PRINCIPLES AND RULES OF INCOME DETERMINATION
FROM THE ASPECT OF U.S. TAXATION

by Norman E. Auerbach, C.P.A.

Th re |soreat drversrtY in the concept of “income” amon ? countants, economrsts
faxation aufl orities: furtherm re. even within eac ese lSgrou s th 1‘ere 1S
a definite Iacko unanrmrt In the determmatron ofrncome or pdrposes of U
>%1tr(on owgver certain prrncrples and rules ar F 0[red n, taxrn statutes or
odied in a mrnrstratrve ronouncements or % iclal determinations. The more
|m ortant of these will L‘ %rze and considered herein. (The volume an
Eexrt of the U.S. tax rules onviously prevents an attemPt af ?om |eteness.
beor& Se ts%ed departures rom current accounting and economic philosophies wil
ISCU
Two maéor limitations in scope should be noted Ft the outset. Frrst a}thou h
income taxes constitute a maljor source of revenue for the ma r)ro“ dy
states and for certain municrpalities, consideratjon erI be limited to rrncr
ap rules of income deter matron for fedaral mc?me fax. ourposes Sec nd
although there are, In general, four drstrnctcasseso tax entrtes viz corpora
tiops, partnershrRs individuals and fiduciaries ea gﬁ)verne ? ﬂ)ecra rules,
only those gertar Ing fo corporations and jnd |vrduasw be specifically discussed.
Hoiwever, certain basic principles are applicable to all classes.

Basic principles

Tax Structure

Tax is defLermrnedb the aptplrca jop ofaspecrfred rate chedul%to all_kinds of
Income 0 atax ayer, 1.e., “taxaole income”. In essence, there 1s utasrngecal
culation regard es of th% HBF of I mcogre of whrch taxabe mcogre 1S compr*se
rather than"a series of schedular taxes based Eontesourceor errvatrono the
Income. An exception concerns the separate tax calculation at favorable rates for
net long-term capjtal %rns

“(Gross Income™ 15 The startrng point in the determrnatron of taxable income,
The taxrn% statute_has defined this to mean all income from whatever source
erlveq B% ere IS no touchstonea%to th meaning of mcod”n geattem te
efinifion of the Income concept by ¢ e; |crarya%the ain rrve rom capita
rom Ia or or from both combined, provided it be un %rstood to jnc ude rofit
%arne ouo a sale or conversion o %Jarta assets” Nas proved too narrow,
conomic de nitions of |n ome, while per gs conce tualysound are tog road
Consider, for exampl erncreas 0r ac retronr ower tostrs
wan%s in‘a given BF oP in S0 far as that power consrstso moe |tse

E ceptr e ot valuation In terms of moneg or tea ebrai sumo

S market val oeo I htsex% agd In consumption (O‘%drec ar}ge rnthevgue
the store o property rights between the beginning the period In

