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Although the responsibilities of the controller and the treasurer may overlap
between different companies, the controllership functions, themselves, remain
basically similar between industries and companies. The controller may provide
financial information to diverse users, including internal management, stockhold-
ers, creditors (including banks and suppliers), stock exchanges, employees, cus-
tomers, the public at large, U.S. government agencies (e.g., the Securities and
Exchange Commission, Internal Revenue Service, Department of Commerce, De-
partment of Labor, and the Federal Trade Commission), and state and local tax and
other agencies.

RESPONSIBILITIES

The role of the controller is changing. Businesses growing in size and complexity,
intervention by the government, and more diverse means of raising capital have
added to the functions and responsibilities of the controller, and these functions
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continue to change rapidly. Traditionally, the controller has been thought of as the
chief accounting officer and financial planner of a corporation. Indeed, Webster’s
Dictionary defines the word controller in just those terms. The typical controller was
the executive in charge of the record keeping for a company, the preparer of
financial statements, and the person responsible for internal controls. Though still
responsible for these functions, controllers today have expanded responsibilities
and are becoming more involved with strategic planning.

Strategic planning entails becoming involved with the decision-making
processes of the organization. The controller is in the unique position to do this, as
he or she has knowledge of the company plus the financial know-how that few
others in the corporation possess. As more chief executive officers begin to rely on
the controller’s office for information and for input into planning decisions, the
controller will likely become an even more valuable member of the management
team. No longer is it sufficient for a controller to just add up the numbers; most
executives expect more.

Controllers can do more than gather the data of past performance and pump
out reports. They can use the information collected to become involved in the
dynamics of running the business. Controllers have already gathered much of the
information required to improve profits and operations, reduce costs, and develop
strategies for the company. Moreover, they have a “hands-on” feel of the operating
environment, such as the interrelationships among management, production, and
sales. The accounting function, by its very nature, provides a large percentage of
the information needed by executives. The trick is to put this information to use for
the future and not just report on the past. Where is the company headed? Although
controllers must not turn their backs on the traditionally assigned accounting tasks,
they must apply a vast body of knowledge to the future prospects of the organiza
tion. It is in this regard that controllers will prove useful and valuable to.4nv
company.

The controller is usually the head officer of an accounting department whose
size varies by company. He or she is responsible for the products of the accounting
department as well as for running an efficient and effective department. Maintaining
the company records for accounts payable, accounts receivable, inventory, and
other pertinent areas has traditionally been considered the primary function of the
controller. All transactions must be recorded properly and in a timely manner,
either manually or using computer software. Along with record keeping, the
controller is responsible for the preparation of financial statements and, if required,
interpreting these statements for management. In doing so, the controller may
work closely with the independent auditors to ascertain that the statements are
presented fairly in accordance with generally accepted accounting principles
(GAAP). The controller will also work hand-in-hand with the auditors as they
perform the year-end independent audit and may require his or her staff to assist
the auditors in certain tasks. Furthermore, the controller may play an important
role in terms of involvement with the audit committee. In addition to assisting with
the external audit, the controller is involved with internal auditing on a year-round
basis: evaluating the company’s internal control structure in order to determine that
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it is operating effectively and efficiently; making improvements in the structure if it
is determined that there are deficiencies; and reporting to the audit committee or
board of directors—perhaps on a regular basis—the status of the internal control
structure. Addressing the needs of management is another important aspect of the
controller’s role. It must not be overlooked that the goal of business is to realize a
profit. Without information about the costs of production and distribution, manage-
ment cannot determine how to proceed in regard to marketing decisions.

The controller must construct reports relating to production costs and distribu-
tion costs. To help management determine the most profitable course to follow, the
controller should be acquainted with break-even analyses, cost-volume-profit rela-
tionships, and standard cost methods. Adequate reporting to management to
enable intelligent decision making requires knowledge not only of cost accounting
but 6f responsibility accounting and exception reporting. The controller must be
dibie to report historical data as well as develop trends and relationships from
existing data. In addition, the controller should know how to make use of financial
relationships, determine the trend of ratios, present the ratios in suitable form, and
interpret the data in a comprehensive report.

Tax returns and other tax matters that pertain to the corporation are also
handled by the controller. Although some companies refer tax matters to the public
accountants, it is still the responsibility of the controller to avoid excess taxes. The
controller must be fully informed about tax matters, particularly federal income
taxes. Identifying and analyzing tax implications of a given transaction are impor-
tant functions of the controller because the controller’s role is not limited to
verifying the validity of tax computations. Most important, to minimize the tax
obligation, tax planning is crucial. The controller must recognize tax problems in
the making—that is, before the transactions are complete.

