
PRESENT AND PROPOSED METHODS OF TREATMENT
OF PREPAID INCOME--AN ATTEMPT TO EXPAND
THE ALLOWANCE OF DEFERRALS FOR INCOME

DETERMINATION IN ACCORDANCE WITH SECTIONS
446 AND 451 OF THE 1954 INTERNAL REVENUE CODE

Item Type text; Dissertation-Reproduction (electronic); maps

Authors Syck, Lawrence John, 1940-

Publisher The University of Arizona.

Rights Copyright © is held by the author. Digital access to this material
is made possible by the University Libraries, University of Arizona.
Further transmission, reproduction or presentation (such as
public display or performance) of protected items is prohibited
except with permission of the author.

Download date 26/05/2023 09:13:04

Link to Item http://hdl.handle.net/10150/289501

http://hdl.handle.net/10150/289501


INFORMATION TO USERS 

This material was produced from a microfilm copy of the original document. While 

the most advanced technological means to photograph and reproduce this document 

have been used, the quality is heavily dependent upon the quality of the original 

submitted. 

The following explanation of techniques is provided to help you understand 

markings or patterns which may appear on this reproduction. 

1.The sign or "target" for pages apparently lacking from the document 

photographed is "Missing Page(s)". If it was possible to obtain the missing 

page(s) or section, they are spliced into the film along with adjacent pages. 

This may have necessitated cutting thru an image and duplicating adjacent 

pages to insure you complete continuity. 

2. When an image on the film is obliterated with a large round black mark, it 

is an indication that the photographer suspected that the copy may have 

moved during exposure and thus cause a blurred image. You will find a 

good image of the page in the adjacent frame. 

3. When a map, drawing or chart, etc., was part of the material being 

photographed the photographer followed a definite method in 

"sectioning" the material. It is customary to begin photoing at the upper 

left hand corner of a large sheet and to continue photoing from left to 

right in equal sections with a small overlap. If necessary, sectioning is 

continued again — beginning below the first row and continuing on until 

complete. 

4. The majority of users indicate that the textual content is of greatest value, 

however, a somewhat higher quality reproduction could be made from 

"photographs" if essential to the understanding of the dissertation. Silver 

prints of "photographs" may be ordered at additional charge by writing 

the Order Department, giving the catalog number, title, author and 

specific pages you wish reproduced. 

5. PLEASE NOTE: Some pages may have indistinct print. Filmed as 

received. 

University Microfilms International 
300 North Zeeb Road 
Ann Arbor, Michigan 48106 USA 

St. John's Road, Tyler's Green 
High Wycombe, Bucks, England HP10 8HR 



77-7321 

SYCK, Lawrence John, 1940-
PRESENT AND PROPOSED METHODS OF TREATMENT 
OF PREPAID INCOME—AN ATTEMPT TO EXPAND 
THE ALLOWANCE OF DEFERRALS FOR INCOME 
DETERMINATION IN ACCORDANCE WITH SECTIONS 
446 AND 451 OF THE 1954 INTERNAL REVENUE 
CODE. 

The University of Arizona, Ph.D., 1976 
Accounting 

Xerox University Microfilms, Ann Arbor, Michigan 48106 

© 1976 

LAWRENCE JOHN SYCK 

ALL RIGHTS RESERVED 



PRESENT AND PROPOSED METHODS OF TREATMENT OF PREPAID INCOME 

—AN ATTEMPT TO EXPAND THE ALLOWANCE OF DEFERRALS FOR 

INCOME DETERMINATION IN ACCORDANCE WITH SECTIONS 

446 AND 451 OF THE 1954 INTERNAL REVENUE CODE 

by 

Lawrence John Syck 

A Dissertation Submitted to the Faculty of the 

BUSINESS ADMINISTRATION COMMITTEE 

In Partial Fulfillment of the Requirements 
For the Degree of 

DOCTOR OF PHILOSOPHY 

In the Graduate College 

THE UNIVERSITY OF ARIZONA 

19 7 6 

Copyright 1976 Lawrence John Syck 



THE UNIVERSITY OF ARIZONA 

GRADUATE COLLEGE 

I hereby recommend that this dissertation prepared under my 

direction by Lawrence John Syck 

entitled Present and Proposed Methods of Treatment of Pre-
paid Income-—An Attempt to Expand the Allowance of 
Deferrals for Income Determination in Accordance with 
Sections 446 and 451 of the 1954 Internal Revenue Code 
be accepted as fulfilling the dissertation requirement for the 

degree of Doctor of Philosophy 

Dissertation Director ' Date 

As members of the Final Examination Committee, we certify 

that we have read this dissertation and agree that it may be 

presented for final defense. 

7i 

-b-

#c£. JJ. /77<Z 

C%jb. 3^-

(Lu^- 4 /q-?u 

Final approval and acceptance of this dissertation is contingent 
on the candidate's adequate performance and defense thereof at the 
final oral examination. 



STATEMENT BY AUTHOR 

This dissertation has been submitted in partial 
fulfillment of requirements for an advanced degree at The 
University of Arizona and is deposited in the University 
Library to be made available to borrowers under rules of 
the Library. 

Brief quotations from this dissertation are 
allowable without special permission, provided that 
accurate acknowledgment of source is made. Requests for 
permission for extended quotation from or reproduction of 
this manuscript in whole or in part may be granted by the 
copyright holder. 

SIGNED: 



DEDICATED 

TO 

FRANCES ANN 

Wife, 

Mother, 

and 

Typist 

iii 



ACKNOWLEDGMENTS 

I wish to express my gratitude to the members of my 

committee, Professors Hollis A, Dixon, Chairman; James F. 

LaSalle, Lyle H, Mclff, and James C. McBrearty for their 

help and encouragement during the study. 

Professor Dixon's patience and helpful criticism led 

to the improvement and completion of this study. It was 

only through his diligence that this work was undertaken 

and comp1et e d. 

Professor LaSalle's editorial comments and sug

gestions helped considerably in the drafting of this report. 

His help was appreciated especially during the final stages 

of completing this dissertation. 

To my wife, Frances, goes a full measure of thanks 

for the patience and typing skills demonstrated by her 

throughout the length of the proj ect. 

A special thanks to my editor, Jan Chlopowicz, for 

her review of the rough draft. Her advice was instrumental 

in the final completion of this dissertation. 

iv 



TABLE OF CONTENTS 

Page 

LIST OF TABLES viii 

ABSTRACT xi 

CHAPTER 

1. INTRODUCTION 1 

Statement of the Problem 1 
Purpose of This Study 6 
The Nature of Prepaid (Deferred) Revenue . . 8 
Prepaid Revenue Presentation 21 
Gross Income 22 
Accounting Methods 24 
Limitations and Methods of the Study .... 33 
Chapter Organization 37 

2. VARIOUS AUTHORITIES' POSITIONS ON PREPAID 
INCOME 40 

The AICPA and Prepaid Income 4 0 
The SEC and Prepaid Income 49 
The Internal Revenue Service's Position 
on Prepaid Income 52 

3. CLASSIFICATIONS AND INCOME RECOGNITION FOR 
PREPAID INCOME 54 

Types of Transactions Involving Advances . . 54 
Classifications of Advances . 56 
Revenue Recognition for Advances 5 8 
Question of Discounting Prepaid Income ... 68 
Income Tax Allocation 70 

4. THE CLAIM OF RIGHT DOCTRINE 79 

General Legal Definition of Claim of Right . 79 
Claim of Right and Income Determination . . 79 

v 



vi 

TABLE OF CONTENTS—Continued 

Page 

5. PREPAID INCOME FOR SERVICES 89 

Claim of Right and Advances for Services . . 89 
Judicial History of Advances for Services . 93 

6. PREPAID INCOME FOR GOODS 116 

Gross Income Versus Gross Receipts 116 
When Is A Sale Made? 120 
Judicial History of Advances for Goods . . . 122 

7. CONGRESSIONAL INTENT AND PREPAID INCOME .... 145 

Congressional Intent and Accrual 
Accounting 145 

Committee Reports Pertaining to Bills 
Prior to 1954 149 

Committee Reports Pertaining to 19 54 
and Subsequent Years 149 

Repeal of Sections 452 and 462 154 

8. TRANSITION FROM THE CASH RECEIPTS BASIS TO 
THE ACCRUAL BASIS 166 

Transition Problems for Prepaid Income . . . 166 
IRS's Booking Requirement 171 
Accounting for the Transition 176 
Transitional Duplication of Revenue .... 181 
Advantages and Disadvantages of Using 
the Deferral Method 190 

Avoidance Problems of Transition 201 

9. ALTERNATIVE ADJUSTMENTS FOR THE TRANSITION . . . 206 

Shapiro's Study 206 
Examples of Transition Adjustments 210 
Transitional Methods 213 

Method One—Strict Tax Rule 
Consistently Followed 215 

Method Two—Accrual Accounting Process 
Used Consistently 215 

Method Three-—Transition in Conformance 
with Section 452 215 

Method Four—Transition of Duplicated 
Income Over Five Years 216 

Method Five—Transition in Conformance 
with Revenue Procedure 70-27 216 



vii 

TABLE OF CONTENTS—Continued 

Page 

Method Six—Transition in Accordance 
with the Method Suggested by 
Shapiro 218 

Method Seven—Transition in Accordance 
with Section 481(a) and Regulation 
1.481-1 (c) (4) . * 221 

10. SUGGESTED METHODS OF DEFERRAL FOR PREPAID 
INCOME ' 225 

APB Opinion No. 21 225 
Section 483 and Imputed Interest 227 
Discounting Advance Payments 230 
Types of Income Eligible for Deferral . . . 242 
Analysis of 1954 Data 244 
Impact of Change on Tax Receipts 250 

H. SUMMARY AND RECOMMENDATIONS 258 

Conclusions 258 
Recommendations for Future Research .... 261 

SELECTED BIBLIOGRAPHY 264 



LIST OF TABLES 

Table Page 

1. Tax Returns with a $100 Advance in Year One . . 75 

2. Income Statement with Tax Allocation 77 

3. Balance Sheet with Tax Allocation (End of 
Years One and Two) 77 

4. Resulting Tax Return Data for $50,000 Advance . 177 

5. Income Statements with Interperiod Tax 
Allocation for $50,000 Advance 177 

6- Balance Sheet with Tax Allocation for 
$50,000 Advance (End of Year) 178 

7. Tax Liabilities with Change to the Deferral 
Method in Year Zero (000's Omitted) 179 

8. Tax Revenue Void Due to Change of Accounting 
Method for Services (Constant Advances) . . . 182 

9. Tax Revenue Void Due to Change of Accounting 
Method for Goods in Accordance with 
Section 452 186 

10. Advances for Goods Tax Revenue Void Due to 
Change of Accounting Method for Goods in 
Accordance with Regulation 1.451-5 and 
Revenue Procedure 70-27 187 

11. Cash Flow Analysis with Increasing Advance 
Payments ($20,000 per Year Increase) 192 

12. Cash Flows Analysis with Constant Advances 
of $100,000 193 

13. Cash Flow Analysis with Declining Advance 
Payments ($20,000 per Year Decrease) 195 

14. Analysis of Cash Flow and Effects of 
Differing Tax Rates for Increasing 
Advance Payments (Data from Table 11) .... 197 

viii 



ix 

LIST OF TABLES—Continued 

Table Page 

15. Analysis of Cash Flow and the Effects of 
Differing Tax Rates for Constant Advance 
Payments (Data from Table 12) 198 

16. Analysis of Cash Flow and the Effects of 
Differing Tax Rates for Declining Advance 
Payments (Data from Table 13) 199 

