have this problem in some cases because the install-
ment obligation may not be acceptable collateral for a loan, and in
others, because the taxpayer might be required to pay interest on a
loan at a rate considerably higher than the rate that the install-
ment obligation bears. In recognition that installment reporting is
not intended for situations where a recipient of an obligation is not .
burdened with an illiquid instrument, the Treasury regulations
provide that a seller of property generally must treat the receipt of
an obligation of the buyer that is in readily tradable form as an
immediate payment rather than as an installment obligation
(Treas. Reg. sec. 15a.453-1(e)(1)).

A taxpayer who borrows against an installment obligation argu-
ably is not faced with the liquidity problem that installment re-
porting is intended to alleviate, at least to the extent of the
amount borrowed. Such a taxpayer is not situated much differently
from one who has received only cash or a marketable security for
the property and could not defer the taxation of any of the gain
from the underlying transaction. Accordingly, the receipt of cash
resulting from pledging an installment obligation may be an appro-
priate time to tax at least a portion of the deferred gain.

On the other hand, advocates of retaining present law point out
that frequently, installment receivables, rather than other property
of the taxpayer, are pledged as collateral for a loan simply because
the receivables are the collateral favored most by lenders, thus
making the taxpayer’s borrowing cheaper. In such circumstances,
these advocates argue that it is unfair to treat the installment re-
ceivables necessarily as generating the cash, since it may be fortui-
tous that the receivables rather than other assets are pledged. In
addition, the homebuilding industry argues that their ability to
pledge installment receivables without triggering recognition of
gain permits them to offer financing to their customers at rates
below prevailing mortgage rates. It is not clear, however, that any
savings to homebuyers in such circumstances is of the same magni-
tude as the revenue loss to the Treasury resulting from deferral of
the tax on the gain.

Interest-free deferral

A taxpayer’s ability to defer recognition of gain by using the in-
stallment method may be said to have the same effect as an inter-
est-free loan by the Treasury to the taxpayer equal to the amount
of the deferred tax liability. A taxpayer who receives such a loan is
effectively able to realize a larger investment return than would
hhave IlJeen possible if the tax had been payable immediately upon
the sale. .

For example, if an individual with a 50-percent marginal tax rate
sells ordinary-income property with a basis of zero to a corporation
and receives in return a $100,000 installment obligation bearing in-
terest at 12 percent, the taxpayer will earn $12,000 per year on the
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obligation before taxes. If the gain on the sale were taxed immedi-
ately, however, the taxpayer could “invest” only $50,000 in the
same corporation and earn only $6,000 per year before taxes. This
$6,000 difference is, in effect, the interest that the taxpayer earns
on the investment of the interest-free “loan” from the Treasury of
the amount of deferred tax liability. If an appropriate interest
charge were placed on the privilege of deferral under the install-
ment method, then taxpayers generally would receive no benefit
from borrowing against installment obligations in order to generate
cash without triggering gain.

Administration proposal

The Administration proposal attempts to address some of the
problems raised by the use of installment reporting under present
law. Modifications of certain aspects of the proposal, however,
could be considered.

Return-of-basis rule

The Administration proposal provides different treatment for the
pledge of an installment receivable that was received in exchange
for property sold in the ordinary course of business than for an in-
stallment receivable that was received in exchange for a casual
sale of property. The apparent justification for this distinction lies
in the present-law rules relating to the treatment of qualifying in-
debtedness.

As discussed above, these rules in effect permit sellers to recover
basis prior to recognizing gain to the extent that any qualifying in-
debtedness is outstanding and is assumed (or is taken subject to) in
connection with the sale. Although property sold in the ordinary
course of a trade or business is by its nature unlikely to be sold
subject to qualifying indebtedness, the return-of-basis rule in the
Administration proposal may be justified as a means of effectively
permitting installment sales of such property to take advantage of
the qualifying indebtedness rules.

Several questions may be raised by this analogy. The first ques-
tion is whether the return-of-basis rule in the Administration pro-
posal is significantly broader than the qualifying indebtedness rule
to which it is analogized. The qualifying indebtedness rule allows
basis recovery only to the extent of the outstanding amount of
qualifying indebtedness. Thus, a seller generally cannot take ad-
vantage of the qualifying indebtedness rule except to the extent
that t%e property sold was debt-financed. Nevertheless, the Admin-
istration proposal allows the entire basis of property to be recov-
ered without recognition of gain regardless of the extent to which a
seller’s operations are debt-financed. Accordingly, the Administra-
tion proposal could be seen as providing more liberal treatment
than the qualifying indebtedness rules under present law.

A second question is whether the rule is consistent with a basic
concept of installment sales reporting—that a portion of each pay-
ment is gain and not first treated as a return of basis. In 1981,
after a long series of litigated cases, the Treasury Department
issued temporary regulations that attempted to limit the use of the
return-of-basis rule (Treas. Reg. sec. 15a.453-1(d)(2)). Under these
regulations, a cash-method taxpayer who elected not to report gain
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on the installment method could under no circumstances defer gain
until after recovering basis. Gain or loss in such a situation is to be
recognized based on the fair market value of the obligation, which
in no case is to be treated as less than the fair market value of the
property sold (less other consideration received).