Any statistical reports that are needed by management are usually prepared in
the controller’s department. Therefore, the controller must be familiar with the
operational flow of the company as well as the needs of its executives so that useful
information can be developed and presented. The controller must prepare a variety
of reports for distribution to different levels of management, depending on their
needs. These reports enable various managerial objectives to be attained and can
include weekly sales reports segregated by territories, salespeople, or products,
and labor reports based on actual and standard costs that can be presented by
product, division, material usage, or other important variables. The annual budget,
an important planning tool, is generally prepared by the controller’s office. The
construction of the budget and its basic guidelines are determined by the control-
ler. The controller is expected to analyze the plan to ascertain that it is reasonable
and reliable. In addition, proposing suggestions for improvements is vital to a
company’s growth. The budget may be flexible, fixed, or zero based and the
controller must be knowledgeable in these areas. Once prepared, the budget
becomes a control device, and the controller analyzes variances and advises
management to take corrective action, if necessary.

The controller may also be expected to determine whether the company is
carrying adequate insurance on properties and other assets. It is important to
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maintain adequate records of all contracts and leases and it is the controller’s
function to determine that they are recorded properly. The controller is also
responsible for determining that the entity is satisfying all regulations prescribed
by governmental agencies. If the board of directors sets any goals regarding
financial transactions, these are listed in the minutes of the board, and it is the
obligation of the controller’s office to ensure that they are acted upon.

The passing of the Foreign Corrupt Practices Act in 1977 required corpora-
tions to maintain financial records and to establish and maintain an effective
internal control structure. The controller must be aware of this Act and its require-
ments and realize that maintaining reasonable records and adequate controls is
now a matter of law. The controller must be familiar with the mechanics of
establishing a sound internal control structure as well as understand the cost/
benefit relationships in establishing and monitoring the structure. Failure to do so
will lead to problems such as that experienced by Enron and others.

The reporting function of the controller’s job is not limited to just internal uses.
The controller will be called upon to assist in the formulation of the annual report to
stockholders and to prepare other reports for government agencies such as the
Securities and Exchange Commission (SEC). The information in the annual report
must be easily understood and well written and should frequently use graphical and
other illustrative material. The financial information contained therein is typically
prepared by the controller who will be responsible for its content. There should
always be adequate disclosure and the information must conform to GAAP and to
SEC requirements.

SKILLS

To cope with all these various tasks, the controller must possess certain skills, the
most important being a knowledge of current accounting principles and practicas
and an ability to communicate effectively to management the impact of recent
promulgations. The controller also must keep abreast of any significant changes to
GAAP. This can usually be accomplished by receiving advice from the independent
auditor or by referring to published sources. The controller must know how to
communicate ideas both orally and through written representations. A forward-
looking controller understands that information should be presented in a useful and
understandable format. He or she always considers future consequences and
directions.

The ability to motivate and organize subordinate staff members is essential. As
the head of the accounting department, the controller must be able to direct the
members of the department so that they are responsible for their own work. It is
important to be fair and reasonable when dealing with subordinates.

In addition, the controller must be able to interact with people at all levels of
the organization. Because the controller’s position requires the providing of infor-
mation to many levels of management, it is crucial that the controller possess a
basic understanding of the problems faced by the business as a whole and the
problems faced by individual departments within the company. Although the
controller is not expected to become an expert in engineering or production, it is
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important to be familiar with these areas in order to anticipate the needs of all
departments. To be effective, the controller has to get involved to some extent with
the day-to-day operations of the company. After formulating suggestions, the con-
troller must be able to market them. Gaining respect from other executives will
enable this. If others see that the controller wants to help, they will actually seek his
or her advice.

A wise controller knows the limits of his or her prescribed functions and
knowledge base. The preparation of voluminous reports that are never read may
make it appear that the controller is working to his or her utmost capacity, but in
reality very little is being accomplished. Certain areas of reporting would more
properly be done by managers with expertise in other areas, such as engineering or
sales. Without the proper support staff, the controller cannot function at the level he
or she.would like to.

CONTROLLER VERSUS TREASURER

Unlike the controller, the treasurer’s responsibility is mostly custodial in nature and
involves obtaining and managing the company’s capital; he or she primarily deals
with “money management” activities. The treasurer’s activities are external, primar-
ily involving financing matters and mix; he or she is involved with creditors (e.g.,
bank loan officers), stockholders, investors, underwriters for equity (stock) and
bond issuances, and governmental regulatory bodies (such as the SEC). The
treasurer is responsible for managing corporate assets (e.g., accounts receivable
and inventory), debt, credit appraisal and collection, planning the finances, planning
capital expenditures, obtaining funds, dividend disbursement, managing the invest-
ment portfolio, and pension management.