17. Suggested Methods of Recognizing Duplicate 
Revenue Items when Changing from Cash 
Receipts Method to Deferral Method for 
the Recognition of Advance Payments 212 

18. Years of Inclusion for Advances—Accrual 
Basis (Years 1 Through 15) 214 

19. Transition in Accordance with Section 1341 
Type Adjustments 223 

20. Present Value of Deferred Earnings 232 

21. Discounting and Income Recognition of $500 
Rent Advance Payment (Discounted for 
60 Months) ..... 235 

22. Income Recognition in Year of Accrual for 
Advance Payment 236 

23. Present Value of $1 Annuity Certain; 6 %  
Simple Interest 238 

24. Present Value of $1 Annuity Certain; 7% 
Compounded Semi-Annually 239 

25. Discounting and Income Recognition of 
24-Month Advance Payments ($200 per Month 
Revenue) 240 

26. Income Recognition in Years of Accrual for 
Advance Payments 241 

27. Prepaid Income by Major Industrial Groups, 
1954 Data (000's Omitted) 245 

2 8 .  1954 Distribution of Prepaid Income 247 



X 

LIST OF TABLES—Continued 

Table Page 

29. Distribution of Advances by Revenue Classes 
(v, i.th Balances Greater than $5,000,000), 
19ii4 (000's Omitted) 249 

30. Distribution of Total Receipts for 1954 
(000's Omitted) 251 

31. Summary of Independent Variables 253 

32. Multiple-Regression: Prepaid Income with 
Rents, Interest, Receipts, Sales, and 
Total Assets 255 

33. Multiple-Regression: Prepaid Income with 
Rents and Interest 255 



ABSTRACT 

Under present income tax accounting procedures both 

cash and accrual basis taxpayers have to recognize advances 

for rents and interest in the year of receipt regardless of 

the year the income would accrue. The purpose of this study 

was to develop and illustrate a feasible plan for the recon

ciliation of financial and tax accounting for prepaid rents 

and interest income. 

Because the Treasury does not presently permit the 

deferral of prepaid income for rents and interest, a de

tailed study was undertaken to determine the history of the 

Treasury's attitude toward advances. The history of the 

Treasury's treatment of prepaid revenue was combined with a 

study of the courts' application of the claim of right 

doctrine. The study traced the impact of the claim of right 

doctrine as applied in the decision of North American Oil 

Consolidated and Brown. Beginning with the Brown decision, 

the judicial history of advances for both goods and services 

was reviewed. 

Due to the importance of Congressional intent in any 

interpretation of income tax law, Congress' attitude per

taining to the accrual treatment of advances was examined. 

The review pertained mostly to the 1954 committee reports 

xi 
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accompanying the bill proposing the adoption of Section 452 

which permitted deferrals for prepaid income. In addition, 

the reports relating to the subsequent repeal of Section 452 

were reviewed. 

The problems involved in a change from a non-

deferral method of accounting to some form of deferral of 

prepaid income were investigated. In the case of advances, 

the changing of accounting practices or transition could 

cause some pre-transitional advances to be recognized for a 

second time; first under the old system and once again under 

the newly adopted accrual basis. In order to reduce the 

impact of the duplicate reporting of income, the mechanics 

for changes of accounting practices as outlined in Revenue 

Procedure 70-27 were suggested for use when changing to the 

deferral system. 

The loan-like nature of prepaid income as advocated 

by W. A. Paton was a major influence in the design of the 

deferral method suggested in this study. The procedure 

developed by this project was a combination of Accounting 

Principles Board Opinion No. 21, "Interest on Receivables 

and Payables" and Section 483 of the Internal Revenue Code 

of 1954 with its reference to imputed interest. The basis 

of the suggested plan was that any advance should be equal 

to the present value of the future revenue. This future 

revenue was discounted back to the year of receipt using 

interest rates from Section 483, and any portion of the 
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advance which exceeded this present value was recognized as 

interest income in the year of receipt. In later years when 

the prepaid revenue accrued, a special deduction would be 

allowed for any income previously recognized, thus avoiding 

duplicate recognition of the same revenue. The use of 

present value techniques would reflect the financial nature 

of most advances. 

As a necessary adjunct to any proposed change in tax 

laws, the estimated tax revenue losses due to the deferral 

of these advances were estimated. The estimated tax revenue 

losses were based on income tax data from 1954, which was 

the first and only year deferrals for prepaid income were 

permitted on a wide scale. From these data a regression 

analysis was made to determine the correlation between pre

paid income and rents and interest income. 

The coefficients from the 1954 data were applied to 

1971 data which were the most currently available data in 

order to obtain the estimates of the tax revenue losses due 

to the deferral of prepaid rents and interest. 



CHAPTER 1 

INTRODUCTION 

Statement of the Problem 

In response to the ever-increasing pressure for con

formance between income tax accounting and financial 

accounting, the Senate Finance Committee made the following 

statement: "... your Committee believes that it is essen

tial that the income tax laws be brought into harmony with 

generally accepted accounting principles" (U. S. Congress, 

Senate, Committee on Finance, 1955a, p. 5). This directive 

concerning the concurrence of tax accounting and financial 

accounting has been expressed in several other Congressional 

committee reports (see Chapter 7 for Congressional Committee 

hearings). The Internal Revenue Code (IRC) refers to the 

type of accounting which is acceptable for the determination 

of taxable income. Section 446 of the 1954 Internal Revenue 

Code, titled General Rules for Methods of Accounting cites: 

(a). General Rule. Taxable income shall be computed 
under method of accounting on the basis of which the 
taxpayer regularly computes his income in keeping 
his books. 

( b ) . . . .  i f  t h e  m e t h o d  u s e d  d o e s  n o t  c l e a r l y  
reflect income, the computation of taxable income 
shall be made under such method as, in the 
opinion of the Secretary or his delegate, does 
clearly reflect income. 

1 
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Generally accepted accounting principles (GAAP) are 

1 regarded by the IRC, for the most part, as suitable methods 

for determining taxable income, with notable exceptions such 

as treatment of prepaid income or advance payments. Under 

these principles, when a firm receives an advance payment 

either in the form of cash or negotiable instrument, such as 

an installment contract, the firm should record the receipt 

of an asset and the incurrence of a liability. The liability 

represents an obligation to provide the goods or services as 

called for in the contract. Until this obligation is satis

fied, no income is recognized. 

Under present applications of the Internal Revenue 

Code, the accrual taxpayer usually has to include prepaid 

items as revenue in the year of receipt. Timing of the 

recognition of the year of inclusion of prepaid income is a 

major difference between generally accepted accounting 

principles and accounting for tax purposes. Section 451 of 

the 1954 Internal Revenue Code pertains to the determination 

of the taxable year of inclusion for an item of gross 

income. The general rule of this section is as follows: 

"The amount of any item of gross income shall be included 

in the gross income for the taxable year in which received 

by the taxpayer, unless, under the method of accounting used 

1. References to the Internal Revenue Code or its 
various sections will be to the IRC of 1954 unless identi
fied otherwise. 
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in computing taxable income, such amount is to be properly 

accounted for as of a different period" [IRC, 1954, §541(a)]. 

The treatment of prepaid income involves both 

Sections 451 and 446. Section 451 requires the recognition 

of income in the year which it is includible under the tax

payer's method of accounting while the method of accounting 

is governed by Section 446. Any change in the treatment of 

prepaid income would involve both Sections 446 and 451. 

The Internal Revenue Service (IRS) has for years 

been reluctant to permit the use of generally accepted 

accounting principles relating to prepaid income. The IRS's 

position has been reinforced by the courts for the most 

part. In upholding the IRS's position on prepaid income, 

the courts have applied the "claim of right" doctrine. The 

claim of right doctrine has continued to be the IRS's 

principal defense in the denial of accrual accounting for 

prepaid income. When accrual taxpayers have interpreted 

Section 446 as allowing for the deferral of prepaid income, 

the courts have held that this was not an acceptable method 

of accounting. This legal interpretation of acceptable 

accounting methods has been considered by some critics as a 

lack of understanding of generally accepted accounting 

principles. Under the claim of right doctrine, prepaid 

income is recognized in the year of receipt regardless of 

any deferral which may be required by GAAP. 
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A major factor influencing the IRS's position of not 

allowing the deferral of prepaid income is the revenue 

losses which would occur in the year when first allowed for 

tax purposes. The revenue loss would be the result of 

several situations: First, the revenue which was includible 

in gross income would decline for the years immediately 

following the transition until the deferred income would be 

recognized. Second, the deductions relating to the pre-

transitional revenue would be deducted in the post-

transitional period. This combination of a decline in 

revenue and somewhat constant deductions would work to

gether to produce a drop in taxable income. (See Chapter 8 

for a more detailed analysis of the transition problems.) 

As a result, there would be a kind of tax revenue void in 

the year of adoption. This revenue loss in the year of 

adoption would be "lost" for as long as the taxpayer con

tinued to receive prepaid income in subsequent years. The 

prospect of a large tax revenue loss has prevented Congress 

from enacting laws to effect conformance between generally 

accepted accounting principles and tax accounting methods. 

The accrual treatment for prepaid income was first 

put into the Internal Revenue Code as Section 452 of the 

1954 Code. This section and its companion Section, 462, 

which permitted the recognition of deduction for future 

expenses, were repealed retroactively in 1955 at the request 
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of the Treasury Department because of large projected 

revenue loss. 

Since 1970, the Treasury Department has been 

amending its regulations and issuing revenue rulings and 

procedures which have increased the number of situations 

where the use of the deferral method has been permitted for 

selected types of prepaid income. The Treasury Department 

cited its desire to reduce the divergence between generally 

accepted accounting principles and tax accounting as a 

reason for the allowance of the selected deferrals (Revenue 

Procedure 71-21, 1971). 

In order to overcome the tax revenue loss, the IRS 

has initiated special treatment of income which was taxable 

under pre-transition accounting methods and subsequently 

considered taxable again under the newly adopted deferral 

method. In order to avoid double taxation of the duplicated 

amounts of income, these amounts could be reported as income 

under the newly adopted accounting method and then deducted 

as under Section 451. Under current regulations and 

rulings, the duplicated amounts are deducted on the basis 

of 10 per cent per year for ten years subsequent to the 

transition. This allocation of the tax revenue "loss" 

decrease's' the implact for taxpayers adopting the deferral 

method by extending this revenue loss over at least a ten-

year period. 
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In many cases, prepayments for services to be pro

vided by the end of the next tax year and prepayment for 

goods and long-term construction can be recognized in the 

year earned. Prepaid rental or lease payments and prepaid 

interest continue to be taxed in the year of receipt. One 

of the goals of this study was to attempt to illustrate how 

this divergence between financial and income tax accounting 

pertaining to prepaid income could be reduced. 

Purpose of This Study 

The purpose of this study was to develop and illus

trate a feasible plan for the reconciliation of financial 

accounting and tax accounting methods concerning the deferral 

of prepaid income. The plan will recommend changes in the 

tax treatment of prepaid income. The proposed plan will 

recommend the deferral of advance payments for rents and 

interest. 

In addition to developing a method of deferral, tax 

revenue losses under this system will be estimated. The 

purpose of estimating the tax revenue losses was to show 

Congress that the revenue loss would not be prohibitive. 

Estimated revenue losses are the primary reasons for not 

adopting laws permitting deferral of prepaid income. 

Consequently, any suggested changes in the rules regulating 

income tax collection must recognize the impact on tax 

receipts. Since Congress1 major criticism of Section 452, 



which allowed for up to five years deferral of prepaid 

income, was the anticipated tax revenue loss, any changes in 

the rules must consider the "price" of lessening the diver

gence between financial and tax accounting. 