These regulations were a response to situations where cash-basis
taxpayers would elect not to report income on the installment
method and would take the position that they were not required to
report any gain until they received cash in excess of basis. These
taxpayers relied on the so-called “cash equivalent” cases which
generally held that a cash-method taxpayer was taxable only on
the receipt of cash or its equivalent and that nontradable notes of
the purchaser are not the equivalent of cash.1? Thus, the return-of-
basis rule in the Administration proposal appears to be a reversal
of a longstanding Treasury position.

Third, it appears that complex rules could be needed to avoid sig-
nificant abuse potential that would exist if a return-of-basis rule
were implemented. For example, transactions that would ordinari-
ly involve a significant down payment (and resulting recognition of
a proportionate amount of gain) could instead be structured with
no down payment but with the amount that would have been the
down payment due in a short period of time. If, prior to the pay-
ment of such amount, the obligation were pledged, recognition of
the gain that would have resulted from the down payment might
be avoided.!®

Finally, the return-of-basis rule may be contrary to notions of
proper income measurement of an ongoing business. Where proper-
ty is sold and cash received on a regular basis in a profitable busi-
ness, there appears to be little justification for deferring the recog-
nition of income and payment of tax.

Treatment of subsequent payments

Under the Administration proposal, if an installment obligation
has been pledged and payments on the obligation are made, no
income is recognized on account of the payments until the gain at-
tributable to the payments exceeds the gain recognized on account
of the pledge of the obligation. Two issues are raised by this aspect
of the proposal.

The first issue is whether the proposal’s rule is appropriate with-
out regard to whether the payments received are applied to the
debt for which the obligations are pledged. The absence of such a
distinction in the proposal is apparently justified either by the view
that lenders generally will require payments on the pledged obliga-
tion to be applied to the indebtedness, or by the view that since
money is fungible, inordinate administrative difficulties would
occur in trying to trace the application of payments.

Nevertheless, if an installment obligation is pledged for a loan
that is considerably less than the face amount of the obligation, a
lender may not necessarily require all payments on the obligation

17 See, e.g., Nina J. Ennis, 17 T.C. 465 (1951); Harold W. Johnston, 14 T.C. 560 (1950).

18 The result in such a situation would depend in part upon the way subsequent payments on
the installment obligation were treated. Possible rules are discussed below, “treatment of subse-
quent payments.”
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to be applied toward the loan. Where this is the case, under the
Administration proposal, the holder of an obligation may be able to
receive a large percentage of the cash value of the obligation with-
out recognizing a commensurate portion of the gain.

For example, assume two taxpayers each make casual sales of
property that had a basis of $50,000 and receive $100,000 install-
ment obligations from the respective buyers. Each taxpayer bor-
rows $40,000 pledging the obligation as collateral and then receives
a $40,000 payment on the obligation; in one case, the taxpayer uses
the $40,000 payment on the obligation to pay off the $40,000 bor-
rowing while the other taxpayer retains the $40,000 payment with-
out paying off any of the borrowing. Under the Administration pro-
posal, both taxpayers would recognize gain of $20,000. The treat-
ment of the taxpayer who has in effect received $80,000 while rec-
ognizing only $20,000 of gain may be considered inappropriately
generous in the context of the proposal.

Accordingly, it may be appropriate for rules relating to subse-
quent payments to take into account the use of such payments. On
the other hand, such an approach might raise difficult tracing
problems, particularly where the timing of payments on the loan
did not coincide with the timing of payment on the installment ob-
ligation, it may be possible to develop adequate rules that deal with
this problem.

The second issue involves measuring the appropriate amount of
gain attributable to subsequent payments on the obligation if a
return-of-basis rule is adopted for pledges of certain installment ob-
ligations. Based on the analogy to the qualifying indebtedness
rules, it may be appropriate to adjust upward the gross profit ratio
applicable to subsequent payments, rather than to apply the gross
profit ratio that would apply in absence of any qualifying indebted-
ness.

For example, using the above facts, where subsequent payments
were retained and were treated as trlggermg additional gain with-
out adjustment to the gross profit ratio, the taxpayer who sold
property in the ordinary course of business under the Administra-
tion proposal would recognize only $20,000 of gain while a taxpayer
who sold property subject to $40,000 of qualifying indebtedness
would recognize approximately $33,000 of gain.!®

General lien exception

Frequently, a business, some of whose assets may consist of in-
stallment receivables, enters into loan agreements that grant the
lender a lien on all of the borrower’s assets (including the install-
ment obligations) whether or not the loan would be secured ade-
quately by a lien on less than all of the borrower’s assets. In such
situations, particularly due to the potential overcollateralization,

19 In the case of a sale subject to O%uallf ing indebtedness of $40,000, a gross profit ratio of
$50,000 (gross proﬁt) divided by 560 0 (se ling pnce minus quahfymg "indebtedness) would be

applied to n the a $40,000 would ruult
in rezgmhon of approxxmabely $33,000 of gain. In addition, if a tracmg rule were adopted that
resulted in no ade beiny at a.re

used to repay. debt an upward adjustment would be required in this situation in order to assure
recognition of the entire gain.
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the taxpayer may not be said necessarily to have borrowed against
its installment obligations.