T M RS g o s The el
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ﬂuestlon”Z) The extensive enumeration of exclusions from these economic defi-
|t|ons wrich would be required would render tax administration impractical,
And accounting pronouncements frankly indicate that the word “income” 1s Used
to deschbea eneral concett)t , J10t a specifl cand rec|s th mo
Athoug ere 1S no s% isfactory. comPre ensive formula, some, degree of con-
ceptual cerfainty as to whether an item IS "income” as een attained as a result
of authoritive determinations of an ad hoc nature. nV|ew of the tendency to
require inclysion of all receipts in 9ross Income, It ml)g He said that few rec |Pté
which constttute accesuons 0, wealth excegt those excluded by statute or seft
custom will noth ﬁmc udible in %oss Incom
qeneral nefther the source, the form nor the sporadic nature of a receipt will
constitute a I|m|t|n% factor. To illustrate: profits or gains derived from |IIe?aI
fransactjons are supject to taxation. Thus, corporate mcome from ultra_vires
transactions 1S taxable, as are Proce s received as a result of swindling, fraud,
extortion or embezzlement. Net profits for qambling, whether legal or otherwise,
are taxable (hut net Iosses fare not deductiblg), Also, It makeé no difference if the
recelpts are erived rom rtuitous events. Thus, punitive amages and treasure
gove an 3 er windfalls are mcludl le In r035| come. Comperisation nee not
e recelve |n cash to be taxable. Thus, meals ang accomodations, free use o
ropert Ioayment In stock are income |tems If dtsgmse compensatton 8
%ehelrra ¥ (]]% e IosfrgC%e\ll)etor arising from cancellation of ifidebtedness even though
%s %, |nd|catﬁd that fertam recetpts are excluded from.taxation b
statute or sette stom, T ese mc ude returns o 1aéfuta S and inheritances,
mte%estonst tean untc o]san certain welrar aments
The secon ma st In the determination of taxable income |?to subtract
allowable deductton gross income. These may broadlg he classified tor
both mchw uals a %por tions as those orglinary and nec ss[arfy exroghse f
trttI)utabetoatra e or business or the grodu tion of jncome, and for ndividuals
only as certa*n non-husiness items and p {sona er({ogttons
eCcause 0 Itcf |mportance onen n-allowable_ aeduction should he nerd now.
This concerns |V|?ens - which_a cor orat{on S not permitted to deduct u]
the comRutattono faxa emcome This tax policy 1s |naco W|th commercia
acfountt % 8ract|cew Ich oes not account or |m licit costs he accountin
ca culatto f corporate rp%tts omits the alternative cgst o usmtI; sharenolder
ca ital In the enter ghe teJt an esewh re, and profits are calculated pefore
ga ment to the shareholgers, But, unl| £ 'accountants, ecopomists Include a
c% ép { tion’s costs. a rea?onabl rafe of return on the sha Fholders |Fv stment.
refore, economic profit Is the excess of income over all costs including this
implicit cost Because mtereft on_ debt is deductible in the computatjon of taxabe
mco %or[poratto SIT |C|t|nt rest in the economic, sense, 1., d|V|denda al
orun |str| ed profits plowed ac mto the company, is more heavily taxe
tee>§ﬁ nlterestond '[%ald to bondho éiers
IP also be noted that because a dividend strtbutton IS, taxable to the
shareholders, (io rporate earnings. distri ute are In ttxe twice, once at the
corporate level when earned and again at the share er eveI when distributed

2) Simons, Personal Income Taxation J.
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Furthermore, if there are sufficient eamings and distributions are not made, a
penalty tax may be imposed on the corporation.

Separateness of Entity

A husband and wife, although deemed se
come from_their separate services and seE)a

to file a ;omt return.. (It is usually aavan ageou tg do EO hecause ?j‘ the progres-
ﬂve tax fate. In q Joint return,.the tax Is ¢ mgukg at the rate applicable to one-
alf the c?mbme ncome and |séhen multiplied by two.)

Generala/ nder both tax an ccominu ? prinCiples, shareholders of the cor-
poration ard the corporation Itsel ?re egally sePa ate entities as re?ard? Income
determmatmp}. Sharenholders generally have ho Hcorp]e solely as a esu_tbof tqe
corporation haying Income. Any increase In a shareholder’s equity attributaple
to undistributed earmings is no nore than rﬁOt ntial lncome for fax gnd accounting
puEp_oses. Any resulting enhancement in market value 1S unrealized appreciation,
hot income.

In. general, legally Separate corporations, are considered separate taxpayin
entmeg._Branchesgw%_mg corpora |%n, ?vem separately operat_gg, re con?b%et?,
and th?mco ?ISCOHSId req t J)et af of one entity. Butan affiliated corporation,
even 1f a wholly-owned su 3|_|arg, IS with certain exceﬂno_ns_a separa? entlt)(.
fTohre't%fQ“ate S taxable income Is separately determined and it is separately liable

X . . o .