There are several advantages for the deferral of 

prepaid income. The primary advantage, as stated previously, 

is the desire of Congress to increase the conformity of tax 

accounting and financial accounting as represented by 

generally accepted accounting principles. This conformance 

would facilitate a better understanding of tax accounting 

and help reduce errors in tax planning and filing tax 

returns. In addition, permitting deferrals would also 

reduce the inconsistencies of the net income figures re

ported on financial statements and the after-tax net income 

presented on the tax return, thus eliminating the need for 

interperiod tax allocation. 

Another advantage is that the taxpayer would be 

avoiding a form of taxation on his working capital. For 

many taxpayers, an advance payment is needed to generate 

the needed working capital to fulfill contractual obliga

tions. The costs of the contract are deductible, but 

unfortunately, the tax year of receipt and the tax year or 

years of incurring the costs of the contract may not 

coincide. Due to this lack of matching revenue and costs, 

this marginal tax liability from advances could be taxed in 

the year of receipt at a rate as high as 48 per cent for a 
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corporation or 70 per cent for noncorporate taxpayer. As a 

result, the amount of available working capital could be 

reduced significantly, thus necessitating the need for some 

form of outside financing. 

Since the Treasury Department and the courts have 

been slow to grant relief in this area, an early solution 

to equitable treatment is through the enactment of a new 

section of the Internal Revenue Code dealing specifically 

with prepaid income. At present there are two sections of 

the code (Sections 455 and 456) which pertain to prepaid 

income of special interest groups. With today's clamor for 

tax reform and the elimination of special tax privileges for 

select groups, an opportunity exists for Congress to extend 

some relief to all taxpayers by allowing for deferral of 

prepaid income. 

The Nature of Prepaid (Deferred) Revenue 

Kohler's (1970, p. 144) explanation of deferred 

revenue involves two major parts. Part One states: 

Revenue or income received or recorded before it 
is earned; i.e., before the consideration is given, 
in whole or in part, for which the revenue is to 
be received; also known as deferred credit, un
earned income, and unrealized revenue. Examples: 
rent received in advance, transportation sold in 
advance, unearned subscriptions. Like deferred 
charges, their classification as a current lia
bility (and, hence, as working capital) depends upon 
the period of time to which they relate. 

The second part of Kohler's (1970, p. 145) explana

tion states that deferred revenue is: "Income subject to 
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adjustment or held in suspense until offsetting charges have 

been determined and deducted, until a period of time has 

been completed, or until it has been fully identified." 

Kohler then goes on to illustrate the difference 

between current and long-term types of liability classifica

tion of deferred revenues. As an example of a current 

liability he cites advance ticket sales wherein the payments 

are, in effect, temporary deposits. Prepaid rent extending 

into subsequent accounting periods is considered a current 

liability in that it too is a form of a deposit from which 

future cash operating costs are to be paid, leaving a 

residual after cash and non-cash expenses which can be 

regarded as income. Kohler notes that in the case of a pre

payment for a longer rental period, such as the last year 

in a ten-year lease, it is more in the nature of a long-

term debt and should be listed in a section of the balance 

sheet following current liabilities. Kohler (1970, p. 145) 

indicates that the deferred payments which are material may 

be broken down into two elements; namely, a current portion 

representing the estimated costs to fulfill the contract and 

the remainder as a non-current liability which would repre

sent the estimated income. 

In a September 1961 article in The Journal of 

Accountancy, W. A. Paton refers to the fact that the term 

"deferred income" is a misnomer. It is Paton's contention 

that a prepayment, for the most part, is nothing more than 
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an interest-free loan which is paid back in the form of 

goods or services. Paton indicates that a financing 

transaction is entirely separate and distinct from a 

revenue producing transaction or activity. In the one case, 

the firm is raising funds to carry on operations and in the 

other case the receipt of cash or its equivalent is the 

result of providing some goods or services. Mixing these 

two inflows is similar to considering borrowing as a source 

of revenue. 

A firm generally raises funds from three primary 

sources; (1) investments by the owners, (2) borrowing from 

lending institutions, and (3) advancements from current or 

prospective customers. Paton suggests that customer 

advances fall into two categories. In the first situation 

advances are substantial sums paid on an irregular basis to 

assist in financing a large capital expenditure (for 

example, government payments to a defense contractor), 

where the amounts contributed have little direct connection 

with the selling price for the output to be purchased. (See 

Consolidated-Hammer Dry Plate and Film Company v. Commis

sioner , 317 F. 2d 829, 1963 for similar findings.) The 

second situation involves amounts which are paid in advance 

and do match the amount of goods to be purchased and 

delivered at a later date. Paton feels that the second 

situation is that which is the most difficult for tax 

agents, lawyers, and judges to interpret as being a 
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financing transaction. Paton (1961, p. 39) indicates that: 

"A coincidence of arithmetic measures should not blind us 

to real differences. . . . And $100 in cash borrowed (or 

received in an advance) should not be confused with a 

product having a sales price of $100, even if both factors 

are covered by a single contract." 

Paton (1961) and May (1943) indicate that revenue 

results from the overall process of production and not from 

a financing transaction. But, in most cases, revenue is not 

recognized until the time the goods are delivered or services 

are rendered. As a part of the revenue recognition process, 

the costs involved in the creation of the revenue are 

matched to the revenue in the appropriate accounting period. 

Any excess of revenue after being matched with related 

expenses is considered net income. In light of the above 

Paton (1961) feels that the term "income" even with the 

attached term "deferred" is a misnomer, especially since 

any net income is determinable only after the contract is 

completed. 

Perhaps there would be no difficulty if the advance 

were treated as a non-interest bearing loan. If there were 

an explicit interest factor involved, as in the case of a 

prepayment, the recipient could list the liability as a 

note payable and not as "prepaid income." This loan-type 

of arrangement is now sanctioned in the 1954 Internal 

Revenue Code in Section 636, but it pertains only to mineral 
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production payments, which are considered "mortgage loans" 

under the code. The prepayment in this case is considered 

as a financial transaction where the funds are generally 

needed for expansion and development work by the mineral 

extractor. In many cases there is a stated rate of interest 

being charged on the declining balance of the advance, 

which is reduced as the minerals are delivered. 

One of the basic problems in dealing with prepaid 

revenue is the classification of the account as to its 

nature for balance sheet presentation. The American 

Institute of Certified Public Accountants (AICPA) addressed 

itself to the problem and its conclusions are presented in 

several of its various committee reports. In Accounting 

Research Bulletin No. 43 the Committee on Accounting 

Procedure (1961, pp. 21-22) defined current liabilities as 

follows: 

The term current liabilities is used principally 
to designate obligations whose liquidation is 
reasonably expected to require the use of 
existing resources properly classifiable as 
current assets, or the creation of other current 
liabilities. As a balance-sheet category, the 
classification is intended to include obligations 
for items which have entered into the operating 
cycle, such as payables incurred in the acquisi
tion of materials and supplies to be used in the 
production of goods or in providing services to 
be offered for sale; collections received in 
advance of the delivery of goods or performance 
of services [emphasis added]; and debts which 
arise from operations directly related to the 
operating cycle, such as accruals for wages, 
salaries, commissions, rentals, royalties, and 
income and other taxes. 
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This definition of current liabilities has departed 

somewhat from the older traditional liquidation view of the 

balance sheet. The more traditional idea was the use of the 

somewhat arbitrary one-year cut-off for the distinction 

between current and long-term debt. Today, the emphasis is 

on the use of the current operating cycle as the means of 

distinguishing between current and long-term debt. This 

use of the operating cycle recognizes differences among 

industries. 

In reference to the question of the classification 

of the liability, Anson Herrick (1944, p. 54) stated: 

The current characteristic of liabilities to 
be liquidated by the delivery of merchandise or 
service should be clear except, possibly, where 
the amount concerns an advance collection of income 
such as rent. That current classification of such 
an item also is required should be evident, how
ever, when it is compared with prepaid rent. 

In this article Mr. Herrick was concerned with the 

classification of balance sheet items for working capital 

purposes. Today, most authors would dispute this position 

since it violates the idea of having only as current those 

obligations which would be satisfied during the current 

operating cycle. 

Current liabilities fall into three major cate

gories: those liabilities with a definite amount, known 

liabilities with the amount dependent on operations, and 

finally, those known liabilities of an estimated amount. 
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Welsch, Zlatkovich, and White (1972, p. 634) treat lia

bilities as follows: ^ 

Known liabilities of a definite amount: 
1. Accounts payable. 
2. Short-term notes payable. 
3. Cash dividends payable. 
4. Advances and funds held as returnable deposits. 
5. Accrued liabilities. 
6. Deferred revenues. 

Known liabilities, amount dependent on operations: 
7. Taxes (.income, sales, and social security) . 
8. Bonus obligations. 

Known liabilities of an estimated amount: 
9. Guarantee and warranty obligations. 
10. Premium obligations. 

It was difficult to obtain information concerning 

the use of the term "deferred credits" and its general 

application. When the term deferred credits or deferred 

revenue is used to describe an account, there are two basic 

uses for the term: 

1. Revenues collected in advance such as prepaid 
interest income, prepaid rental income, and 
advances received for services to be rendered. 
These items require that obligations, benefits, 
or services be rendered in the future before the 
income is realized. Expenses may or may not be 
incurred in meeting the future obligations. 

2. Credits arising through certain external 
transactions, such credits being difficult to 
classify otherwise. Examples of this type of 
item are: premium on bonds payable, unearned 
deposit on royalties, discount on reacquired 
securities, and deferred income on installment 
sales (Welsch et al., 1972, p. 637). 

Using the above criteria for the classification of 

deferred credits, prepayments involving situations where 

the obligation will be satisfied within the current operating 



cycle would be classified as current liabilities. If the 

prepayment involved some obligation in the distant future, 

the obligation would be shown as a long-term liability. As 

with any long-term liability, when the obligation finally 

becomes current, it is transferred from the long-term 

liability section of the balance sheet to the current 

liability section. As the liability is satisfied, the 

amount of the obligation is transferred to an income 

account, thus recognizing the income. 

Current liabilities for prepaid revenue can be 

either monetary or non-monetary (Hendriksen, 1965) .. The 

non-monetary type liabilities are those obligations to 

provide a specific quality and quantity of goods or 

services. The non-monetary obligations are expressed in 

terms of quantity, quality, and price, which are generally 

determined when the contract to sell is prepared. A 

monetary liability is a prepaid revenue where the total 

dollar amount may be predetermined but the actual quantity 

and quality are not settled until the obligation is 

liquidated. These are considered monetary since there is 

an obligation to either repay the advance or give up an 

equivalent amount of goods or services at some future date. 

Historically, Hendriksen found that Sanders, 

Hatfield, and Moore (1938) stated that only the cost element 

of goods or services actually represent a liability. If the 

cost was the major element, then the entire amount could be 
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considered a current liability; but if the cost element was 

a minor part of the advance, the entire advance may be con

sidered a deferred credit to income rather than a current 

liability (Hendriksen, 1965). 

As to the treatment of advances Hendricksen (1965, 

pp. 242-243) suggests the following: 

While, unfortunately, the term "deferred 
income" is still retained in current accounting 
terminology, advances from customers for specific 
goods and service are generally treated as current 
liabilities and valued in terms of the amount of 
money received by the firm. The treatment of the 
advance is a current financing transaction rather 
than a revenue producing one. 

The obligation to provide goods or services 
is generally a part of current operations. Only in 
the case of incidental transactions would the 
advance generally represent an obligation extending 
beyond the normal operating cycle of the business. 