In some organizations the duties of the controller and treasurer overlap, with
the treasurer being, in effect, the controller’s superior.

CONTROLLER’S REPORTS

A successful controller will possess the ability to communicate ideas to various
interested parties through the preparation of various types of reports. Prospective
financial information is often needed to enable departments and segments to plan
the future effectively. In this regard, planning reports are often issued by the
controller. Information reports, analytical and control reports, as well as exception
reports prepared by the controller enable analysis of a diverse amount of informa-
tion and situations. Reports prepared for the board of directors must address
specific policy matters and general trends in revenue and profits. These reports
must enable the Board to establish and attain specified goals. Reports prepared for
other company employees must be useful and timely. Reports to stockholders and
relevant stock exchanges must be informative and complete. The controller’s role
in reporting information, therefore, cannot be overstated.

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

Inasmuch as the controller is primarily responsible for the entity’s accounting
functions, he or she should be fully cognizant of recent promulgations in financial
accounting. It is critical that the controller be able to prepare detailed and meaning-
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c. Mixed (semivariable) costs.
5. Degree of averaging:
a. Unit (average) costs.
b. Total costs.
¢. Relevance to planning, control, and decision making:
a. Controllable and noncontrollable costs.

Management accounting as defined by the Institute of Management Accountants
(IMA) is the process of identification, measurement, accumulation, analysis, prepa-
ration, interpretation, and communication of financial information, which is used by
management to plan, evaluate, and control within an organization. It ensures the:
appropriate use of, and accountability for, an organization’s resources. Management
accounting also relates to the preparation of financial reports for nonmanagement

groups, such as regulatory agencies and tax authorities. Simply stated, manage- b. Standard costs.
ment accounting is the accounting for the planning, control, and decision-making c. Incremental (differential) costs.
activities of an organization.

d. Sunk costs.
COST ACCOUNTING VERSUS MANAGEMENT ACCOUNTING e. Out-of-pocket (outlay) costs.
The difference between cost accounting and management accounting is a subtle O f. Relevant costs.
one. The IMA defines cost accounting as “a systematic set of procedures foi g. Opportunity costs.

recording and reporting measurements of the cost of manufacturing goods and
performing services in the aggregate and in detail. It includes methods for recog-
nizing, classifying, allocating, aggregating and reporting such costs and Comparing
them with standard costs.” From this definition of cost accounting.and the IMA’s
definition of management accounting, one thing is clear: the majo« fiaction of cost
accounting is cost accumulation for inventory valuation and inceme determination.
Management accounting, however, emphasizes the use of the cost data for plan-
ning, control, and decision-making purposes.

COST CONCEPTS, TERMS, AND CLASSIFICATIONS

In financial accounting, the term cost is defined as a measurement, in monetary
terms, of the amount of resources used for some purposes. In managerial account-
ing, the term cost is used in many ways. That is, different types of costs are used for
different purposes. Some costs are useful and required for inventory valuation and
income determination. Some costs are useful for planning, budgeting, and cost’
control. Still others are useful for making short-term and long-term decisions. Costs
can be classified into various categories, according to:

Each of the cost categories is discussed in the remainder of this chapter.

sts by Management Function

manufacturing firm, costs are divided categorically by the functional activities
ith which they are associated: (1) manufacturing costs and (2) non-manufacturing
s (operating expenses).

Manufacturing Costs. Manufacturing costs are those costs associated with
he manufacturing activities of the company. Manufacturing costs are subdivided
three categories: (1) direct materials, (2) direct labor, and (3) factory overhead.
ect materials are all materials that become an integral part of the finished
duct. Examples are the steel used to make an automobile and the wood to make
rniture. Glues, nails, and other minor items are called indirect materials (or
supplies) and are classified as part of factory overhead, which is explained below.

Direct labor is the labor directly involved in making the product. Examples of
rect labor costs are the wages of assembly workers on an assembly line and the
ages of machine tool operators in a machine shop. Indirect labor, such as wages
supervisory personnel and janitors, is classified as part of factory overhead.

ry overhead can be defined as including all costs of manufacturing except
ect materials and direct labor. Some of the many examples include depreciation,
rent, taxes, insurance, fringe benefits, payroll taxes, and cost of idle time. Factory
head can be defined as including all costs of manufacturing except direct
rials and direct labor. Some of the many examples include depreciation, rent,
Property taxes, insurance, fringe benefits, payroll taxes, setup costs, waste control

1. Management function:

a. Manufacturing costs.

b. Nonmanufacturing costs (operating expenses).
2. Ease of traceability:

a. Direct costs.

b. Indirect costs.
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costs, quality costs, engineering, workers’ compensation, and cost of idle time,
Factory overhead is also called manufacturing overhead, indirect manufacturing
expenses, factory expense, and factory burden.