Tlh_e principal exceptions to separateness of entity in the case of affiliated cor-

porations have one of two. purposes. The first concerns elimination of acverse tax
0 sequ%nces which would ob erwg]se result fro#] fhe yse 0 segarate corporations
rather than unincorporated branches. Thus, affiliated corporations may elect to
file a consolidated return in which, generally, gross income and deductions of the
separate corporations are aggreqated; _
. The second excegn N i5° designed to prevent tax avoidance through separate
inc Wanon. hus, there mag be a reallocation or ﬁeappornon”w%(u of Income
and deductions between or am n\(7; organizations owne orcontrci ed py the same
Interest If such is necessary to preventtax evation or to more clearly refléct income,
Also, under certain circumstances, losses, %xépgnsei and interest “with respect to
transactions hetween relate ta_xpaKers may be disallowed.

It mqht e noted at this E)omt that the above rules dlsregardm\? (fegarateness of
entl&y_o relate corg?rate ax[)%yers are also ag icable é InqIVi T Is. Thus, no
deauction wquld be allowed wit res‘%ctto lo |ncFrre on the sale of Joro ert
In a transaction between certain members ot a family or between a corporatio
and jts control!gn shqreh(i der.

Iparate taxpayers ggenerally with in-
atelz-owned property) are %)ermnted

, D|sregard of what e%a X are separafe faxpayers is in accord with the economic
IeVY'W |?h Io?ks to the Substance of the entire economic unit and disregards
egalistic Tormalism.

_Accountants, also Wgere gPro r!)ate, I?ok throuah the form of corﬁ]or%te orga-
nizatjon ang In c?nsoh ated o combined financial atements_gresent e financial
position and results of ogeraﬂons of a group of companies as if they were those of
a single enterprise, However, they draw an Important distinction bétween business
combinations ansmg from the purchase of a subsidiary’s stock and those effected
through a “pooling Of interest,
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Basically, the drstrngurshrng characterrstrc which differentiates a poolrng of
interests from a purchase Is that In the former ca?]e there rsacontrnu V\)/o owner
shrg In the constituent corporations whereas In_fhe latter there Is new ownership.

drstrnctron 1S |mPort nt because of the |ffer|n% accountrn% treatments ac
corded. Very succinctly, It there.Is 4 pooling of interests, the balance sheets of the
onstrtuent orporations are carried forwar asthe%were rrorto the combination,
gn the respe five mcome statements are combined. When the com matron 1S

%me to e a purchase, the capital stock or agsets acquired are recore at cost

Ich t en becomes t e new hasis of accountability an frnancra statements are
consolidated. Thus, under the pooling of rnterest concept, the e% forms are
ohserved as to the ntrt but the accountin treatmento transactions with out-
siders 1S as though the former separate entities were strI In exIstence.

The distincti nrs aIso Impartant for tax pu P roses. For example, a combination
gualrf ﬁasareor anrzatron 1S oenerally ax-free. In addition, there rsacgrry
ver df the tax bas oro perty romtea(c%grred cor oratron | the com rna
tron snots qualify, It Is In essence freate urc se 1h erefore garn would
%taxa le_to the seller and there would be a ste ug cost asls ortebu e,
T etax rinciples.of what constrtutesareor am tlon diff rrom he accoun ng(11
Ennc es C0 rnmgapo Ing of |nterests, al thou hrn bot %asefs ere must
onti ur¥ ownership from fa Ipnor enterprise w ere only the form and not the
essence of the Investment drfes Tax treatment Is dete m(Jne by rather ri rd
rules. whjch rerI]urre strict compliance, wit 3tatutor standards, Whereas char-
actfnzatron for accounting Bo oses is based upon all attendant crrtiumstances

ot u OH rmalisms. But both the Eax and accountin Pnncrges are ap-
Proac? etermination of the same basic question: Does the merger of two
ormerly inde end%nt entities constitute an Ingestion of one by the Other or a
continuation of hoth?