The amount of the obligation arising from the 
advance is the output value (selling price) of the 
goods or services. The recording of this obliga
tion in terms of the input (cost) value of the 
goods and services would result in the recognition 
of income at the time the cash is received rather 
than when it is earned during the process of produc
tion and delivery. 

There is no element of profit, deferred or 
current, in the nature of an advance. The entire 
amount is a liability regardless of whether it is 
to be repaid in cash or in goods or services. 
Accounting terminology would therefore be improved 
if the term "advances from customers" would be 
substituted for the term "deferred income." 

In addition to the previous comments relative to 

prepayments, there is another form which involves the case 

where the income has been earned in the sense that either 

the goods or services has been provided. But, the actual 
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recognition of the income is delayed because of the un

certainty of the collection of the related receivable such 

as in the case of a questionable installment sale. 

Hendriksen goes on to indicate that only in cases where 

the accurate estimates of future expenses and/or the 

probability of collection is not predictable to some degree 

should income recognition be deferred. If collection is 

doubtful, the deferral can be handled through setting up a 

receivable equal to the cost of the item or service, thus 

the deferred gross profit would be recognized as the 

collection process continued. 

To add to the confusion Finney and Miller (1958) 

suggested that advances involving long-term obligations 

should be listed as "deferred credits" to be located in the 

traditional "no-man's land" between the liabilities and 

owners' equity. This long-term liability concept would 

carry the suggested title—"Credits to be included in the 

determination of net income of a subsequent period covering 

a time span in excess of an operating cycle" (Finney and 

Miller, 1958) . 

Another authority for financial accounting practices 

is Paul Grady's (1965) Accounting Research Study No. 7, 

"Inventory of Generally Accepted Accounting Principles for 

Business Enterprises." In his discussion of liabilities 

Grady listed deferred income and discussed it as Principle 

D^5. Grady cites four uses for the term "deferred income" 
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which are: (1) deducted from asset accounts, (2) items 

included in current liabilities, (3) items included in long-

term liabilities, and (4) items that are shown above the 

stockholders' equity section. Examples of credit items 

under (1) included advances on uncompleted contracts, un

earned profits on installment contracts, and unearned 

interest and finance charges. Under (2) and (3) there is a 

liability to perform. If the amount of the advance exceeds 

the cost of the goods to be delivered or the services to be 

rendered, Grady indicates that the liability can be recorded 

in either of the following two manners: (1) the estimated 

cost to fulfill the liability which would be included in 

with current liabilities if the obligation is ejtpected to 

be settled within the normal operating cycle or with long-

term liabilities if longer, and (2) the excess of the 

advance over the estimated costs, estimated profit, would 

be put in a deferred credit account (Grady, 1965). Normally 

the entire amount would be placed in either the current 

liability section or the long-term liability section 

dependent on the estimated time before the obligation is 

satisfied. Grady's idea of the nature of prepaid income 

seems to follow that of Paton's since Grady uses a long 

direct quote from Paton's September 1961 article concerning 

deferred income. 

In their discussion of liabilities, Sprouse and 

Moonitz (1962, p. 8) in Accounting Research Study No. 3, 
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include advance payments as a form of a liability, 

"Liabilities are obligations to convey assets or perform 

services, obligations resulting from past or current 

transactions and requiring settlement in the future." 

A direct reference to an instance involving advances 

is covered by the following: 

Liabilities calling for settlement by the 
delivery of goods or the performance of services 
ordinarily arise from deposits or other advances 
by customers for goods or services to be supplied 
later. Liabilities of this type should be measured 
by the amount of the deposit or advance which 
ordinarily is equal to the agreed-upon exchange 
price of those goods and services (Sprouse and 
Moonitz, 1962, p. 41). 

In determining the nature of the treatment of pre

paid revenue, the Accounting Principles Board's (1970) 

Statement of the Accounting Principles Board No. 4, "Basic 

Concepts and Accounting Principles Underlying Financial 

Statements of Business Enterprises," considers the founda

tions of current financial accounting. In connection with 

the Board's discussion concerning income realization and 

recognition the subject of prepaid revenue is used as an 

illustration: 

Paragraph 153 
The realization principle requires that revenue 

be earned before it is recorded. This requirement 
usually causes no problems because the earning 
process is usually complete or nearly complete by 
the time of the required exchange. The requirement 
that revenue be earned becomes important, however, 
if money is received or amounts are billed in 
advance of the delivery of goods or rendering of 
services. For example, amounts for rent or 
magazine subscriptions received in advance are not 
treated as revenue of the period in which they are 
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received but as revenue of the future period or 
periods in which they are "earned." These 
amounts are carried as "unearned revenue"—that 
is, liabilities to transfer goods or render 
services in the future—until the earning 
process is complete. The recognition of this 
revenue in the future period results in record
ing a decrease in a liability rather than an 
increase in an asset. 

The Accounting Principles Board (1970, paragraph 

148) at an earlier point stated: 

Revenue under present generally accepted account
ing principles is derived from three general 
activities: (a) selling products, (b) rendering 
services and permitting others to use enterprise 
resources, which result in interest, rent, 
royalties, fees, and the like, and (c) dis
posing of resources other than products—for 
example, plant and equipment or investments in 
other entities. Revenue does not include receipt 
of assets purchased, proceeds of borrowing 
[emphasis added], investments by owners, or 
adjustments or revenue of prior periods. 

The Board, in its discussion of revenue recognition 

and realization, stated that revenue is conventionally 

recognized at a specific point in the earning process of a 

business enterprise, usually when the goods are sold or when 

the services are rendered. The recognition is the basis of 

the pervasive measurement principle knov/n as realization. 

P-2. Realization. Revenue is generally recognized 
when both of the following conditions are met: 
(1) the earning process is complete or 
virtually complete, and (2) an exchange has 
taken place (Accounting Principles Board, 
1970). 

In the case of the prepayment, the exchange is a 

two-step transaction where the customer gives his con

sideration in exchange for the obligation to a future 
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delivery with the second step involving the delivery of the 

contracted-for goods or services. The earning process is a 

function of the entire operating cycle which involves the 

purchasing, manufacturing, selling, rendering service, 

delivering goods, and the occurrence of an event specified 

in a contract. All of these profit--oriented activities of 

the firm which make up the process by which revenue is 

earned is called the earning process (Accounting Principles 

Board, 1970) . 

Prepaid Revenue Presentation 

In an attempt to conform to the accepted practice in 

accounting theory concerning prepaid revenue, one can turn to 

the annual Accounting Trends and Techniques as published by 

the American Institute of Certified Public Accountants 

[AICPA] (1970). Looking under "Other Current Liabilities" 

one finds the first reference to prepayments or customer 

advances. The most commonly listed items were titled: 

"Customers advances," "Billings on uncompleted contracts," 

"Advance rentals," and "Carved-out production payments." 

Under the title, "Other Long-term Liabilities," 

items which were expressly excluded from long-term debt 

consisted of the following: "Deferred Credits," "Reserves," 

or "Other Long-Term Debt" (AICPA, 1970). Under the term, 

"Deferred Credits," examples of production payments were 
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listed along with advances on leases, subscriptions, and 

film royalties. 

From this analysis of the treatment of prepaid 

revenues, it is evident that some firms still use the term 

"deferred credits" as part of the balance sheet presenta

tion. From the number of firms that use this caption, it 

appears that there is no downward trend in its use (AICPA, 

1970). Apparently it will take many years before the use 

of the term "deferred credits" will be diminished. With 

the elimination of the deferred credit caption the amounts 

involved will probably be placed in other liability accounts 

as suggested by Hendriksen (1965), Welsch et al. (1972), 

Paton (1961), and the AICPA (1970) in its various pronounce

ments. 

Gross Income 

As part of the definitional portion of this paper 

"gross income" in the income tax sense should be defined. 

The Code itself defines gross income in Section 61 and the 

related regulations. Section 61(a)'s general definition 

provides that 

. . , Except as otherwise provided in this sub
title, gross income means all income from whatever 
source derived, including (but not limited to) the 
following items; 
(.1) Compensation for services, including fees, 

commissions, and similar items; 
(2) Gross income derived from business; 
(3) Gains derived from dealings in property; 
(4) Interest; 
(5) Rents; 
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(6 
(7 
(8 
(9 
(10 

(11 
(12 
(13 

(14 
(15 

Royalties; 
Dividends; 
Alimony and separate maintenance payments; 
Annuities; 
Income from life insurance and endowment 
contracts; 
Pensions; 
Income from discharge of indebtedness; 
Distributive share of partnership gross 
income; 
Income in respect of a decedent; and 
Income from an interest in an estate or 
trust (IRC, 1954, Section 61). 

Since the definition in the Code does not refer to 

the sale of merchandise except indirectly through its 

reference to the gain derived from dealings in property, 

Regulation 1.61-3(a) defines "gross income" in the following 

manner: "In a manufacturing, merchandising, or mining 

business, 'gross income' means the total sales, less the 

cost of goods sold, plus any income from investments and 

from incidental or outside operators or sources." 

Much of the controversy in the past involving 

advances for goods has centered around the definition of 

gross income. This difficulty concerning the definition 

hinges on the IRS's insistence that the entire advance for 

goods is gross income and at the same time disallowing the 

deduction for an estimated cost of goods sold. By in

cluding the advance as an item of gross income with no 

allowance for estimated cost of goods sold, the IRS has 

been accused of taxing gross receipts and not gross income. 

As for advances involving services, this question of gross 

receipts<-gross income has not been raised since gross income 
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for services does not allow in its definition for any cost 

of goods sold. 

Section 63(a) defines taxable income as . . 

gross income, minus the deduction allowed by this chapter, 

. . . ." This definition further reinforces the notion that 

by taxing advance payments the income tax is being assessed 

against gross receipts with no allowance for estimated 

expenses, thus violating one of accrual accounting's most 

basic tenets of matching revenue and expenses. This in

consistency of an accrual method taxpayer being forced to 

use a cash accounting method for advance payment has been a 

product of another misapplication of the claim of right 

doctrine. 

Accounting Methods 

There are two basic methods of accounting; namely, 

the cash basis and accrual basis. 

Probably the most concise definition of the cash 

basis method of accounting can be derived from Kohler 

(1970, p. 78) : 

Cash basis. A basis of keeping accounts, in 
contrast to the accrual basis, whereby revenue 
and expense are recorded on the books of account 
when received and paid, respectively, without 
regard to the period to which they apply. The 
cash basis is a frequently unsatisfactory varia
tion of the accrual basis, but in instances where 
transactions are limited to cash revenue and 
outgo, the two methods may virtually coincide. 
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As indicated in Kohler\s definition of the cash 

basis method of accounting, the contrasting basis of 

accounting is the accrual basis. 

- Kohler's (1970, p. 15) definition consists of: 

Accrual basis (of Accounting). The method of 
accounting whereby revenues and expenses are 
identified with specific periods of time, such as 
a month or year, and are recorded as incurred, 
along with acquired assets, without regard to the 
date of receipt of payment of cash; distinguished 
from cash basis. 

Over the life of the firm both methods will show the 

same total net income for the firm. The major difference 

between the two bases is the timing of recognition of the 

revenues and expenses. This is particularly evident when 

the financial statements are prepared on an annual basis. 

In addition to preparing financial statements on a regular 

basis, income tax returns have to be filed on an annual 

basis (Section 441), 

Section 446, General Rules for Methods of Account

ing, indicates that "Taxable income shall be computed under 

the method of accounting on the basis of which the taxpayer 

regularly computes his income in keeping his books." Sec

tion 446(c) lists the permissible methods as: 

(1) the cash receipts and disbursements methods; 
(2) an accrual method; 
(3) any other method permitted by this chapter; or 
(4) any combination of the foregoing methods 

permitted under regulations prescribed by the 
Secretary or his delegate. 
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The Commissioner has the power under Section 446(b) 

to compute taxable income under any method considered to be 

necessary to reflect income clearly. This exception to the 

general use of the cash or accrual method is the device 

which has been used in the past by the Commissioner to 

compel an accrual taxpayer to use the cash basis in order 

to include advances for goods or services in the year of 

receipt instead of in the year of recognition. 