The Administration proposal would address this situation by pro-
viding an exception relating to general liens. Since a typical pledge
of installment obligations using a finance subsidiary may literally
fall within the exception, the proposal would limit the exception to
cases where installment obligations do not comprise substantially
all of the borrower’s assets.

This exception could be abused, however, by modifying a typical
pledge of installment obligations only slightly. For example, both
installment obligations and a substantial amount of government se-
curities could be placed in a financing subsidiary that would then
issue debt secured by a general lien on all of its assets. Since sub-
stantially all of the borrower’s assets would not then consist of in-
stallment obligations, the borrower arguably would qualify for the
general lien exception. Accordingly, it may be desirable to consider
specifying that any general lien exception would apply only where
substantially all of the borrower’s assets, not including passive in-
vestment assets other than installment obligations, do not consist
of installment obligations.

Notwithstanding the desirability of accommodating the common
transaction described above where the borrower may not have ac-
tually borrowed against installment obligations, it is possible, how-
ever, that a borrower substantially all of whose assets do not con-
sist of installment obligations will nevertheless have effectively
borrowed against such obligations where the amount borrowed ex-
ceeds the value of the borrower’s non-installment obligation assets.
In these situations, the general lien exception may be considered to
be too broad.

In order to tailor relief more directly to situations where the bor-
rower has not necessarily borrowed against installment obligations,
the general lien exception could be modified. The modified excep-
tion could provide that the pledge pursuant to a general lien would
not be subject to the proposed rules except to the extent that the
amounts borrowed exceed the fair market value of borrower’s non-
installment obligation assets. Such a rule also would eliminate the
need for a limitation on the exception where substantially all the
borrower’s assets are installment obligations. On the other hand,
such a rule may raise administrative problems in determining the
fair market value of the borrower’s assets.

90-day debt exception

The exception in the Administration proposal for installment ob-
ligations that are pledged for indebtedness due within 90 days (pro-
vided that the indebtedness is not renewed or continued) would
permit certain short-term borrowings using installment receivables
as collateral without triggering gain on the receivables. This provi-
sion appears intended to allow taxpayers to continue to use the in-
stallment method to account for income relating to installment ob-
ligations that are pledged to satisfy short-term cash needs, but not
installment obligations that are pledged for longer-term debt that
appears to effect more of a “cashing out” of the obligation.

If an exception of this nature is believed to be desirable, consid-
eration may be given to three issues. The first issue is whether the
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short-term non-cashing out situation is not already accommodated
by the exception for pledges pursuant to a general lien, since the
type of short-term borrowing contemplated may well take place
pursuant to such an arrangement. The second issue is whether 90
days is the appropriate line to be drawn between borrowings that
are or are not considered to be sufficiently short-term to reflect a
borrowing that should not be treated as a cashing out of an install-
ment obligation. The third issue is what sort of rules would be nec-
essary to prevent certain disguised continuances of otherwise per-
missible short-term indebtedness, particularly in the context of
transactions within an affiliated group.

Imposing an interest charge on deferral

A major justification for permitting the use of the installment
method is the liquidity problems that might arise for a taxpayer
who is required to pay an immediate tax after exchanging property
for an installment obligation. A direct solution to such a liquidity
problem, however, would be for the Treasury to permit the taxpay-
er to defer payment of the tax liability and, recognizing that the
taxpayer has therefore received a loan, to charge interest (either at
the rate normally charged for tax underpayments or at the rate of
interest that the installment obligation bears) for the period that
the tax liability remains unpaid.

Alternative effective date

Some taxpayers may argue that the portion of the Administra-
tion proposal that would treat obligations that were pledged prior
to the general effective date as being pledged on January 1, 1991, is
unfair since it alters the income tax treatment of transactions en-
tered into before the general effective date of the provision. As an
alternative, present law could be applied to all obligations pledged
prior to the effective date of the provision.

C. Inventory Valuation

Present Law and Background
Background

The maintenance and valuation of inventories is an essential
part of the measurement of income for many business enterprises.
Where an enterprise purchases goods for resale, or purchases un-
finished or raw materials for conversion into the products it will
eventually sell, the matching principle requires that the cost of the

 purchase be recognized in the same period as the income from the
eventual sale. Since purchase and sale may take place in different
taxable periods, it is necessary to establish an inventory account
for the cost of items which remain on hand at the end of a taxable
period, but which are expected to be sold in a later period.