Many costs overlap within their categories. For example, direct materials and
direct labor, when combined, are called prime costs. Direct labor and factory
overhead, when combined, are termed conversion costs (or processing costs).

One important category of factory overhead is that of quality costs. Quality
costs are costs that occur because poor quality may exist or actually does exist.
These costs are significant in amount, often totaling 20% to 25% of sales. The
subcategories of quality costs are prevention, appraisal, and failure costs. Preven-
tion costs are those incurred to prevent defects. Amounts spent on quality training
programs, researching customer needs, quality circles, and improved production
equipment are considered in prevention costs. Expenditures made for prevention
will minimize the costs that will be incurred for appraisal and failure. Appraisal costs
are costs incurred for monitoring or inspection; these costs compensate for mis-
takes not eliminated through prevention. Failure costs may be internal (e.g., scrap
and rework costs and reinspection) or external (e.g., as product returns or recalls
owing to quality problems, warranty costs, and lost sales due to poor product
performance).

Nonmanufacturing Costs. Nonmanufacturing costs (or operating expenses)
are subdivided into selling expenses and general and administrative (G &.A)
expenses. Selling expenses are all the expenses associated with obtaining sales and
the delivery of the product. Examples are advertising and sales commissiofis: G &
A expenses include all the expenses that are incurred in connection witfr-perform-
ing general and administrative activities. Examples are executives” salaries and
legal expenses. Many other examples of costs by management fixaction and their
relationships are found in Exhibit 14-1.

Direct Costs and Indirect Costs

Costs may be viewed as either direct or indirect in terms of the extent that they are
traceable to a particular cost object. A cost object is any item for which the manager
wishes to measure cost. Jobs, product lines, departments, divisions, sales territo-
ries, or units produced are typical cost objects. Direct costs can be directly traceable
to the costing object. For example, if the object of costing under consideration is a
product line, then the materials and labor involved in the manufacture of the line
would both be direct costs.

Factory overhead items are all indirect costs, as they are not directly identifi-
able to any particular product line. Costs shared by different departments, products
or jobs, called common costs or joint costs are also indirect costs. National advertising
that benefits more than one product and sales territory is an example of an indirect
cost. Accountants may allocate them on some arbitrary basis to specific products or
departments.

The following examples illustrate a cost object and its related direct costs for
nonmanufacturing firms:
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e In a retail firm, such as a department store, costs can be traced to a
department. For example, the direct costs of the shoe department include
the costs of shoes and the wages of employees working in that department.
Indirect costs include the costs of utilities, insurance, property taxes, stor-
age, and handling.

o In a service organization, such as an accounting firm, costs can be traced to a
specific service, such as tax return preparation. Direct costs for tax return
preparation services include the costs of tax return forms, computer use,
and labor to prepare the return. Indirect costs include the costs of office
rental space, utilities, secretarial labor, telephone expenses, and deprecia-
tion of office furniture.

Product Costs and Period Costs

By their timing of charges against revenue or by whether they are inventoriable,
costs are classified as product costs or period costs.

Product costs are inventoriable costs, identified as part of inventory on hand.
They are therefore assets until they are sold. Once they are sold, they become
expenses (i.e., cost of goods sold). All manufacturing costs are product costs.
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Under the Sarbanes-Oxley Act, annual reports are due within 69 days of yea ‘
Quz}rterly reports are due within 35 days. The rules apply to public companie
having a market value capitalization of $75 million or more. .

Financial statement analysis is an appraisal of a company’s previous fin
performance and its future potential. It looks at the overall health and ope
perfor‘n'lance of the business. This chapter covers analytical tools to be followed
appraising the balance sheet, analyzing the income statement, and evalu
financial structure. Financial management analyzes the financial s,tatements to
hmfv .the company looks to the financial community and what corrective step
.pohcl.es can be initiated to minimize and solve financial problems. Areas of ri
identified. Means to efficiently utilize assets and earn greater returns are co

trated on. Financial statement analysis aids in determining the appropriatene
mergers and acquisitions.
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chapter.
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X A company’s financial health has a bearing upon its price-earnings ratio, bond
ng, cost of financing, and availability of financing. The importance of a sound
ancial statement analysis is evidenced by Enron.