The accrual method for tax purposes is best 

described by Regulation 1.446-1(c)(1)(ii) as follows: 

Generally under an accrual method, income is 
to be included for the taxable year when all the 
events have occurred which fix the right to receive 
such income and the amount thereof can be deter^ 
mined with reasonable accuracy. Under such a 
method, deductions are allowable for the taxable 
year in which all the events have occurred which 
establish the fact of the liability giving rise 
to such deduction and the amount thereof can be 
determined with reasonable accuracy. The method 
used by the taxpayer in determining when income is 
to be accounted for will be acceptable if it 
accords with generally accepted accounting 
principles, is consistently used by the taxpayer 
from year to year, and is consistent with the 
Income Tax Regulations. For example, a taxpayer 
engaged in a manufacturing business may account 
for sales of his product when the goods are 
shipped, when the product is delivered or 
accepted, or when title to the goods passes to 
the customer, whether or not billed, depending 
upon the method regularly employed in keeping 
his books. 

The theory of accrual accounting was explained by 

the Board of Tax Appeal in H. H. Brown (8 BTA 112, 1927): 
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The basic idea under the accrual system of 
accounting is that the books shall immediately 
reflect obligations and expenses definitely in
curred and income definitely earned without 
regard to whether payment has been made or 
whether payment is due. Expenses incurred in 
the operations for a particular year are pro
perly accrued in the accounts for that year, 
although payment may not be due until the follow
ing year. Under the accrual system, the word 
"accrued" does not signify that the item is due 
in the sense of being then payable. On the 
contrary, the accrual system wholly disregards 
due dates (H. H. Brown, 1927, p. 119). 

Section 44 6 states that the accounting method used 

must clearly reflect income. The methods used for financial 

reporting will probably be considered adequate accrual 

accounting. If ". . . the production, purchase, or sale of 

merchandise of any kind is an income-producing factor," the 

gross income must be computed on an accrual basis [Reg. 

1. 446-1 (a) (4) (i)J . 

Section 451, General Rule for Taxable Year of 

Inclusion, is controlling in determining the tax year of 

inclusion. The text of the law is presented in Section 

451(a): "The amount of any item of gross income shall be 

included in the gross income for the taxable year in which 

received by the taxpayer, unless, under the method of 

accounting used in computing taxable income, such amount is 

to be properly accounted for as of a different period." 

From this it can be seen that Section 451 governs the year 

of inclusion but Section 446 will control in terms of the 

method of accounting being used. 



28 

The regulations regarding the taxable year of 

inclusion generally provide for three tests to determine 

whether any uncollected item should be included in gross 

income. The three tests are: (1) there is an unconditional 

right to receive, (2) the amount is determinable with 

reasonable accuracy, and (3) the amount is collectible 

(McCarthy, 1974, p. 534). 

These three guidelines are spelled out in Regulation 

1.451-1(a). In terms of deductions Section 461(a) states: 

"The amount of any deduction or credit allowed by this sub

title shall be taken for the taxable year which is the 

proper taxable year under the method of accounting used in 

computing taxable income." Section 461 is similar to 451 

in that it uses the method of accounting (Section 446) to 

determine which tax year is proper for the allowance of a 

deduction. 

The general rules pertaining to an accrual basis 

taxpayer for the determination of the proper year for the 

allowance of a deduction are promulgated in paragraphs (2) 

and (3)(i) of Reg. 1.461-l(a) as follows: 

(2) Taxpayer using an accrual method. Under an 
accrual method of accounting, an expense is 
deductible for the taxable year in which all the 
events have occurred which determine the fact of 
the liability and the amount thereof can be deter
mined with reasonable accuracy. However, any 
expenditure which results in the creation of an 
asset having a useful life which extends substan
tially beyond the close of the taxable year may 
not be deductible, or may be deductible only in 
part, for the taxable year in which incurred. 



While no accrual shall be made in any case in which 
all of the events have not occurred which fix the 
liability, the fact that the exact amount of the 
liability which has been incurred cannot be deter
mined will not prevent the accrual within the 
taxable year of such part thereof as can be 
computed with reasonable accuracy. For example, 
A renders services to B during the taxable year 
for which A claims $10,000. B admits the liability 
to A for $5,000 but contests the remainder. B may 
accrue only $5,000 as an expense for the taxable 
year in which the services were rendered. In the 
case of certain contested liabilities in respect 
of which a taxpayer transfers money or other 
property to provide for the satisfaction of the 
contested liability, see §1.461-2. . . . 

(3) Other factors which determine when deduc
tions may be taken. (T) Each year's return should 
be complete in itself, and taxpayers shall ascer
tain the facts necessary to make a correct return. 
The expenses, liabilities, or loss of one year 
cannot be used to reduce the income of a subse
quent year. . . . However, in a going business 
there are certain overlapping deductions. If these 
overlapping items do not materially distort income, 
they may be included in the years in which the 
taxpayer consistently takes them into account. 

Regulation 1.446-l(a)(4)(i) states: 

In all cases in which the production, purchase, 
or sale of merchandise of any kind is an income-
producing factor, merchandise on hand (including 
finished goods, work in process, raw materials, and 
supplies) at the beginning and end of the year shall 
be taken into account in computing to taxable income 
of the year. (For rules relating to computation of 
inventories see sections 471 and 472, and the 
regulations thereunder.) 

The other major method allowed by the Code is the 

cash basis method. Regulation 1. 446-1 (c) (1) (i) describes 

the cash method: 

Cash receipts and disbursements method. 
Generally, under the cash receipts and disbursements 
method in the computation of taxable income, all 
items which constitute gross income (whether in the 
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form of cash, property, or services) are to be 
included for the taxable year in which actually 
or constructively received. Expenditures are to 
be deducted for the taxable year in which 
actually made. . . . 

Just as under the accrual method, Section 451 

controls as to the year of inclusion for gross income 

items. The cash method is specifically referred to in 

Section 451's regulations. The concept used by the IRS is 

constructive receipt which is defined in Reg. 1.451-2(a): 

Income although not actually reduced to a 
taxpayer's possession is constructively received 
by him in the taxable year during which it is 
credited to his account, set apart for him, or 
otherwise made available so that he may draw upon 
it at any time, or so that he could have drawn 
upon it during the taxable year if notice of 
intention to withdraw had been given. However, 
income is not constructively received if the tax
payer's control of its receipt is subject to 
substantial limitations or restrictions. . . . 

The notion of constructive receipt was established 

by the Internal Revenue Service to prevent a taxpayer from 

recognizing income in any year subsequent to that when he 

first gained control over the timing of the receipt of an 

item of income. Without the doctrine of constructive 

receipt, a taxpayer could postpone indefinitely the 

recognition of some revenues. An example of constructive 

receipt would be the interest income credited to a bank 

savings account. Without the doctrine, the taxpayer could 

leave the interest in the account and recognize the income 

whenever he felt like drawing the interest out of the 

account. Under constructive receipt, once the taxpayer has 
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an unfettered right to draw out those funds, he has income 

and will recognize it at that point of time. 

Another doctrine which is similar in effect to the 

doctrine of constructive receipt is the "claim of right" 

doctrine. Under the claim of right doctrine income 

received by a taxpayer, even though it is subject to 

dispute and possible refund at a later date, is still 

considered an income item to be included as income in the 

year of receipt. Any refund which must be made in later 

years is deductible as a necessary and ordinary expense of 

the refund year. The claim of right doctrine is applied to 

both accrual and cash basis taxpayers. This doctrine was 

first applied to income tax accounting in a Supreme Court 

ruling in North American Oil Consolidated v. Burnet (286 

U.S. 417, 1932). The 1932 ruling concerned a situation 

where the income received in one year had a fairly high 

probability of having to be returned in a subsequent year. 

The question in this case centered on the problem of which 

year would be the year of inclusion? Under the claim of 

right doctrine, the year the money was first received was 

the year of inclusion. In Brown v. Helvering (291 U.S. 

193, 1934) the Internal Revenue Service raised the issue of 

recognition of advance payments for an accrual taxpayer who 

deferred reporting until the income was earned in subse

quent tax years. Due to the important impact the claim of 
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right doctrine has on prepaid income, this doctrine will be 

treated as a separate topic in Chapter 4. 

In the area of deductions Section 461 and its 

related regulations govern the year of deduction: 

Under the cash receipts and disbursements 
method of accounting, amounts representing 
allowable deductions shall, as a general rule, be 
taken into account for the taxable year in which 
paid. Further, a taxpayer using this method may 
also be entitled to certain deductions in the 
computation of taxable income which do not involve 
cash disbursements during the taxable year, such 
as the deductions for depreciation, depletion, and 
losses under sections 167, 611, and 165 respec
tively. If an expenditure results in the creation 
of an asset having a useful life which extends 
substantially beyond the close of the taxable year, 
such an expenditure may not be deductible, or may 
be deductible only in part, for the taxable year 
in which made . . . (Regulation 1.461-1 (a) (1). 

From the above paragraph it can be seen that only a 

small percentage of the taxpayers would be on a "true" cash 

basis since most taxpayers engaged in any form of business 

would have some inventory, depreciable assets, or at least 

prepaid insurance which would be subject to one of several 

accrual methods. 

Since there is a doctrine of constructive receipt 

for income recognition, does it follow logically that there 

is a doctrine of constructive payment concerning expenses? 

The answer is no. Despite the apparent logic of construc

tive payment, the Internal Revenue Service and the courts 

have not derived a doctrine of constructive payment which 

would permit the recognition of a deduction before the 
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actual payment was made. In order for an item to be con

sidered deductible, cash, or its equivalents or other 

property must be given up. From the above it appears that 

unless the taxpayer is on the accrual basis and has a form 

of prepaid income which qualifies for deferral, he will be 

taxed on his gross receipts and not allowed any deduction 

for the estimated cost of completing the contract. 

Limitations and Methods of the Study 

This study intended to develop a method for the 

deferral of advances for rents and interest. This study was 

limited to rents and interest since these norms of revenue 

have at present no authority for deferral for income tax 

purposes. A study of the regulations and revenue procedures 

indicated that rents and interest specifically are not to be 

deferred. Another reason for the selection of rents and 

interest was the predictable nature of the revenue recogni

tion pattern. For both forms of revenue, the amounts and 

timing of revenue recognition can be ascertained when the 

loan agreement or lease is executed. 

Both interest and rents were subject to limitations. 

Interest revenue does not include tax-exempt interest from 

government or municipal types of obligation or any federal 

obligations. Rental revenue is the rents from real estate 

which includes rents for land and structures. Leasing or 

rent payments for the use of personal property were not 



34 

examined. Personal property rental income was excluded 

because these forms of income were included in "business 

receipts" and not rental revenue in the Treasury's summary 

of corporate tax information. 

The portion of the study concerned with the impact 

on tax revenues was limited to corporate taxpayers. Limita

tion on this portion of the study was due to the lack of 

data concerning prepaid income. The only pertinent data 

available were that concerning corporations. Since any 

deferral of advances would apply only in cases of accrual 

basis taxpayers, it was felt that the deferral method would 

have only marginal impact on non-corporate taxpayers. 