Once it is established that inventory accounts must be kept, it is
necessary to adopt a methodology for their valuation. In the sim-
plest situation, all elements of inventory are unique and can be as-
signed to a specific finished product or work in process. In that
case, it is relatively easy to count up the costs associated with prod-
uct sold and take that figure as the period’s cost of goods sold ex-
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pense, leaving the remainder of inventoriable costs incurred in the
inventory account. This approach is comparable to capitalization of
the costs of self-constructed property.

Inventory valuation becomes more complicated—and at the same
time more important—where both the items of inventory and the
products for sale to which they relate are not unique. Identical in-
ventory items may have been purchased at different times and at
different prices. The sales items to which they relate may also be
identical items sold in different tax periods.

In these common situations, it is not obvious which inventory
costs should be associated with which sales items. In addition, very
large numbers of small value items may constitute inventories and
sales, making it economically inefficient to try to allocate invento-
ry costs specifically to each individual sale (perpetual inventory).
Thus, it is necessary not only to be able to allocate inventory to
sales, but also to be able to do so at the close of a given period
(periodic inventory) in order to minimize the accounting burden.

Numerous approaches for valuing inventories have been suggest-
ed. These include allowing the taxpayer to allocate whichever in-
ventory costs it chooses against its sales (the specific identification
method); using an average cost of fungible inventory items; match-
ing the earliest inventory items against the earliest sales (FIFO);
matching the most recent inventory items against the earliest sales
(LIFO); valuing items removed from inventory at their replacement
cost; and using various indexed inventory techniques. Each of these
approaches can be expected to yield a somewhat different valuation
of ending inventory and, as a result, to affect the taxpayer’s income
and tax liability for the taxable year.

Valuation of ending inventories provides an essential component
in the determination of the cost of sales for a given period. In gen-
eral, cost of sales is computed as follows:

Beginning inventory

Plus Purchases

Plus Other costs of sale
Less _Ending inventory
Equals Cost of sales

The lower the valuation which can be assigned to ending inven-
tory, the higher will be the cost of sales. Higher costs of sales result
in lower reported income.

Present law

In general

Under present law, a taxpayer is required to maintain invento-
ries whenever the production, purchase, or sale of merchandise is
an income-producing factor in the taxpayer’s trade or business
(Treas. Reg. sec. 1.471-1). To be acceptable for tax purposes, the in-
ventory system chosen must conform as nearly as possible to the
best accounting practice in the trade or business and must clearly
reflect income.
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Because different methods may best suit different trades or busi-
nesses, no single uniform method is prescribed. In order to clearly
reflect income, it is essential that the method chosen be used con-
sistently from year to year. The regulations provide that “greater
weight is to be given to consistency than to any particular method
of inventorying or basis of valuation so long as the method or basis
used is in accord with [the regulations under sec. 471].” 2°

Taxpayers traditionally have been required to use the specific
identification method where inventory items have not been com-
mingled and can be identified with specific invoices. If goods taken
into inventory have been commingled, the goods remaining in in-
ventory at year-end are assumed to be those most recently pur-
chased or produced (the FIFO method), unless an election is made
to use the LIFO method under section 472.

The average cost method, although not approved by regulations,
has been allowed as an alternative to the FIFO and LIFO methods
in several court cases. Where the average cost method has been
consistently employed, is a generally accepted accounting method,
and is specifically approved of by the agency regulating the taxpay-
er, it may continue to be used.2! The average cost method may not
be used, however, to include purchases made during any year other
than the current year in the value of ending inventory (the so-
called “rolling average” method).22

No indexed inventory method is approved under present law, nor
is the replacement cost method.

Computation under FIFO

The computation under the FIFO method is generally done by
keeping a list of each addition to inventory by date of addition and
price paid. At the close of the taxable period, a physical inventory
is taken and the most recent additions assigned to the ending in-
ventory pool. Since only the most recent additions are included in
the inventory value, the earlier additions (the first in) are consid-
ered the earliest sold (the first out).

The FIFO computation method can be demonstrated by the fol-
lowing example for a calendar-year taxpayer:

Inventory Elements

Item A Item B
Beginning 100 units @ $1.00 Beginning 50 units @ $2.00
5/20 100 units @ $1.10 2/26 200 units @ $2.10
7/24 200 units @ $1.15 8/31 40 units @ $1.90

Ending inventory: Item A =310 units; Item B=50 units.

20 Treas. Reg. sec. 1.471-2(e).

21 See Madison Gas and Electric, 12 T.C. 521 (1979), aff'd on other issues, 638 F.2d 512 (7th Cir.
1980).
22 Rev. Rul. 71-234, 1971-1, C.B. 148.
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Ending Inventory Valuation

Item A Item B Total
200 @ $1.15 = 230 40 @ $1.90 = 76
100 @ $1.10 = 110 10 @ $2.10 = 21
10@ §1.00= 10
350 97 447

Under this FIFO example, cost of sales would be calculated as
follows:

Itxm Itgm Total

Beginning inventory $100 $100 $200
+Purchases 340 496 836
—Ending inventory 350) (97 (4471

=Cost of sales 90 499 589

The FIFO method can also be used for perpetual inventories by
recording additions at cost and reducing the inventory account by
the earliest purchase remaining in inventory. If done correctly,
both the perpetual and periodic approaches should yield the same
ending inventory valuation and cost of sales.