. To obtain worthwhile conclusions from financial ratios, the financial manager
has to make two comparisons:

1. Industry Comparison. The financial executive should compare the com-
pany’s ratios with those of competing companies in the industry or with
industry standards. Industry norms can be obtained from such services as
Dun and Bradstreet, Robert Morris Associates, Standard and Poor’s, and
Value Line.

EXAMPLE 1:Dun and Bradstreet computes 14 ratios for each of 125
lines of business. They are published annually in Dun’s Review and Key
Business Ratios, Robert Morris Associates publishes Annual Statement
Studies. Sixteen ratios are computed for more than 300 lines of business,
as is a percentage distribution of items on the balance sheet and income
statement (common size financial statements).

In analyzing a company, you should appraise the trends in its industry.
What is the pattern of growth or decline in the industry? The profit dollar
is worth more if earned in a healthy, expanding industry than in a
declining one.

You have to make certain that the financial data of competitors are
comparable to yours. For example, you cannot compare profitability when
your company uses FIFO while a competitor uses LIFO for inventory
valuation. In this case, you must restate the earnings of both companies on
a comparative basis.

2. Trend Analysis. A company’s ratio may be compared over several years to
identify direction of financial health or operational performance. An at-
tempt should be made to uncover the reasons for the change.

The optimum value for any given ratio usually varies across industry lines,
through time, and within different companies in the same industry. In
other words, a ratio deemed optimum for one company may be inadequate
for another. A particular ratio is typically deemed optimum within a given
range of values. An increase or decrease beyond this range points to
weakness or inefficiency.

EXAMPLE 2: Whereas a low current ratio may indicate poor liquidity, a
very high current ratio may reflect inefficient utilization of assets (e.g., exces-
sive inventory) or inability to use short-term credit to the firm’s advantage.

For a seasonal business, you may find that year-end financial data are not
representative. Thus, averages based on quarterly or monthly information may
be used to level out seasonality effects.

When computing ratios for analytical purposes, you may also want to use
the realistic values for balance sheet accounts rather than reported amounts.
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For example, in ratios, including the asset and its

relevant than its historical cost. market valugy

dustry. Horizontal and vertical analysis point to possible problem areas to be

. by the financial manager.

A distorted trend signals a i : gl
. possible problem requiring mana -

;:l(;)n. However, a lack of change does not always mean normalcy. gFe;? ] QEXAMPLE 5:
abor growth may be up but production/sales may be static or .downe ;

labor costs may be disproportionate to operational activity.

AUDIT ATTENTION
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Common-Size Income Statement
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ad a percentage relationship of 3%. The intern i
. . al
zgrslll)eect that tlhe promotion and entertainment expense accoiﬁfth?(: o SHEET AN
er : . R

the ch:rg:g:ouﬁtger than business charges. Supporting documentatio financial manager, you have to be able to analyze asset and liability accounts,
e requested and carefully reviewed by the internal audito, aluate corporate liquidity, appraise business solvency, and look to signs of
HORIZONTAL AND VERTICAL ANALYSIS ' ible business failure. You are concerned with the realizability of assets, turn-
Horizontal analysis looks at the tr . ’ _and earning potential. Besides analyzing your company’s financial health, you
identifying a £ wi : e trend in accounts over the years and aids i ill want to make recommendations for improvement so that financial problems are
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presented by showing trends relative to a base year. & dvantage of. The evaluation of liabilities considers their possible overstatement or
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sset quality applies to the certainty associated with the amount and timing of the
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ategory.
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erfo’ nd a 9ther 1tem.s on the financial statement are compared to it
gaChrmmgi \(ertlcal analysis for the balance sheet, total assets is assigned 1
stockh?)?zeer }s ex.pre.ssed as a percentage of total assets. Total liabilities
ki tsh equity is also assigned 100%. Each liability and stockholders’ equil
pric g en expressed as a percentage of total liabilities and stockholde
quity. In the income statement, net sales are given the value of 100% and all o

accounts are appraised in comparison to net sales. The resulting figures are thel

given in a common si
Sgesiuement, What to Watch Out for: Assets with no separable value that cannot be sold

ily, such as intangibles and work-in-process. On the contrary, marketable securi-

Vertical analysis is helpful in disclosing the internal structure of the busint dilv salabl
s are readily salable.

