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Tax Research and Practice

UNC Charlotte- Final Exam – Fall, 2003
You may use the Code and Regs Book for this test, but not your textbook.  Please start the answer for each question on a new page.  Legal pads are being provided.  Do not put your name on this test or on any answer sheet. At the top of each page, write your social security number and the number of the question.  Names will be added to the solutions after they are graded.  Turn in both the test and your set of answers. Please write so that the instructor will have no difficulty reading your solutions.
Question No. 1. (30 Points)
A corporate taxpayer, subject to a marginal state and federal income tax rate of 40 percent, is considering two mutually exclusive alternatives. 
Alternative A is to hire a university accounting major for the summer at a cost of $2,000; his task would be to undertake research on a tax avoidance plan. If it is successful, the plan would save the corporation $3,000 in federal income taxes. The probability of success for the plan is estimated at 80 percent. 
Alternative M is to hire a university marketing major for the summer at a cost of $1,800; her task would be to undertake research on a marketing plan. If it is successful, this plan would generate new revenues of $4,000. 
The probability of such success is estimated to be 85 percent. 

Which, if either, alternative should the corporation pursue?  Should they consider pursuing both projects?
(Present a detailed analysis, including the impact of probabilities and tax rates, to support your conclusions.)


Question No. 2. (10 Points)
Your client has received an offer from IBM for the purchase of your client’s land for $100,000.  Your client’s basis in the land is $10,000. Your client understands that a cash sale will result in a taxable gain of $90,000.  Your client also understands that trading the land for IBM stock is not a tax-free like-kind exchange under Section 1031, or a tax-free section 351 transfer to the corporation because he will not get control of the corporation.

Your client has suggested that he first transfer the land to a new “Local Corporation” in exchange for all of the stock of this corporation. Then he will trade the Local Corporation stock for IBM stock in a tax-free reorganization.  This would involve 2 tax-free exchanges on the same day.
His tax advisor has cautioned that the IRS will ignore the two transactions.  They will treat the transaction as a transfer of the land by your client to IBM in exchange for IBM stock, followed by a step in which IBM transfers the land to Local Corporation in a section 351 transaction. The tax advisor refers to this as the “step-transaction doctrine.”

Please explain this concept and the resulting tax treatment of the client’s proposed transactions.
Question No. 3 (60 points – 20 points for each part)

Please use the attached case (for Valenta Perrah) and your Code book as needed to answer the following question.

Your client is a highly successful manufacturers’ representative. She is very good at making the sale.  However, she is not very good at keeping records of her travel and entertainment expenses to support her tax deductions.
1. What documentation should she maintain to support her deductions for travel and entertainment expenses?
2. What penalty can she incur if she claims travel and entertainment deductions without adequate documentation?

3. If the IRS proposes such penalty, how can your client support her position that the penalty should not be applied.