Computation under LIFO

The computation under the LIFO method also depends on the
keeping of a list of inventory additions by date of addition and
price paid. At the close of the taxable year, a physical inventory is
taken and the earliest additions are assigned to the ending invento-
ry pool, as opposed to the latest additions under the FIFO method. |
As a result of adding the earliest additions to ending inventotg, the
latest additions (the last in) are considered the earliest sold (the
first out).

If LIFO principles were applied to the example above, ending in-
ventory valuation would be computed as follows:

Item A Item B Total
100 @ $1.00 = 100.0 50 @ $2.00 = 100
100 @ $1.10 = 110.0
110 @ $1.15 = 1265

336.5 100 436.5
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Under this LIFO example, cost of sales would be calculated as
follows:

Item A Item B Total

Beginning inventory.........ccovvveerevecnseennens $100 $100  $200

+Purchase 340 496 836

—Ending inventory ... (336.5)  (100) (436.5)
LA L N — 103.5 496  599.5

As the LIFO method requires the beginning inventory to be in-
cluded in ending inventory to the extent possible, it is exclusively a
periodic inventory system.

While the above discussion describes the general rules for the
computation of LIFO inventories, several refinements are avail-
able. The most important of these are the dollar-value pooling re-
finements.

If a taxpayer has many different kinds of items in inventory, it is
quite burdensome to maintain a separate inventory account for
each, whether FIFO or LIFO is used. The dollar value LIFO ap-
proach meets this need by grouping a number of inventory ac-
counts into a single pool and measuring them according to LIFO
principles based not upon a count of units in the pool, but rather in
terms of the dollar value in the pool. By measuring inventory in
terms of dollars, individual items within the pool may be added or
removed and new items substituted for old items without necessari-
ly affecting the dollar value of the pool as a whole.

In practice, the dollar-value LIFO computation may provide a
significantly different result from LIFO computations done for a
number of accounts of specific items. In periods of rising prices, the
items used to value ending LIFO accounts may be costed at
amounts substantially below their current costs. Where ending in-
ventory quantities are lower than beginning inventory quantities, a
portion of these low-costed items will make up cost of goods sold for
the period, resulting in a higher reported income for the period.

To the extent that the type of specific items an entity holds in
inventory changes, this “recapture” of older inventory items may
occur, despite the fact that total inventory continues to increase.
This is avoided by using dollar-value pools, since different type
items which are in fact replacing the decreasing inventory account
may substitute for them when restated in dollar terms. Thus, the
introduction of older, lower priced inventory items into cost of sales
will occur only when the dollar value of the entire pool declines,
and not just the amount of a single specific item.

A taxpayer is generally free to choose either the FIFO or LIFO
method in the first taxable year in which inventories other than on
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the specific identification method are required to be kept. Where
the LIFO method is elected, the election may be limited to one or
more categories of raw material inventories,2® to raw materials
and work in process up to the first salable goods stage,?* or to all
inventories. After the original election, the method chosen cannot
be changed without first receiving permission from the IRS.

If the taxpayer selects a LIFO method, that method must also be
used for reporting to shareholders, partners, proprietors, benefici-
aries, and creditors (sec. 472(c)). This so-called “LIFO conformity re-
quirement” is more stringent than the general requirement that
accounting methods be the same as those used to keep the taxpay-
er’s books. That requirement, which applies to all inventory meth-
ods, has been held to be satisfied when sufficient records are kept
to reconcile the taxpayer’s books with the tax return.

In the case of LIFO conformity, no method other than LIFO may
be used for the computation of income profit or loss for external
reporting purposes for the full taxable year. A non-LIFO method
may be used for interim reporting purposes (partial years),2% for in-
ternal management purposes, for the purpose of reporting asset
valuagi(sons, and several other areas specifically excepted by regula-
tions.

Under limited circumstances, a non-LIFO method may be reflect-
ed in supplementary or explanatory material. This includes foot-
notes to the primary income statement itself so long as all foot-
notes are grouped together and accompany the income statement
in a single report.2? Also included in the supplementary or explan-
atory exception are disclosures which are clearly identified as such.
The use of a different LIFO method for external reporting purposes
from the LIFO method selected for tax purposes does not constitute
a violation of the conformity requirement.