In terms of prepaids or advances this paper 

specifically excluded tax law which pertained to special 

interest industries such as mineral exploitation. Due to 

the limited application of accounting methods and problems 

from these industries, their inclusion was not appropriate 

for this study. This study included only those types of 

business enterprises which are alluded to when discussing 

generally accepted accounting principles. 

The method proposed in this study drew from financial 

accounting theory and tax accounting practices and depended 

on financial accounting theory since one of the purposes of 

this project was to reduce the divergence between financial 

accounting and income tax accounting. Financial accounting 

provided the theoretical basis for the use of the deferral 



method for prepaid income. On the other side, income tax 

practices were considered before any changes in the tax 

treatment of prepaid rents and interest were proposed. The 

Treasury's reluctance to allow for the deferral of prepaid 

income has been due to the concern for any adverse effects 

on tax receipts. Thus, any proposed method would need some 

form of a transition mechanism to lessen or defer the 

associated reduction in tax receipts. Any method which was 

developed would need to consider the Treasury's past reac

tions to various situations involving prepaid income and 

changes of accounting practices. Then it would be possible 

to develop a plan whereby the deferral of prepaid income 

would satisfy the Treasury's objections. By allowing some 

deferral, it would be possible to conform with financial 

accounting to some degree and allay some of the Treasury's 

obj ections. 

The sources for the financial accounting theory 

were literature from various academicians such as W. A. 

Paton, Paul Grady, and Eric Kohler. In addition to indi

viduals, many organizations such as the AICPA and the 

American Accounting Association have published information 

pertaining to the deferral of prepaid income. 

The major sources of information from the govern

mental area were drawn from several fields; namely, 

legislative, judicial, and administrative areas. The 

legislative types of information can be derived from 
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Congressional committee reports and published hearings. 

Judicial information must be obtained through the study of 

published decisions of the various federal courts. 

Administrative information is usually manifested by means 

of the Treasury's publications regarding regulations, 

revenue procedures, revenue rulings, and other pronounce

ments . 

In addition to the study of a method of deferral, 

another subject which needed special attention was the 

transition from the cash receipts basis of recognition for 

prepaid income to the accrual basis. This transition 

problem was a special topic for a study done for Congress 

in 1959 (Shapiro, 1959). In addition, the Treasury dealt 

with this transition problem by means of Section 481 and 

Revenue Procedure 64-16 (later was superseded by Revenue 

Procedure 70-27). 

Once the above information had been assimilated, a 

plan would be developed which would be consistent with 

accounting theory and at the same time considerate of the 

revenue problems faced by the Treasury. Most of the 

research in this study would be centered on satisfying the 

Treasury's concern over revenue losses since deferral of 

prepaid income is already an accepted method of accounting 

for financial purposes. 
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Chapter Organization 

This study is divided into eleven chapters. 

Chapter 1 includes an introduction to the study, a statement 

of the problem, a description of prepaid income and its 

presentation, income tax treatment of prepaid revenues, 

limitation of this study, and a statement concerning the 

methodology used in this study. 

Chapter 2 compares the positions of the American 

Institute of Certified Public Accountants, the Securities 

and Exchange Commission, and the Internal Revenue Service 

as to the deferral of prepaid income. In addition to 

reviewing the positions of the three groups a historical 

review is included. 

The various types of transactions involving 

advances are discussed in Chapter 3. The types of transac

tions are classified by various methods of revenue recogni

tion. 

Chapter 4 traces the history and the application of 

the claim of rights doctrine as it pertains to prepaid 

income. The review of the doctrine begins with North 

American Oil Consolidated v. Burnet (286 U.S. 417, 1932). 

The area of advance payment for services is reviewed 

in Chapter 5. The chapter includes judicial history of 

cases and the Internal Revenue Services' positions on 

advances for services. 
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Chapter 6 extends the discussion relative to the 

nature of prepayments for goods. This chapter also includes 

a judicial history of cases and the Internal Revenue 

Service's position concerning advances for goods. 

Congressional intent is the topic presented or 

considered in Chapter 7. The history of prepaid income and 

accrual accounting is traced through the various changes in 

the income tax laws. The intent of Congress is illustrated 

•mainly by means of committee reports and published hearings. 

Chapter 8 is concerned with the difficulties 

encountered when a cash basis taxpayer changes to the 

accrual basis and has received advances before the transi

tion. Included in this chapter is an analysis of the income 

duplication problem once a taxpayer has changed methods. 

Revenue Procedure 70-27 is used as an illustration of the 

transition adjustments. 

In addition to the Internal Revenue's method of 

making the transition adjustment referred to in the prior 

chapter, there are many other suggested methods of adjust

ment which are presented in Chapter 9. Most of the analysis 

in this chapter centers around a study done by Shapiro in 

1959. 

Chapter 10 contains the suggested method of deferral 

for advances. This method of deferral is a combination of 

Accounting Principles Board Opinion Number 21 (Accounting 

Principles Board, 1971) and Section 483 of the Internal 
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Revenue Code. Also included in this chapter is an estimate 

of the tax revenue reduction which would occur if the 

deferral of advances for prepaid rents and interest were 

permitted for tax purposes. 

The final chapter presents the conclusion and 

recommendations. Chapter 11 also indicates some of the 

limitations of the findings of the research pertaining to 

the effect of deferral on tax revenues. 



CHAPTER 2 

VARIOUS AUTHORITIES' POSITIONS 
ON PREPAID INCOME 

The AICPA and Prepaid Income 

The AICPA has been extremely active in its support 

of the deferral of prepaid revenue. On numerous occasions, 

representatives of the Institute have presented testimony 

on tax legislation pending before the House Ways and Means 

Committee and the Senate's Finance Committee. In addition 

to presenting testimony, the Institute, through its tax re

search branch, has prepared lists of recommended tax legis

lation which were presented to the respective committees 

in Congress, 

In January of 195 3 the AICPA, through its Committee 

on Federal Taxation, submitted to the Committee on Ways and 

Means recommendations for improvements of Federal tax 

legislation following two years of discussions and study by 

the committee. The January report emphasized the need to 

change the Federal tax laws to conform more closely with 

generally accepted accounting principles. By reducing the 

divergency, the Institute felt that many of the inequities 

of the Internal Revenue Code would be eliminated. 

In response to the initial set of recommendations, 

Chairman of the Ways and Means Committee, Hon. Daniel Reed, 

40 
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expressed a desire for the Institute to prepare a statement 

of those "instances where accounting for tax purposes does 

not conform to sound accounting principles and methods" 

(Committee on Accounting Principles for Income Tax Purposes, 

1954, p. 93). In addition, the Chairman also expressed the 

desire that the Institute would indicate the generally 

recognized accounting principles and methods of accounting 

for these areas of divergence. As a result of the Chair

man's request, the Institute appointed a special committee 

to study and report on the topic in question, The committee 

submitted its report to the Chairman in December, 1953. 

In its report, "Divergencies Between Rules of Tax 

Accounting and Generally Accepted Accounting Principles," 

the committee noted that the areas where tax accounting and 

financial accounting differed could be characterized by the 

question of when certain revenue and expense items should be 

recognized (Committee on Accounting Principles for Income 

Tax Purposes, 1954). The net effect of most of these dif

ferences is the early recognition of revenue items and the 

belated reporting of expenses. The report cited early 

changes in the tax laws which gave formal authority to the 

taxpayer to adopt and use the accrual method of accounting 

in determining taxable income and subsequent erosion of some 

of the basic tenets of financial accounting for tax purposes 

(Revenue Act of 1916, 1916, Sec. 13 [d]). 
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The committee listed five basic accounting 

principles which would apply in the instances where there 

were divergences between financial and tax accounting. In 

the case of advances, the four principles were: 

1. Revenues are recognized as entering into 
the determination of income when sales are made 
or services are rendered. 

2. The mere receipt of money or promise of 
another person to pay money for goods or services 
does not represent revenue which should be 
recognized in the determination of income of the 
period of receipt if it is burdened with an 
obligation to deliver goods or render services in 
the future. Items of this nature are treated as 
resulting in liabilities or deferred credits until 
they are earned through the fulfillment of the 
required performances. However, the fact that 
incidental costs or claims are yet to be met does 
not warrant deferring recognition of revenues; for 
example, revenues from sales are recognized 
despite the fact that they are subject to product 
guarantees or sales allowances. These incidental 
costs and allowances are deemed to be charges of 
the period in which the revenues are taken into 
income. 

3. Costs and expenses directly identifiable 
with revenues are chargeable against the income 
of the period in which the revenues are recognized. 
Expenses, such as insurance, rent, property taxes 
and interest, which are for particular periods of 
time are chargeable over such periods. Other 
expenses incurred in the general conduct of the 
business are chargeable against the income of the 
period in which they are incurred unless it is 
clearly evident that they are for the benefit of 
future periods and there is a reasonable basis, 
both as to amount and time, for allocating them to 
future periods, in which event they should be 
deferred and charged to such periods. 

4. If the precise amount of any costs or 
expenses is not determinable at the time they are 
chargeable against income, they should be recog
nized on the basis of reasonable estimates. 
Differences between such estimates and the actual 
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amounts ultimately found to be involved are recog
nized as charges or credits to income of the 
period in which such differences first become 
evident (Committee on Accounting Principles for 
Income Tax Purposes, 1954, p. 95). 

Following publication of the major principles 

governing advances, the committee then reviewed the 

instances of divergences between tax accounting and generally 

accepted accounting principles. The statement which resulted 

from that review indicated: 

The application of the tax rules governing 
the treatment of amounts received for services 
to be rendered or facilities to be provided in 
the future gives rise to many cases of distortion 
in the determination of taxable income. 

Under the tax rules, income "accrues" at the 
earlier of the time of receipt of cash on an 
unrestricted basis or the occurrence of all the 
events necessary to fix the taxpayer's right to 
the revenue. Neither of these criteria is in 
accord with generally accepted accounting 
principles, under which the time of receipt or 
cash is not, of itself, pertinent and the time 
of accrual of revenue is related to the service 
period involved. 

Moreover, the tax rules tend to divorce income 
from the related expenses of earning it. lAdvances 
for rent, dues, and services] . . . are taxable 
when received, whereas the cost of furnishing the 
services is deductible only when the services are 
performed. These rules create absurd tax results. 
Taxable income is bound to be distorted if 
revenues are required to be included in one period 
and related expenses in another (Committee on 
Accounting Principles for Income Tax Purposes, 1954, 
p. 95). 

In its conclusion the committee felt that most of 

the divergences were so thoroughly fixed through the action 

of the courts and numerous tax rules that only legislation 



44 

would be able to bring about the desired changes. The 

committee realized the many problems which would arise due 

to taxpayers changing some of their accounting practices 

and recommended rules which would insure that double 

deductions of the same item and double inclusion of revenue 

would not occur. In addition, the committee felt that the 

transition should not permit any revenue to be omitted or 

a deduction from being excluded. 

Appendix A of the committee's report contained a 

report of the committee which listed a series of transac

tions subject to divergence of reporting for tax and 

financial accounting. The list of prepaid revenues included 

situations involving both goods and services. 

Appendix B references rulings regarding the various 

committee decisions which would be affected by the recom

mended changes in the tax laws. In the case of prepaid 

revenues the committee referred to the many court cases 

which were adverse to the deferral of advances for services. 

A noted exception was the Treasury's Income Tax Unit 

Ruling (I.T.) 3369 (Internal Revenue Service, 1940, C.B. 

46) which permitted the deferral of advances in the case of 

newspapers and other periodicals. The committee did note 

the court's tendency to apply the claim of right doctrine 

in several cases involving advances. 