?nnednfgzzlbletproglem areas. IF S}}OWS the relationship between each income st
e 2 ngil;no fa?h revenue. It mdl.cates the mix of assets that produces the incom
Seinantis fundine S(])gurq((eis of capl_tal, vahether by current or long-term liabilities @
L i e g. Besides making 1nterne}1 evaluation possible, the results

analysis are also employed to appraise the company’s relative position 10

3 In appraising realization risk in assets, the effect of changing government
Dolicies on the entity has to be taken into account. Risk may exist with chemicals
d other products deemed hazardous to health. Huge inventory losses may have
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The objective of companies is to maximize profits while simultaneously minimizing
income taxes. Tax planning strategies are essential in satisfying this basic objective.
The controller must: (1) be familiar with certain basic federal income tax rules, and
(2) be aware of the complex tax implications of business combinations.

The company and the shareholders must be considered when planning and
implementing tax strategies. The determination of whether a business should
operate as a C corporation or an S corporation involves consideration of tax rates at
both the entity and owner’s levels. Further consideration should be given to
Internal Revenue Code restrictions. long-term considerations, including liquidation
possibilities are crucial. The selection of the cash or accrual basis of accounting
must be based on a variety of factors including regulatory agency requirements,
federal income tax provisions, and basic timing factors in accounting recognition.
Where alternatives exist, the controller is called upon for analysis and
recommendations.

TAX ACCOUNTING METHODS

The cash method of accounting results in the recognition of income whencoliccted
and expenses when paid. Under this method, constructive receipt of incorae results
in recognition. The apparent advantage to the cash method of accovnting is that
careful planning can result in the deferral of income from the curreut périod to the
next. Billing and collection should therefore be timed carefully:Under Internal
Revenue Code (IRC) Sec. 448, however, the cash method of accounting may be
elected only by: (1) C corporations with average annual gross receipts of $5 million
or less, (2) qualified personal service corporations, and (3) farming and timber
businesses. Taxpayers failing to qualify for the cash method of accounting must use
the accrual method of accounting, whereby income is recognized when earned and
expenses are recognized when incurred.

INSTALLMENT SALES

Pursuant to IRC Sec. 453, the installment sale provisions prorate the gross profit on
a sale over the years in which payments are to be received. Depending on current
and potential tax rate changes, the installment sale provisions might be advanta-
geous. The installment sale provisions are automatic; i.e., a taxpayer must elect not
to be covered by the statutory provisions. The installment sale provisions are
applicable to sales of real property and casual sales of personal property at a gain.
Sales by dealers of personal or real property are generally not eligible for the
installment sale provisions, nor are revolving credit sales and sales of publicly
traded securities. The character of gain recognized will not be altered under the
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installment sale provisions; accordingly, the disposition of a capital asset will result
in capital gain. Caution must be exercised in case of depreciable property since any
depreciation that must be recaptured under IRC Sec. 1245 and IRC Sec. 1250 must
be recaptured in the year of sale, regardless of the installment sale provisions.

DIVIDENDS-RECEIVED DEDUCTION

Corporations that receive dividends from unaffiliated domestic taxable corporations
are generally entitled to a 70% dividends-received deduction. The deduction, how-
ever, is limited to 70% of the corporation’s tentative taxable income, which is the
taxable income of the corporation before consideration of the dividend-received
deduction and any applicable net operating loss deduction. The 70% of tentative
taxable income limitation is not applicable when the corporation sustains a net
operating loss before or after the dividends-received deduction. Additionally, the
dediuction is increased to 80% in cases where the dividends are received from a 20%-
grrnore owned corporation.

A corporation whose stock is included in a debt-financed portfolio will partially
or totally lose the dividends-received deduction. The beneficial provisions will also
not be applicable in cases involving the receipt of dividends from mutual savings
banks, since such receipts in essence represent interest income.

It should be noted that dividends received from affiliated corporations are
generally entitled to a 100% dividends-received deduction.

The application of the general rule may be illustrated as follows:

Sales . $300,000
Dividend income received from a less than 20%-owned corporation 100,000

400,000
Operating expenses 310,000
Tentative taxable income 90,000
Dividends-received deduction; limited to 70% of $90,000 63,000
Taxable income $ 27,000

On the other hand, had the corporation sustained an operating loss of $90,000,
the “70% of tentative taxable income limitation” would not be applicable; accord-
ingly, the dividends-received deduction would be 70% of $100,000, or $70,000,
effectively increasing the net operating loss to $160,000.