Administration Proposal

The Administration proposal would allow taxpayers an election
to use an indexed FIFO method of valuing inventory instead of the
normal FIFO and various LIFO methods of inventory. The method
of indexing FIFO inventories would be set forth in Treasury Regu-
lations. In general, this method would allow beginning inventory to
be restated by an inflation factor equal to a general price index for
the year. To the extent that items in beginning inventory are
taken into cost of sales during the year, the amount attributable to
the inflation factor would increase cost of sales and decrease re-
ported income.

23 Treas. Reg. sec. 1.472-1(c).
2¢If an intermediate stage in the manufacturing process yields a good which is recognized
genera]ly as a salable product, the LIFQ election may be limited to inventories through that
sec. 1.472-1(1).

However, fthe interim reports may be aggregated to yield income for the complete year
éegorted) on a FIFO basis, then the conformity requirement is violated (Rev. Rul. 78-49, 1978-1
26 Treas. Reg. sec. 1.472-2(e).

27 Treas. Reg. sec. 1.472-2(eX3)(i).
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The inflation adjustment would also apply to inventories under
the specific identification method and property held for sale to cus-
tomers in the ordinary course of business which is not presently
considered to constitute inventory, such as real estate held for sale
by a dealer in such property. No guidance is given as to what infla-
tion index would be used to compute the adjustment.

The LIFO conformity requirement of present law would be re-
pealed. Taxpayers would be allowed to change their method of ac-
counting for inventories to either the indexed FIFO or LIFO meth-
ods during an appropriate transition period.

The proposal would be effective for taxable years beginning on or
after January 1, 1987. Indexing would be allowed only with respect
to inflation occurring after the effective date of the proposal.

Subsequent proposal.—On August 31, 1985, Treasury Secretary
Baker indicated by letters to Committee on Ways and Means
Chairman Rostenkowski and Committee on Finance Chairman
Packwood that the Administration would offer to delete their pro-
posal to provide indexed FIFO rules and delete the LIFO conformi-
ty rules in order to better achieve revenue neutrality of the overall
Administration tax reform proposal.

Other Proposal
1984 Treasury report

The 1984 Treasury report is generally the same as the Adminis-
tration proposal. The report specified that the consumer price
index would be used to compute the inflation adjustment. The
Treasury report would have been effective for tax years beginning
on or after January 1, 1986, rather than 1987 as in the Administra-
tion proposal.

Analysis
Overview

Considerable controversy exists over which inventory accounting
method is more appropriate.

Proponents of the FIFO method argue that an enterprise whose
inventory turns over with some regularity should not value inven-
tory as if it included items purchased many years ago, as may fre-
quently be the case under LIFO. They argue that the proper way to
measure what the enterprise has left to sell is by retaining the
most recent additions in inventory. Use of earlier acquired items to

- value ending inventory understates net worth in times of rising
prices and as a result understates the income which measures the
change in net worth for a given period. It is also noted that since
ending inventory under LIFO is controllable by the purchase of ad-
ditional units at year-end, the LIFO approach is susceptible to ma-
nipulation after most of the results for the year are known to the
taxpayer.

Proponents of the LIFO method contend that by including the
most recent purchases in cost of sale, a better picture of real
change in net worth is achieved. They point out that the enterprise
will have to replace the inventory to continue in business and that
by including the most recent additions to the inventory in cost of
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sales, the required cost of replacing the inventory is more closely
projected.

The LIFO supporters also point out that, although there may be
turnover in inventory, it is highly unlikely that there is a time
when there are no units in the inventory at all. They view this per-
petual layer of inventory as a required condition of doing business
and best valued at the time the layer was established. LIFO accom-
plishes this, while FIFO would misstate it by assigning more recent
prices experienced after the layer came into existence.

Replacement cost supporters agree with the first LIFO argument,
but instead of using an approximation of cost of replacement by
way of the most recent additions to inventory, they would simply
use the replacement cost as cost of sales despite the fact that no
items in inventory may have been acquired at that cost. Average
cost supporters are satisfied by none of the above arguments and
say that if we cannot tell which item from an intermingled group
was sold, the only responsible approach is to use some form of aver-
age of all the costs in the inventory account.

The proposal of an indexed method, such as the indexed FIFO of
the Administration proposal, presents not only the questions in-
volved in the comparison of nonindexed methods, but also the issue
whether some insulation should be provided from income which re-
sults solely from general increases in prices and does not represent
a true measure of how much better off the enterprise is. Whether
the proposal should be adopted depends on determinations of
whether insulation from inflation driven income is desirable, how
well the proposal accomplishes this, how well the noninflation con-
cerns of inventory accounting are addressed, and whether adequate
safeguards exist in the system to prevent its abuse.

Indexed FIFO

The basic approach of indexed FIFO is the same as FIFO under
present law. A physical inventory is taken at the end of the year
and the most recent additions assigned to ending inventory, leaving
the earlier additions for use as cost of sales.