During 1953 the Committee on Ways and Means held 

hearings on what was considered "General Revenue Revisions" 
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which eventually culminated in the Internal Revenue Code of 

1954. As part of Topic 18, "Accounting Principles," Thomas 

J. Green, general chairman of the Institute's Committee on 

Federal Taxation presented testimony pertaining to prepaid 

income and stated: 

Our main concern involves those items having to 
do with the timing and the realization of income 
and the timing with respect to the deductibility of 
expenses. In that area the various interpretations 
of the Internal Revenue Code, the decisions handed 
down by the courts and the regulations do the 
greatest violence to accounting principles all 
resulting from, perhaps, overzealous tax administra
tion or erroneous judicial interpretation. 

Perhaps, the most outstanding difference in this 
respect is the one that we indicate as our No. 1 
item of difference in our written recommendations. 
That has to do with prepaid income. 

There is only one thing to do to get that situa
tion back to a sane level and that is that Congress 
must recognize that the "claim of right" doctrine 
and the "unrestricted use" doctrine which have 
given rise to these ridiculous laws be scrapped 
(U. S. Congress, House, Committee on Ways and Means, 
1953, p. 593). 

The new Internal Revenue Code was adopted in 1954. 

As part of this code Section 452 "Prepaid Income" and its 

companion regulations permitted the deferral of advance 

receipts whether for goods or services. 

In 1955, however, due to anticipated revenue losses 

which were considered unreasonable, the Treasury recom

mended to Congress that Section 452 and its companion 

section, Section 462, "Reserves for Estimated Expenses" 

be repealed immediately. Before the enactment of the repeal 
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legislation, the Committee on Ways and Means and the Senate 

Finance Committee both held public hearings. 

Representing the Institute before the House 

committee and the Senate committee was J. S. Seidman, 

chairman, Committee on Federal Taxation. Mr. Seidman 

argued for retention of both Sections 452 and 462 since the 

treatment of revenue and expense items under these sections 

was in accordance with sound financial accounting. The 

Institute did recognize the problem of the tax revenue void 

during and shortly after the year of transition. Mr. 

Seidman did recommend that there be some form of a ten-year 

transition period to minimize the impact on tax revenues. 

Despite Mr. Seidman"s request for suitable accounting 

methods with a protracted transition period to reduce the 

impact on tax receipts, Congress was more concerned with the 

large drop in tax revenue than the retention of generally 

accepted accounting principles for tax purposes. 

In 1962 the Institute filed a brief Amicus Curiae 

in support of a petition for a writ of certiorari concerning 

an appeal to the U. S. Supreme Court in the case of Schlude 

v. Commissioner (372 U.S. 128, 1963). In 1961 the Schlude 

case was reversed by the Eighth Circuit Court of Appeals 

which found against Schlude citing nothing more than 

American Automobile Association v. United States (397 U.S. 

687, 1961). In American Automobile the Supreme Court dis

allowed the deferral of prepaid membership dues. The 
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Appeals Court, using American Automobile as their authority, 

disallowed the deferral of prepaid dance lessons in Schlude. 

The Institute felt that the findings by the Court 

of Appeals in Schlude was a misinterpretation of the Supreme 

Court's decision in American Automobile (AICPA, 1962a). The 

Institute argued that Schlude's method of accounting was 

accurate and in accordance with generally accepted 

accounting principles. As further evidence of the proper 

use of deferrals, the Institute presented the 1953 report 

Tax Accounting and Generally Accepted Accounting Principles 

(Committee on Accounting Principles for Income Tax Purposes, 

1953) and Paton's (1961) article, "'Deferred Income1—A 

Misnomer." 

The Court denied certiorari early in 1962 and the 

Institute filed a second brief Amicus Curiae in the Schlude 

case whereupon the Court agreed to hear the case upon con

sideration of the Institute's brief. The second brief 

stated, "The Schlude case presents the Court with a needed 

opportunity to clarify the principles that govern accrual 

accounting for advance receipts in Federal income tax laws" 

(AICPA, 1962b, p. 11). 

The Institute, in 1967, proposed a list of eighty-

three recommendations for change in Federal taxation. 

Included in these recommendations was the reenactment of 

both Sections 452 and 462. The recommendations state: 
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Unearned Income. One of the basic principles 
of accounting is that income is validated by the 
delivery of goods or services accompanied by the 
receipt of cash or a claim for cash. Clearly, 
equity dictates that a business should not have 
to pay tax on money which is received but not yet 
earned; that is, where such receipt is burdened 
with an obligation to render services, etc., beyond 
the taxable year of the receipt. The present pro
visions of Section 455 dealing with prepaid 
subscription income and Section 456 dealing with 
certain prepaid dues income, although not com
pletely adequate, do recognize this important 
principle. 

A statutory provision should apply to receipts 
which carry a definite liability to furnish goods 
or services in the future. There should be no 
requirement as to any particular length of time 
subsequent to the end of the taxable year in which 
the liability to perform must be satisfied. If a 
maximum deferral period is considered necessary it 
should not be less than five years. 

Taxpayers should be permitted the option of 
electing the deferral treatment as to classes of 
unearned receipts. This would permit immaterial 
items to be treated on a non-deferral basis. 

It is recognized that an adjustment may be 
required during a transitional period in order to 
prevent substantial distortion of income (Committee 
on Federal Taxation, 1967a). 

A bill, H.R. 5004, allowing to the deferral of pre

paid income for services over the term of the contract was 

introduced in 1967. The Institute's views on this bill were 

expressed in a letter from Donald T. Burns, Chairman of the 

Committee of Federal Taxation. The chairman expressed the 

hope that all forms of unearned income would be subject to 

deferral but the committee did look favorably on H.R. 5004 

(Committee on Federal Taxation, 1967c). 
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The division of federal taxation did a lengthy study 

of the problems involved when advance payments are included 

in taxable income in the year of receipt in 1969. After 

reviewing the judicial history of prepaid income and the 

Code's definition of "gross income," the committee felt 

that if the advances for goods were not subject to deferral 

then the taxpayer should be entitled to a deduction for the 

estimated cost of goods sold as in Lela Sullenger (11 T.C. 

1076, 1948). 

The division's suggestion was to amend Section 451 

by adding a new subsection. The proposed subsection would 

permit the use of the method of accounting regularly 

employed by the taxpayer in keeping his books. 

The tax division issued Recommendations for Amend

ments to the Internal Revenue Code in 1973. These 

recommendations were presented by the division chairman on 

March 12 to the Committee on Ways and Means and stated: 

"Sections 452 and 462 of the Internal Revenue Code of 1954 

should be reenacted" (Federal Tax Division, 1973, p. 37). 

The SEC and Prepaid Income 

The Securities and Exchange Commission (SEC) 

possesses the authority to dictate accounting principles 

to be used in financial statements filed with it. To date 

the Commission, with few exceptions, has not exercised its 

authority. Most of the Commission's authority has been 
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used in relation to the form and content of financial state

ments filed under the laws administered by it. The SEC, by 

means of Regulation S-X, established the form and content 

of the various financial statements submitted to it under 

the law. 

Rappaport (1972) summarized the 1972 pronouncements 

by the SEC through its Accounting Series Releases, Regula

tion S-X, and other public releases. In terms of the SEC's 

general attitude toward GAAP, Rappaport (1972, p. 3.1) 

indicates that, "As to the large body of accounting 

principles underlying the preparation of financial state

ments, however, the SEC has for the most part been content 

to rely on generally accepted principles of accounting as 

they exist or develop with the passage of time." The above 

quote, made in 197 2, may alter somewhat in light of current 

developments within the SEC such as the requirement of 

replacement-value accounting. 

In accordance with Article 5 of Regulation S-X, 

Financial Statements of Commercial and Industrial Companies, 

Rappaport (1972, p. 3.1) quotes the following from the 

article: "Deferred credits—State separately amounts for 

(a) deferred income taxes, (b) deferred tax credits, and 

(c) material items of deferred income." This quotation is 

the closest the SEC comes to referring directly to prepaid 

income on the balance sheet. In the revised edition of his 
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SEC manual Rappaport indicated that the term deferred 

income was used. 

From the above information it would appear that the 

treatment of,prepaid revenue items under SEC accounting 

requirements would be identical to the considerations 

accorded advances. Apparently the SEC is satisfied 

presently with the current practice of reporting advances 

and sees no reason for a change in reporting practices. 

In summary, the accounting treatment for prepaid 

revenue or customer advances supports the establishment of 

a liability equal to the advance. The classification of the 

liability as to current or long-term hinges on whether the 

obligation will be satisfied within the next accounting 

period. If there is any obligation extending beyond the 

current accounting period, it will be necessary to prorate 

the obligation between current liabilities and long-term 

liabilities. Income recognition will take place as the 

goods or services are provided. In reality, an advancement 

made by a customer is a form of an interest-free loan which 

is repayable normally in the form of goods or services. The 

question of an implicit rate of interest can be raised and 

perhaps the advance might be in the form of a discounted 

loan. In the case of production payments which may involve 

a relatively long time span, a stated rate of interest can 

be and often is part of the financial arrangements with 
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interest being paid to the customer based on the declining 

balance of the unsatisfied production payment. 

The Internal Revenue Service's Position 
on Prepaid Income 

The term prepaid income implies the advance payment 

for either goods or services. In order for a transaction to 

qualify as prepaid, there must be some provision for the 

timing of the recognition to coincide with fulfillment of 

the obligation and the matching of the related expenses with 

the revenue. In the past the IRS has frequently refused to 

apply the matching concept to advance payments. The 

Internal Revenue Code index refers to prepaid income only 

in terms of Section 452 and its repeal, Section 456 which 

allows for the deferral of membership dues in certain 

organizations and Section 455 which relates to prepaid 

subscriptions. The Code specifically mentions prepaids only 

in relation to the above sections. 

Indirectly, through the Income Tax Regulations, 

revenue procedures and revenue rulings, some forms of 

advances have been accorded limited treatment as prepaid 

income thus allowing for the deferral of these revenue 

items. In order for the taxpayer to take advantage of 

treating advances as prepaid income, the taxpayer has to be 

on the accrual basis. At present, the Treasury Department 

through its regulations, rulings, and revenue procedures 

has specifically excluded such items as prepayments of 
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rent, lease payments, guaranty or warranty contracts, and 

prepaid interest from the use of any deferral method. In 

the few instances where deferral is allowed there is 

generally a maximum length of time imposed for a particular 

item to be deferred. In the case of services under Revenue 

Procedure 71-21 the maximum period is the next taxable year 

after the year of receipt of the advance payment. In 

accordance with Section 456, prepayment of certain member

ship dues can be deferred for as long as 36 months and 

prepaid subscriptions for three years under Section 455. In 

addition to these deferrals the regulations permit the use 

of either the percentage-of-completion method or the 

completed contract method for income determination for long-

term contracts. 

At present the expansion of the allowance for pre

paid deferrals is coming only as a result of the Treasury's 

changes in its stand on deferrals which is reflected in the 

regulations pertaining to the year of inclusion, Section 

451. Regulation 1.451-5 refers to prepayments for goods and 

long-term contracts as "advance payments" in 1.451-5(a). 

Thus far the IRS's definition of prepaid income is 

limited to those few special items which meet the stringent 

requirements of Revenue Procedure 71-21, and the related 

regulations pertaining to Section 451. 



CHAPTER 3 

CLASSIFICATIONS AND INCOME RECOGNITION FOR 
PREPAID INCOME 

Types of Transactions Involving Advances 

In the January 1954 issue of The Journal of 

Accountancy, a copy of a report submitted by the American 

Institute of Accountants (AICPA) to Congress detailed the 

Institute's recommendations for the elimination of differ

ences in generally accepted accounting procedures and 

accounting for tax purposes (Committee on Accounting 

Principles for Income Tax Purposes, 1954). This report was 

presented by the "Committee on Accounting Principles for 

Income Tax Purposes." Appendix A contained a listing of 

the problem areas involving divergences of the timing of 

recognition of revenues due to prepaid income. 