Accountm% Methods

The “'method of %ccountrn for tax purposes includes not on the over-all
nhethod emlolo ed Dy the taxpayer hut also the accountin treatme £ of each |t?
T ??enera Po t0 tax ac ountrn? 15, with some impartant exceptions, infra
low qene ally accepted commerc al accounting rrc %For ot tax and
commercra accounting purposes, the accounting ‘method chosen must cear ly
reflecﬁ income and must be aprt)hed consrstentlﬁ/ each P/ear $0.as not to disto J
ﬁneng(acrrncorrnngthlondsmost requent use are the cash recelpts and disbursements, an
U
Genere% 3/ accepted accountrn% LPnncrgles recrurre the use of the a]ccroal method
for most huisiness enterpnses ecause costs and Tevenues are more closely matched
and annua n omeh orecearx ecte
The accrual method In essepce reflects tge effect of transactrons when téa%y
occur, rather than at the time of & receipt or rsbursemento cash But it shoul
noted that as regards all enterprises, since accoontrn methods relate o{\rrmarr
trmrng, total income over the entrre economrc rfeo the enterprise, will tend to

etheds ﬁ grdes%ofw Ich method tserl“n

ert ec? method, income Is not Includi em %xable mcomeuntrlactual 0y
or constructively received; expenses are not dequctible until paid rogert r
services having & cash value are treated as the equivalent of cash. And even though
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cash or proRerty Is not received directly, the taxpa ¥er may have income as, for
e>é<lam éebe\[r]vefetre payment of compensation is made 1o a third party for the tax-
|

Yncome Is constructively received by a taxpayer aIthou%h not actually reduced
to his possession I the yéar durin whrch It |s credited to his account,” set aPart
for him or otherwrsem e available o that he may draw upon it without Tim
Itation (?r restriction. Thus, Interest credrted t0 a bank account Is constructively
recelved when cre ited although not withdrawn.

But des |te th e doctrine 0 constructrve rece ipt with regard to. income items,
tere L g defined corr sp%nd doctrine of “constructive paymfnt
L erefore deductions, ma usua i en y cash method taxpayers-only in
the taxable year in which tems are actu ar

An Inconle Item receive un er“a 5% of right” and wrthout restriction as to
Euse or drsgosrtrrin musf be reporte gterer lent In the ear recelved, even
though 1t m y still e carmed that the taxpayer Is not entitled to retain the
prop rtg and” even t ough the taxpayer m ater be required to restore IS
equivalént, Thua sal arres 0r DONUSeS are incorhe In the aygar of recelpt even if It A
|ssuhsequent etermined thﬂt ewere erroneous| P an must ere unde
The ore?orn is ap Ircablew ether the taxpayer is on the cash or accrua method

The claim qof 11 tdtoctrrne 15 In_direct conflict with the ge%eral dv acce te
accountrn? Pﬂnncr 3 not recording Income untll earned This. doctrin
h?wever Ir Tded In our. tax faw. One reason advanced Is that mclusron

mcome Item actua I% received is necessary for efficient administration. Another

I% Irg 1n hand” theory, i.., to tax a receipt when the taxpayer gets it and
hre e stil] has It.

gard rncomfe items received In advance by a_cash basis taxBayer 8, for
services to e performed, are includible in the ge r of receipt. This f00°Is in direct
conflrdct with accountrng theory which would defer recordrng of income until
earne

Where the praduction or rcha e and sale of merchandise is.an incom
ducrng{actrvrt LIS Teq urre att eaccrua| methoJ r}accountrn beusegrpv
respect to purch ases an sales (b rmers %re excepted). Under the accrua
Qa rngnera Income el hcur le In the year eared an eXpenses are
e uctrbernte year |ncurre ear of receipt rpa ment IS Immaterial.