However, before any of this takes place, beginning inventory is
adjusted by the index amount. If all of the beginning inventory is
included in cost of sales, the inflation adjustment is entirely an in-
crease to those costs. Where a portion of the beginning inventory
remains in ending inventory, an equivalent portion of the inflation
adjustment will be reflected there. The process can be demonstrat-
ed by taking the same example described in the present law section
}a).nd assuming an inflation index of 15 percent. The calculation now

ecomes:
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Inventory Elements
Item A Item B
Beginning 100 @ $1.00...... =100 Beginning 50 @ $2.00........ =100
Adjustment 100 x .15....... 15 Adjustment 100 X .15....... =15
Adjustment beginning =115 Adjustment beginning 50 =115
100 @ $1.15. @ $2.30.
5/30: 100 @ $1.10 . =110 2/26:200 @ $2.10 .. . =420
7/24: 200 @ $1.15 . =230 8/31:40 @ $1.90 .... =T6

Ending Inventory Valuation

Item A Item B

200 @ $1.15.. =230 40 @ $1.90
100 @ $1.10.. . 110 10 @ $2.10
10 @ $1.15.. .’ 5

Ending balance ..
Nonindexed FIFO..

DiffETeNCe. s sumssssssssassasssnsss £ 0

Under this approach, cost of sales would be calculated as follows:

ItemA Item B Total

Beginning inventory ........co.oecneereiiennens 100 100 200
+ Adjustment 15 15 30
+Purchase; 340 496 836
—Ending inventory ..........ccceecnincnnns (351.5) (97) (448.5)
=Cost of sales 103.5 514 6175
Nonindexed FIFO........csmsmisvmssecisissse 90 499 589
Difference 13.5 15 28.5

As can be seen by comparing the results with the results under
regular FIFO (above), all of the beginning inventory of item B was
taken into cost of sales. As a result, the entire adjustment amount
of $15 increased that cost. For item A, on the other hand, 10 per-
cent of beginning inventory remains in ending inventory. Thus, 10
percent of the inflation adjustment ($1.50) is reflected there, while
the remaining 90 percent ($13.50) is taken into cost of sales.

The purpose behind indexed FIFO is to improve the measure-
ment of income for tax purposes by permanently removing infla-
tionary gains from the tax base. This assumes that such gains, to
the extent that they reflect general inflationary experience, are not
really income since the enterprise is no better off in the inflated
environment for having recognized them. Since the enterprise is
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not better off, it is argued, there is no real income which should be
subjected to tax.

The Administration proposal raises a number of potential prob-
lems. For example, items which are taken into cost of sales from
beginning inventory are adjusted for a full year’s inflation regard-
less of when they were added or removed from inventory while
items taken into cost of sales from current year’s purchases receive
no adjustment. To this extent, the approach assigns inflation adjust-
ments without regard to actual holding periods. As a result, it may
be possible to manipulate inventory levels to insure the greatest
adjustment.

any of these problems could be solved by using a perpetual in-
ventory where adjustment would be based upon the portion of a
year during which a particular item of inventory is held. Perpetual
inventory, however, is considerably more complex than a periodic
system. In addition, the amount of any distortion is significantly
less if the rate of inflation and the size of the inventory is relative-
ly constant during a year.

In attempting to design a system which removes inflationary
gains from the sale of inventory items, it is unclear whether a gen-
eral index (such as the Consumer Price Index) or a separate index
for each type of inventory should be used. Where price change ad-
justments are being made for financial reporting purposes, such ad-
justments may be made either on the basis of a general inflation
index or on the basis of separate indexes for each item.

The underlying theory of using a separate index for each type of
inventory is that income arises only if the gross receipts from the
sale of goods exceeds the cost of replacing those goods in inventory.
Persons in favor of using specific indexes argue that, if the cost of
an inventory item which makes up the bulk of an enterprises’ cost
of sales by 20 percent, that enterprise has experienced an inflation
rate of 20 percent regardless of what the general inflation rate is
for the economy as a whole.

On the other hand, advocates of the use of a general index argue
that permitting use of specific indexes would result in excluding
real gains and losses from income, rather than just inflationary
gains and losses. The use of specific indexes is incorrect since
income is determined by comparing gross receipts derived from the
sale of goods with the cost (historical or price-level adjusted) of
those goods, not with the replacement cost of the sold item. The
purpose of the adjustment is to account for the changing value of
the dollar, not the changing relative values of a particular type of
good. For example, if a taxpayer purchases inventory at the begin-
ning of the year of $100 which is worth $120 at the end of the year
that has no general inflation, that taxpayer has experienced a real
increment in wealth of $20. Moreover, the use of a general index is
consistent with other portions of the Administration proposal with
respect to indexation.

Moreover, use of separate indexes for specific items is consider-
ably more complex than a general index.

Use of specific indexes requires replacement cost to be deter-
mined for every element of inventory, rather than obtaining a
single index and adjusting all prices by that amount. In the case of
manufacturers where a single inventory item may be made up of a
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number of components such as raw material, direct labor, allocated
overhead, etc., a replacement cost number would have to be ob-
tained for every component before adjustment could be made. For a
perpetual type system, these calculations could be required on
every day in which an item is removed from inventory for sale.