Further, the following example illustrates that the “70% of tentative taxable
income limitation: does not apply if the corporation sustains a net operating loss
after the dividends-received deduction:”

Sales $300,000
Dividend income received from a less than 20%-owned corporation 100,000

400,000
Operating expenses 390,000
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Tentative taxable income 10,5:
Dividends-received deduction; 70% of $100,000 M
Net operating loss $ (60,000)

Investment strategies should be carefully monitored in order to secure the

benefits of the dividends-received deduction. The wrong investment vehicles cogld '
easily result in the loss of the desired tax benefit. For example, the following :

dividends are not eligible for the dividends-received deduction:

e Dividends from mutual savings banks, which in essence represent interest

on bank accounts.
e Dividends derived from real estate investment trusts.
e (Capital gains dividends passed through from mutual funds.

e Dividends from money market funds which invest solely in interest—paying
securities.

It should also be noted that the dividends-received deduction is allowed only if

the dividend-paying stock is held at least 46 days during the ?O-day period that
commences 45 days before the stock became ex-dividend with respect to the
dividend.

CHARITABLE CONTRIBUTIONS

The deduction for charitable contributions is generally limited annually te 15% of

taxable income, computed without regard to the deduction for charitable co:ltrib%
tions, and with taking into account: (1) the dividends-received deduf‘to; , (2) any
net operating loss carryback, and (3) any net capital loss carryback. Furithermore,

the charitable contribution deduction may not increase an exi§ting net operaﬁng" '
loss. Any charitable contributions which may not be deducted in the current yeat"
by virtue of the 10% limitation may be carried forward up to five years. Corporations

using the accrual method of accounting may deduct charitable contributions au—
thorized by the board of directors but paid after year-end as long as payment 1S

made within two months after year-end. Otherwise, cash basis accounting 1§ .

applicable. ‘

With respect to contributions of property, the deduction is. ger.lerally r.neasuré(l%
by the corporation’s basis in the property. In the case of contrlbu‘upns of mv&i;ltof_};
and other ordinary income producing property for the care of the ill, the needy, or

. 3 Tig . ~d
infants, the deduction is equal to the corporation’s basis in the property increased

by 50% of the property’s appreciation. In no event, however, may the deduction

exceed twice the property’s basis. A contribution of a vehicle is generally ]imizd Egﬁ
the gross proceeds the charitable organization receives upon s_ubsequent s ; 011
the vehicle. In the event that the vehicle is not sold by the charitable organizatiof

(donee), the donee must provide written certification of the vehicle and the

duration of its use.
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NET OPERATING LOSS DEDUCTIONS

In general, net operating losses of corporations may be carried back up to two years
and carried forward up to 20 years. Note: With respect to net operating losses
arising in tax years beginning before August 6, 1997, the carryback period is three
years and the carryforward period is 15 years.

An election may be made, however, to forego the carryback. This may be
advisable when tax rates in future years render the loss deduction more valuable.
IRS attention is drawn to the tax return for the year to which the carryback is
claimed. Accordingly, it might be judicious to relinquish the right to a carryback
claim since the prior year’s tax return may be subject to IRS scrutiny. When
calculating the net operating loss deduction, no deduction is allowed for net

operating loss carrybacks or carryovers. The dividends-received deduction, how-
ever. 12 allowable.

QRGANIZATION COSTS

Organization costs are costs incurred in connection with creating a corporation.
Organization costs include legal and accounting fees as well as filing fees and
payments to temporary directors. Under current tax law, up to $5,000 of start-up

costs and $5,000 of organization costs may be deducted in the year of commence-
ment of business.

The available $5,000 deduction for organization costs must be reduced by the
amount by which the cumulative start-up or organization costs exceed $50,000. Any
remaining start-up costs and organization costs may be amortized over 15 years. An
election may be made to capitalize and amortize all organization costs.

DEPRECIATION

With respect to tangible depreciable property placed into service after 1986, the
modified accelerated cost recovery system (MACRS) of depreciation is applicable.

Under MACRS, assets are placed into recovery periods based on estimated
economic lives specified in the Code.

The table below represents the recovery periods applicable to tangible per-
sonal property subject to depreciation recapture under IRC Sec. 1245.