What more spectfical ¥ Income 1S requrre to eaccrued when all the
events ave occurre whrch I the rrght to ‘recelve it and the amount can be
etermined with reasona %accurac 1S not necessary that. the recrse amou
e known. IT eith er}teng t to r“ me or the amount is contr tor contes
the general rule 1s that accrual will be postponed. Wit respectt eductronst
Ere ccrued when the obli atron 1S est blrshe? and the amount of the expense Cﬁ

etermrneP g rea& naole accurac?/ a deduction Jtem s disputed, te
eﬂe{)% rousteoﬁgddrspute Income Items 1S applicable here also, viz., that accrua

R?evrouslg/ discussed, one significant area of drver%ence hetween tax ac-

?untr and n%rall acce?ted accountin rrncrgles oncerns the tax freatment

Income under the claim o ngt doctring. The secon meItJor area of divergence
E%Iraéeessto thedeductibility of Teserves for estimated future expenses or contin-

r
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The tax accounting rule is that, wrth the exception of reserves for bad debts, no
accruals, to reserves Will be permitted tg bfe %educted unless Il the events have
occurred to establish Irabrlrt at the en tetaxab erro nder enerag
a%epe accountrnP grrncrpes [ESEIVES are re(ﬂurre probable, expenses an
lanilities whrch refate to current income even though not uncon |t|o aIIy fixed

Dy the ena of the taxable year, In order to properly”reflect income.

Specral tax_accounting methods are permitted for income from deferred pay-
ment sales alwd from lon term contracts. .

An rnsé ment method Tor reporting income from deferreéi payment sales max
be elected ynder certain circumstances. If t eelectron IS made, on%t at portio
of the profit on the entire transaction whrch Is ref ected in the pa ents received
within each taxable Xear 1S mclu ed In taxable income orhhat edr, Thus, rncomg
|ssPrea over the years In which payments are.receive, rather than being include

nte ear of e. The accounting view 15 that installment saessorhd
genera eacounte or on the same basis as other sales, 1.e., generally on the
ccrual basis, desprte the greater collection risk,

ncome from onq -term puilding, installation or construction contracts may
}/ ectron be reported under ope Of two special methods. Under the percentage-

0 comg letion method, }hﬁt portion of the contract rrc}e which correspongs to

estimateq ercenta?eo e work completed dyrjng the taxaole year, Is inclu d

In ross in ome Al exi)endrtures qurin the taxable ear, aftertak n%rnto account

mventorres f material and sugg les al the b ernnr and atte?

are euci Under thrs method, the estrmate In o eor loss will be ? read over
é)errér urrn which work IS pein grforme urrent per rmance 15
lecteq 1n curr nt Income. But the vantage s thgtt Rerc nrlageo com-

Retron IS dependent upon estimates of ultimate Costs and may not reflect inherent

Under the com ﬁleted contract methad, the net rncrfme or '0552 0SS rncome
Es deutrrgh Ehe entrre ?ntra 1S rertJ |rted on yfrh P/ r of completion.
|s met ay be prefera the total net rot oss |s uncertain or
dn nowh] until cmPIetron of riontractsas fore amPe where th erﬁ are srpnr
rcantrn erent hazard forunre lable estimates Bu\ edsadvgnta e Isthat curfent
ger ormance IS not retlected and net income macy uctuate wi ey etween perlods
|mPI a a result of the number or size of the ontr:ircts completed |necl] eriod.
Therefore, except where cost forecasts are very unreliable, accountants believe the
percentage-of-completion method preferable.

Valuation of Inventories

Generally the use of inventories js refqurred in all cases in which the manufacture
ng%dctr n, or purchase and Sale of" personal property is an income-producing

Accounting for inventories for both tax and commercial accounting purpqses
concerns, two aspects of the same problem. This Is the matchin of%% ror?rrate
costs against related revenues in order that there may be a proper eter natlon of
rgg”tzlelc arth(cf%me One aspect concerns inventory valuation, the other inventory

The two basic methods of rnventrf(év valyation for both fax and accountrng
purposes are “cost” and “cost or market, whichever is lower.” The latter is mor
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commonly used. It has two advantaPes first, loss of utility is reco nrzed durin
the Eerro I which the loss takes pface. Second, the write=down reflects conser-
vati mt In that Inventories are not measured In excess of future recoverable
amounts,

Inventories m notpro(nerl be stated abov?cost exce trncertarnver Irmrted
circumstances. THIS 15 because under generally accepte accountrn% Inciples,
Income accrues onl at the time of sale.’Reflection of assets at current sales prices
whicn_are In excess of. cost would constitute anticipation of gain prior to realiza-
tion. Furthermore, It is asserted that statement ahove cost IS not conservative, In
that estimated amounts may not prove, recoverable.