In adjusting for inflation, whether by use of a general index or
by specific replacement costing, distortion may occur where only
one portion of the income statement is adjusted for inflation and
not other portions to which they relate. An enterprise recognizes
inflationary gains which should be excluded from income only to
the extent that it carries the inventory affected by inflation with
its own funds. To the extent that the inventory is carried with
funds borrowed from others, the inflation gain in the inventory can
be expected to be roughly offset by an inflation component in the
deductible interest the enterprise pays to its creditor.2® Unless the
deduction for some portion of the interest expense incurred to
carry inventory eligible for inflation adjustment is disallowed, un-
derstatement of income will result.

The 1984 Treasury report contained a proposal which would have
denied a deduction for a portion of interest expense which was esti-
mated to be attributable to inflation. If inflation adjustments for
inventory are to be allowed, some method should be established for
identifying the debt incurred to carry such inventory and either
deny a portion of the interest deduction attributable to inflationary
expectations, or else allow inflation adjustment only for so much
inventory as is not carried with borrowed funds.

Considering the difficulties associated with the indexed FIFO
method of the Administration proposal, the question should be
asked whether it actually provides a better result than is presentl
achievable under the approximation of inflation adjustment provid-
ed by LIFO. The Administration appears to address this question
by noting that firms currently using LIFO are unlikely to change
to indexed FIFQ. LIFO allows the measurement of price changes
specific to inventory items which the general index approach of in-
dexed FIFO lacks.

Where addition to inventory and sales are fairly constant
throughout the year, LIFO may provide a fairly close approxima-
tion of the results which woulg be obtained under a perpetual re-
placement cost accounting system. How close an approximation
will be obtained depends on the existence of price movements be-
tween the time the last available item was added to inventory and
the next sale. LIFO also offers the advantages of the dollar-value
pooling techniques, although this feature could be added to the in-
dexed FIFO proposal by allowing quantities of several different
types of items in beginning inventory to be compared with ending
inventories to determine what portion of beginning inventory is eli-
gible for indexing.

One advantage indexed FIFO has over LIFO in adjusting for in-
flation is that indexed FIFO will permanently forgive the inflation

29 The offset will not be exact because the inflation component built into the interest will be
an expectation of future inflation, while the inflation in the inventory is actually measured. Be-
cause many borrowers compete for funds the inflation component of the interest payment will
be an expectation of future general inflation and not necessarily an expectation of the inflation
which a particular entity may experience because of the actual make-up of its inventory.
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amount, while LIFO only defers it until such time as the amount of
inventory is reduced or the taxpayer liquidates that line of busi-
ness. Because of the tax expense of including older items of inven-
tory when this occurs under the LIFO method, otherwise sound
business decisions to liquidate a line of business or reduce levels of
inventory may not be made.

Repeal of LIFO conformity

Many taxpayers are currently not using the LIFO method be-
cause they are unwilling to report for financial purposes the lower
income and inventory valuations that frequently accompany the
use of that method. Repeal of the LIFO conformity requirement
may be expected to induce many of those taxpayers to switch to
LIFO for tax purposes. Whether this is a desirable result depends
in large part on the perception of whether FIFO or LIFO gives the
more accurate measurement of income.

Supporters of repeal argue that the financial and tax accounting
systems measure different things, and the method used for one
should not govern what method is used for the other. They also
note that no other accounting method requires this level of con-
formity between tax and financial methods.

The continuation of the LIFO conformity requirement may also
be inconsistent with the proposed introduction of the indexed FIFO
system. Although the two systems use different techniques and
have different theoretical bases, the effect of their use will be to
some extent similar. For this reason, they may be considered as al-
ternatives to the same end by some taxpayers. Because indexed
FIFO is not an acceptable method of inventory valuation for finan-
cial accounting purposes, the same type of conformity required for
use of LIFO is not possible. Thus, it may be more consistent to drop
the LIFO conformity requirement to make the availability of LIFO
and indexed FIFO similar.

Opponents of repeal argue that LIFO is not clearly the better
system, and its use should not be encouraged where a taxpayer is
unwilling to use it for all purposes. In particular, if a taxpayer is
unwilling to report the potentially lower net income to its share-
holders, it is difficult to argue that the taxpayer needs to use LIFO
for tax purposes.

D. Accounting for Production Costs

Present Law and Background
Overview

Annual accounting requirement

Under the Federal income tax system, tax liability generally is
determined and reported on the basis of one-year periods (taxable
years). Since a taxpayer’s economic transactions frequently spans
more than one taxable year, a system of allocating economic events
among taxable years, known as a method of accounting, must be
employed to determine the amount of income that is taxable
during any taxable year.
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Accounting methods

A taxpayer generally may compute taxable income using the
same accounting method it regularly employs in keeping its books,
unless the method does not clearly reflect income (sec. 446(a)). Per-
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