Recovery Period Qualifying Property
3 years Assets with a life of 4 years or less
5 years Assets with a life of at least 4 years and less than 10 years
7 years Assets with a life of at least 10 years and less than 16 years
10 years Assets with a life of at least 16 years and less than 20 years
15 years Assets with a life of at least 20 years and less than 25 years
20 years Assets with a life of at least 25 years

Examples of tangible personal property classified by recovery period are

presented in the following table:
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Recovery Period Examples of Eligible Property
3 years Special tools
5years Light duty trucks, automobiles, and computers
7 years Office furniture and fixtures, and other equipment
10 years Railroad tank cars
15 years Industrial generation systems
20 years Sewer pipes

Real property is classified into three recovery periods. Resideptial real propi :
is 27.5-year recovery property while nonresidential real property is 31.5-year rece
ery property (if placed into service after 1986 and before May 13, 19?13)1(101: 39- <
recovery property (if placed into service after May 12, 1993). Lease old improve-
ments made to nonresidential real property before 2006 may be depreciated o
15-year recovery period.

al property in the 3-year, 5-year, 7-year, and 10-year recovery p
categlj)erri:::nis tI()) blt)e 1(’itt}e,preciated using the 209% fiecl'ining balance mejchod wi
switch to the straightline method at the point in time v{hen deductions wﬂl
maximized (i.e., generally in the middle of the recovery period). The 150% declini
balance method is applicable to 15-year anq 20-year recovery property: The pro
sion regarding the switch to straight line is also'e}p.phcable. An' elec’gon may
made to calculate the cost recovery deduction 1.1t11121ng ‘the.stralght. line mle
The election must be made for all assets placed into service in a particular class

each year.

ok Y s NI
In general, an additional first.year depreciation ded.uc.tlon is availaw
additionil deduction is equal to 50% of the property.’s basis 1f acqqlr\fd and pSt
into service before January 1, 2014. The adjusted bas_ls of qualified ;,-f(,;)ertg ral:ll ‘,
reduced by the additional deduction before compu‘tmg tl.le depreaa‘uon. e1 2
otherwise allowable. Further, if Section 179 dedu.ct}on (discussed 1a'1t.er) lls ﬁc 2
it reduces the adjusted basis of the prope.rtsf eligible f9r tl.le addltlor}a unlise i
deduction. The additional first-year depreciation deduct19n is automﬁc .
election is made to forgo the additional amount. The el.ectlo‘n to forg9 1e a ecb ,
deduction is required to be made for all assets acquired in a particular r

class in each year.

Real property must be depreciated utilizing th.e §traight—1ine method. Clas
tion into residential and nonresidential categories is irrelevant.

Whether the accelerated method or the. straight—line method lstl'lssed
personal property, a half-year convention is agphcable in !;he year th(}a1 asse 11r ap
into service and in the year the property is disposed of, if prior to the exp
the recovery period. =

The timing of asset purchases must be planned because. th?’ ifml%—;le
convention” may be triggered. Under the “mid-quarter convention,” 1 M

. . . . the
40% of the aggregate value of personal property is placed into service Suﬁuq‘g-qu‘
quarter of the year, the half-year convention must be replaced by the i
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convention. With respect to real property, a mid-month convention is to be applied
when the asset is placed into service and when the asset is disposed of prior to the
expiration of the recovery period.

The Alternative Depreciation System (ADS) must be used for certain types of
property including personal property used outside of the United States and prop-
erty leased to tax-exempt entities. ADS, however, may be elected for any class of
property placed into service. The recovery deduction will be based on the straight-
line method and longer recovery periods. Personal property with no class life will
be recovered over 12 years, while real property will be recovered over 40 years. All
other property will be recovered over the applicable class life.

Automobiles are included in a special category of property referred to as
“listed property.”

T1ie annual depreciation deduction for automobiles is dependent upon the year
in which the auto was placed into service, because the Internal Revenue Service
issues applicable tables annually.

If a business leases an automobile that is used 100% for business purposes, the
full lease cost will generally be deductible. However, in order to prevent the
avoidance of the “listed property” limitations, the IRS requires that an “add-back” be
included in income each year of the automobile’s use. The inclusion, which is based
on the initial fair market value of the vehicle and the year in which the lease was
effected, is adjusted annually for inflation.

The deductible amounts are periodically adjusted for inflation. Listed property
not used more than 50% of the time for business must use the alternative deprecia-
tion system.

The Sec. 179 election allows the expensing of certain depreciable assets (and
off-the-shelf computer software). Under the statute, in lieu of capitalizing the asset
and depreciating it, the assets may be expensed in the year they are placed into
service. There is, however, an annual limitation as follows:

Tax Year Annual Limit
2007 125,000
2008 250,000
2009 250,000
2010 500,000
2011 500,000
2012 500,000
2013 500,000
2014 25,000

The annual limitation must be reduced (phased out) dollar for dollar by the
amount by which the cost of Sec. 179 property placed into service during the year
exceeds $500,000 in 2007, $800,000 in 2008 and 2009, $2,000,000 in 2010 through
2013, and $200,000 in 2014. Additionally, the deduction cannot be used to create or
increase a net operating loss. Furthermore, the deduction must be considered for