Some have contended that rnventorr should be stated at market, even |f above
cost. Thef) rincipa ﬁ umenthstern erentrnconsrstenﬁy rirvalurn 00ds helow
but not a %o state that an rncrease In utility snould be recognized In the
Berro in whrc the In rease takes Iace note at the recognition of Iosses
ut nof the anticipation o egarns ntegroun s of conservai reverses Itse
rna%ubsequent Eerro (85 b ﬁrnnrng invenitory regresentsacost And t?y point

lt at as the absence of realizafio doe(fnot constitute a(bar to the use of market
va ue where that 1s below cost, 1t should not where market I ahove cost. So far,
this V\Porntofvrew has not prevailed. §

hether the method used is “cost” or Iower of cost or market,” the principles
rnv? Ived In the ddetermrnatron of cosé are the same C st” means the sum of the
applicable expenditures and charges directly or rndrrectyrncurred In bringing an
article to its existing condition and | o ation. T us If Sgood are gurchcased cosd
1S the invojce. rrce |us trerght hand rng, excrfs axe cust Utles an
ot er ac ursrtr xpenses. T the case of manufactured or processe ﬂoods cost
rnc udes aterrasa d supplies enterrn into or consumed In"the operation, direct
la orcols(ts and a pIred manufac urrng verhead
Tet in ecaseo purchase Igo ds means replacement cost: rn the case
of manufa tureét goods It means rep? uction cost except that in either case

“market” should not Txceed current selrnq grr es essdrrect cost of ISposition.
When market vaIue IS [ower than actual cost and Is there ore used as the inventory
basis at the end of tetaxa’] gear this valu er be deemed the cost of the
Inventory at the beginning of the Succeeding taxable year.

Five principal inveptor: rdentrfrcatron method% are ermitted fortax PurP?ses
The first, “specific rdent rcatron of the cost 0 ﬁ rtem or lot, ordinarily Is
rmPossr feo meractrca with a age rnventory The second rs the “first- rn f rst-

meého IFO” as it s call dassgrmest at the goods first gurc ased or
Efo uced are the ?ooﬁ irst sold or (tjrse Consequently, the goods included mn

0sing Inventory are those last acquire

I ?hould be contrasted Wrth the third inventor % |dent|f|cat|on method of
IasA In, first-out” called “LIFQ™. Thrsasumesthat e oos ast urc aéed or
Ero uced are the goods first sold or us nsequently tegoo Included rn

dnqnnventor rgth?efrrsta?qurre Under toe LIFO met ét oweverte
9 st be valued only at cost for tax purposes, so that a write-down to mar eA
s not allowed as a fax deductron This IS at varranc%wrth the generall accep%
commercial accounting é)rrncrpe noted above, which requires that inventories
reduced to market where that is below cost.

Since LIFO matches current purchases against current sales, the impact of price
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level changes upon inventory valuation is minimized. In a nsm% market, the LIFO
Enleth)od results n lower profits, and in a declining market, Righer profits than

The two remaining principal methods of inventory identification are the “retail”
method and the “average cost” method.

Depreciation and Amortization

Tax de redatlon principles are a synthesis of current accounting and economtc
touq regard |n Investments In assets. Accountants are nmanhl concerned with
the alloc |o the cost of de dable assets to the periods of their use in the
mannerw |c Wil mostclearly ect periodic income, Thus proper measurement
of Income s the afccountants 0 jfeC'[IVE As moglern_economists' are agreed that
Investment |s one of the most3| nificant factors affecting income and employment,
they view the amount of allowable tax detr)reda\ton from the as ect of stimalatin
or etard| r%the level oflnvestmentlndep edabeassets c& nﬂ]g accountant
and economists nave a fundamentally different way of é ging the adequacy o
deépredatton aIIOWﬁnces To the ccountant the est IS the accu ac of the |nco
surement. To the economist, the test |s the In uence of tax ep eciation on the
purc ase of the proper types of degreda eassets In the proper amount.
The tax law Iowsa egredatt n deduction of a reasonable allowance for the
hustton wear and tear, ioecen of pro et W|t a definite useful lire,
I a frade or husiness or ort% éprod ction_ of income. The tax_con-
5| erations concern the etermmatlono ther a particular asset is depreciable,
what amount |sdepreda e and the rate of depreciation.
The flrst consideration. whether artlcul rasset IS deprema le, is erhaPs the
ea |es W|t WhICh to deal. Asnote DOVe, te C|a lon de uction 1s. allowed
y P pe h dJ In trade mess ﬂr he ort %tton OLIHCSQT
enefally, land Is nat eﬁrem \oud im rovement WI e added
to |t are. A exce tion 1S where the utilizat ono Iand Involve teex ractlon qf
r[]atural resources |n hich case a. deduction for de ettonm e allowed. Nor [s
epreclat |ona] owed for Inventories or stock In trade. ntan? le assets are amortl-
Zahle, but on ZI the_life of the a?set i of definite duraton [T duration IS In-
de mdte cost IS taken |nto account for tax purposes on [){w en the asset IS soldﬁ
abandoned. Accordi patents and copyrights are_depreciable, but goodwi
secret rocesses an ﬁ]er etual franchises are not. Cgrtatn orEoratlon org nization
expenses and trade Ara e n?me expenditures are amortizable at the
tama%er 'selection over a peno not less than 60 months.
r%gear to amortlzatlon of Intan \9|bles havmg no limited term of existence,
it might be noted tattere 1S reat anance am %accoun fants as_to J)ro per
treat| ent, tax nnc les notW| \an In Athou Immediate wnt% ffs to
onside red acce ta e thee 1S nocnsensusasto wh rtese

surplus are n
Intap g fles W?TIC have no dete mlnable date of ex(g)lrahon of In‘e shou
rodica amorttze against income when no loss of utility 1s evident.

Econo hstscFracte Ize tn%angtb es as re Iectln ndtt 10nS of| erfect com-
petition, the uti my wh|c erived roms conditions. They consider
mtandtbles economicall %',"f'f(?m when combined with. tan\%bLe ass fs. In this
crdnta g the economic view seem to be no amortization Without |m|nut|on
In valu
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As statgd above, amortrzatron of these intangibles of indefinite gurgtron IS pot
permrtte for tax purposes, t ough whether or not accompanied by diminution
In value. Advertrsrn exgen esaenormaII deductrbleasordrnary business ex-
penses even |fthe?/h Ve a su stantrfa future benefit.

There IS currenr( great eal 0 controvers about the proper amount of total
deprecratron deductions of a degrecra e assef. Under the tax Iaw fotal depre-
cratron deductions may not exceed the origina riost ofteasse ess Its estimated
savage value. The ba sof ongrnal or historical cost reflects t etra itlonal ac-
countin conceptw Ich reqard deprecratronasthe aIIocatrono the cost of the
ass%ov rits u efri) life in the busrn?ss ansg dnro UCES INCOme.

IS approach, based on historical cost been cn ized on the grounds that
rP rg e of degrecratron shoulfr be to provjde an adeguate fund fo theré)ace
Hr t of fixed assets. Where replacement prices hgve isen, It 1S ?onten
ereeratron ﬁnarges a%arnstc rrent nco will be Ina eguater base
torjca %ost us”an. economist woul that | an enterﬂ Ise 15 at a hrea even
g?mt ter depreciation char es hase on hrstormﬂ cost, byt the re dplacement ?ost
the Tixed assets IS rrsrng, eenterprrse |sactua y Operating on & economic loss
fause WPen the ma merx d equ épn\ent %ve Wﬂrn ot tr]ere wrh not be
sufficlent fu fds {0 r%pbacete as g resu tofteh gr price level. Therefore,
recognition of the probabilit thatﬁant machiner uipment will avef
bergrace at cost mue geatert can those Incurre fortefacrLtresc rrent
In use nas been vigorously advocated even ?/some accountants, Thes vo?ats
lgrr]rggtest that deprecratron changes against current income be hased on the replace-

In rebuttal defenders of the maintenance of the historical, cost basis state that
depreciation bhased uPon reglacem nt cost would tend to |n r ase rat Tr t an
reduce economic, cy? es, hecause depreciation charges would be direct
%rtronate t(? rice” level c anges ang taxeﬁ wouldbe mverse s¥ nP 0 orto ate

erefore, durin eno of recession were Increased investment would
neecled, taxes would claim a greater am unto avallaple funds. And durin |n
fIatronarg Herrods ax revenges would pe reduced, rather thgn Increased., They
also conténd that a earé tr fri)m hrstoncal cost Is |mrfrac ICﬁ le hecause of Pnce
evel Instanility an Icult measurrnﬁ price Tevel changes. At this time
there 1s |ittle Irkelrh%od of a cha ?e In either the tax rule or the accounting prin-
ciple which reréurret e yse of historical cost.

The Permrs Il methods of depreciation under Present tax_law reflect the
economcaP roach to t eade uacy of depreciation allowances. For the most part
the ? encgura e the urc ase of capital aﬁsets At alorror time, 1t was
g erally require i tdercratron e hased on the historical cost of the
|locateq over Its fulusefu life in the rfsrness onastrarghtlrne basr%re rata
Althougn the requirements of historical cost and allocation overtefu Use
life havg been retained, the permissible methods of depreciation have heen I|
ber ized. As 4 result, Targer dwtron%for denre latjon are concentrated in drhe
ear ler easof an asset’suseful life. The effect of this a&ce eréréron 1S a vrP e(rer
recove rnvestment an Increase In after-tax profits, and an addition to working

capr
he foregoing was accomplished by the authorization in 1954 of two new
methods o?%ep ecratrson These are theydecl?nrng balance method and the sum-of-
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the-years-digits me#hod Both of these may be us%d in the ? gut?tron of dero
ciation allowance for new tangible, (ﬁ)roperty Wit ausefo at Ieastt reg
ears, Moreover rimarily asan aid fo small business, If new or used propert
as a useful life of at Ieast six years, a flat deduction of 20 %o of cost not rn XCe
of $ 10,000 is permitted in the Tirst year.

Conclusion

In a broad sense, the determination of income can more properly be regarded as

rk Hrat ert frn as? sclence, In thta t there are ng o ereg cIaSﬁrfrcatrops ftr]om
whic re |cta eresu ts necehssarrl ollow. But as Indicated |n this artrce there
are applicale principles within the dictionary definition of prrncr ple™ as a
8enera law or ruIea oote or professed & a Sgurde to action: asettle Eg;roun
asis of conduct rloraco Althou htgeprrncr s%re mutable dnd a mrt
of devra%rons rnt%rao dcatron theey rovide a practical framework into which
related Tacts can nd the more com IeLe the framework, the more
screntrfrc In Ehe technical sense Income determination hecomes,

This art< e.has examined the more Im ortanﬁ st[)uctural] components of this
framework, with primary emP asis on tax principles but with consideration ?rven
to accountrnrrr or economic principles. In connec on wrth tnis, certain under rn%
conce \s were anal zed and some rules r%sultrn from thea lication of thes
Brrncr es were noted, It 1s h oPe that te reader has een uided to a hasic
nderstanding of how ncome for purposes of United States taxation 1S determined.
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