The list was comprised of the following: 

A. Revenues, deferred for general accounting 
purposes until earned, but reportable for 
tax purposes when received. 
1. Revenues susceptible of proration on a 

fixed-time basis or on a service-
rendered basis: 
a. Rentals. 
b. Commissions. 
c. Subscriptions. 
d. Revenues from maintenance and similar 

service contracts covering a 
specified period. 

e. Warehousing and trucking fees. 
f. Advertising revenues. 

54 
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g. Advance royalties on patents or 
copyrights. 

h. Transportation ticket and token 
sale. 

i. Sales of coupon books entitling 
purchaser to services. 

j. Theatre ticket sales. 
k. Membership fees. 
1. Tuition fees. 
m. Laboratory fees. 

2. Revenues susceptible to proration over 
average duration: 
a. Life memberships. 
b. Revenues from service contracts 

extending over life of article 
serviced or period of ownership 
by original owner. 

B. Revenues deferred for general accounting 
purposes until right to retain them is sub
stantially assured, but reportable for tax 
purposes when received: 
1. Receipts under claim of right. 

C. Revenues accrued for general accounting 
purposes, but not reportable for tax 
purposes until collected: 
1. Dividends declared. 
2. Increase in withdrawal value of savings 

and loan shares (Committee on Accounting 
Principles for Income Tax Purposes, 1954, 
P. 99). 

The AICPA Committee on Federal Taxation in 1967 

conducted a survey to determine accounting practitioners' 

experiences regarding the treatment by Internal Revenue 

agents of prepaid items and various types of deposits. In 

addition to the regulations previously mentioned in the list 

prepared in 1954, the following areas were mentioned: 

1. Lay-away deposits involving retail sales. 
2. Gift certificates. 
3. Deposits on contracts for construction (non-

long-term) generally involving personal 
property. 
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4. Unearned interest on mortgage loans, policy 
loans and investments of life insurance 
companies. 

5. Temporary credit balances in customers' 
accounts due to the return of merchandise. 

6. Service contracts paid or billed in advance. 
7. Problem of differentiation between prepaid 

income and security deposit. 
8. Progress payments in advance of completion of 

work under long-term construction contracts. 
9. Year-end payments for goods to be shipped 

early next year. 
10. Progress payments in advance of completion of 

work under long-term construction contracts, 
particularly where the completed contract 
method has been used for tax purposes 
(Committee on Federal Taxation, 1967b). 

Classifications of Advances 

Since advances involve such a large variety of types 

of transactions, a system for the classification of the 

prepaids is proposed. The criterion used for the classifica

tion system is based on the methods used for revenue 

recognition: 

I. Revenue recognition based on proration over a fixed 

time span and not subject to fulfillment based on 

customer demand (fixed obligation). Examples: 

A. Prepaid Rent 

B. Unearned Interest 

1. Separate cash payment 

2. Discounted loan 

C. Commissions 

D. Warehouse fees 

E. Subscriptions 



F. Tuition 

G. Tickets 

1. Single event 

2. Season ticket 

II. Revenue recognition based on proration over some time 

span which is determined on a statistical basis. 

Examples: 

A. Life memberships 

B. Service contract covering the life of an article 

over its retention by the original owner 

C. Service contract for a fixed period 

D. Prepaids under Category III which will never be 

satisfied 

III. Revenue recognition based on action on the part of the 

customer. Examples: 

A. Gift certificates 

B. Transportation tickets 

C. Advertising 

D. Service coupons 

E. Temporary credit balances in customers' accounts 

F. Lay-away plan with a down payment 

IV. Revenue recognition based on fulfillment of contract 

obligations by the vendor. Examples: 

A. Advance on a long-term contract 

B, Progress payments under a completed contract 

method of accounting 
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C. Year-end advance for goods or services to be 

provided in the next fiscal period 

D. Down payment on custom-built items 

E. Deferred sales—land improvements 

V. Others--methods will vary with each case 

A. Advertising 

B. Royalties 

A brief discussion of the above will be presented in 

the following section. 

Revenue Recognition for Advances 

Class I prepaids are fixed obligations in that the 

obligations are fulfilled at predetermined points in time 

which are stated in the agreement or contract. For both 

prepaid rents or interest, the revenue is accrued with the 

passage of time until the maturity date or the end of the 

lease. 

Advance rental payment can be recognized either on 

a straight-line basis or by means of the present value 

method. Under the straight-line method the prepaid rental 

income is allocated ratable over the time covered by the 

advance. The rental income recognized from the straight-

line method would remain constant from period to period. 

With the present value method the dollar amount of 

the advance is considered to be the present value of an 

annuity for the number of periods covered by the advance. 



The amount of the rental revenue recognized is the sum of 

the principal recovered and the "interest" earned on the 

declining balance of the unearned revenue account. The 

present value method treats the advance payment as a finan

cial transaction inasmuch as the payment is considered to 

be the equivalent to an annuity consisting of future rent 

payments. Since the advance payment is in place of the 

periodic rent payments, the annuity method is used to 

determine the rental income. The annuity method is 

perhaps preferable to the straights-line method since the 

straight-line method considers a dollar today to be 

equivalent to a dollar to be received some time in the 

future, while the present value method recognizes a higher 

value for a dollar received today than one to be received 

some time in the future. 

Revenue recognition for prepaid commissions and 

warehouse fees would accrue in somewhat the same fashion. 

Since both forms of revenue have highly predictable revenue 

recognition patterns, the associated revenue would be 

allocated over the duration of the policy or lease. 

The circumstances involving subscriptions are 

slightly different since some form of a publication is 

promised at stated intervals. Revenue recognition takes 

place as the publications are issued. Prepaid tuition is 

another example of an item which accrues with the passage 

of an academic period whether it is a year, quarter, or a 
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semester. Ticket purchase, like subscriptions, is recog

nized as the contracted events occur on their predetermined 

dates. 

In each of the above cases the customer has little 

or no chance to alter the conditions of the contract. The 

prepayments have involved contracts for services or goods 

which will be delivered or provided at a specific point in 

time. In almost all circumstances the vendor is dealing 

with a large number of customers and the goods or services 

are provided on a uniform basis to the customers, usually 

all at the same time. The vendor normally sets the times 

for the items since the contract is not a one-to-one rela

tionship but one vendor and many customers being served 

simultaneously. The only recourse a customer might have is 

to cancel his contract and demand a refund. 

The Class II type of prepaids do not have fixed 

dates for rendering of the goods or services; the only 

fixed element may be the length of time in which the 

rendering of services may take place. Due to the necessity 

of determining revenue on a periodic basis, some method of 

estimating the period's revenue can be devised on a 

statistical basis. The actual life of an obligation for a 

life membership or a similar type of arrangement is unknown 

and cannot be determined until some event in the future. 

Due to the necessity of making periodic estimates of revenue 

and expenses, it is necessary to develop some statistical 



method to estimate the amount of revenue to be recognized 

in each period. For a contract involving the lifetime of an 

individual, the life expectancy could be derived from a 

life expectancy table. Allocation of revenue over the 

anticipated life expectancy would have to be either on a 

straight-line basis or prorated on the basis of past 

experience with clients of the same general age, whichever 

reflects income more clearly. Service contracts involving 

waranteed items can be used as a statistical basis for 

allocating revenue recognition. If the firm has had little 

experience with either the article or the service contract, 

the statistical method could be based on some industrial 

practices and experiences. If statistical information is 

not available, then some form of straight-line allocation 

could be used over the estimated life of the article in 

the hands of the original owner. 

Service contracts for a fixed period face a similar 

problem as the warantee revenue income recognition. The 

major difference is that the time period is certain, but 

the problem of revenue allocation over the contract period 

remains. In this case the two alternatives would be either 

a straight-line allocation or allocation based on a 

statistical basis derived from past experiences or industry 

practices. 

Where there is a residual portion of prepaid income 

derived from category III type of prepayments, the 
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allocation of the unsatisfied obligations would be over the 

time span encompassing the same period used for the fulfill

ment of substantially all the class III prepaids. The 

method of allocation over this period could be either on a 

straight-line basis or prorated on a basis proportional to 

the recognition of the satisfied obligations. 

For class III prepaids, revenue recognition is based 

on the satisfaction of an obligation. The timing of the 

recognition is at the discretion of the customer. A gift 

certificate allows the holder to select the merchandise of 

his choice when he pleases; similarly, transportation tickets 

are generally good for a certain length of time. Revenue 

recognition takes place as the tickets are presented for 

passage. With most forms of tickets, the ticket is no 

longer valid for passage after a certain date, after which 

the ticketholder can either receive a refund or apply for a 

new ticket. 

Service coupons are similar to the other prepaids in 

this category in that revenue recognition is geared to the 

customers' convenience. At the time the coupon is presented, 

revenue and related expenses are recognized. 

Temporary credit balances in a customer's account 

may be derived from several different sources; The 

customer may have a will-call deposit which should be 

treated as a liability and not as a reduction against any 

balance owed. In other cases the credit balance may be due 
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to some form of a sales return or sales allowance which was 

booked after full payment on account was made. When the 

customer is a fairly consistent purchaser, the credit 

balance will be eliminated as new purchases are made. In 

this respect the credit balance is somewhat the same as the 

gift certificate. If the customer is only an occasional 

one, the credit balance is probably a real liability since a 

cash refund may be made at the end of the billing cycle. 

With a layaway plan the goods remain in the hands of 

the seller until the purchase price is paid in full. 

Account-wise, the layaway payments are considered lia

bilities until the goods are delivered, which coincides 

with the final payment (Wixon, 1967, p. 1124). 

In class IV type of advances the revenue recognition 

is a function of the vendor providing the contracted goods 

or services. One such example of a class IV advance is 

long-term construction. 

Long-term construction, by definition, arises in 

connection with some form of construction which extends 

beyond the end of the initial fiscal period. Due to this 

involvement of at least two fiscal periods, revenue recogni

tion can present a reporting problem. For the years prior 

to the completion of the contract there are two accounting 

problems; namely, inventory valuation and income recognition. 

Under financial accounting and income tax accounting the 

accountant has two methods for reporting of longr-term 
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construction contracts: "1. The completed-contract method. 

2. The percentage-of-completion method" (Committee on 

Accounting Procedure, 1955, p. 4). 

Under the completed-contract method all of the costs 

pertaining to a long-term contract are accumulated in a 

current asset account usually called "construction in 

process." Normally as the construction project progresses 

the contractor will bill the client intermittently, 

recording the billing by debiting accounts receivable and 

crediting revenue billed on construction contracts. In 

this way no income is recognized prior to completion of the 

contract. The construction in process account is netted 

against revenue billed on construction contracts with the 

balance being shown as a current asset when accumulated 

costs exceed the related billing. In the event the past 

billings exceed the accumulated costs the difference is 

shown as a current liability. In the year of completion, 

the construction in process account is closed out against 

the revenue billed on construction contracts account with 

the excess of billings over costs being recognized as 

income on construction contracts. 

The completed-contract method is considered con

servative since profits are not estimated during the life 

of the contract but are determined with a high degree of 

exactness only after the contract has been fulfilled. This 

method may lead to distortion of revenue and earnings 
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during the term of the contract. During the years while the 

contract is being fulfilled no revenue is recognized until 

the year of completion,at which time all of the revenue 

from the contract is recognized. In contrast to this 

method of revenue recognition, if there is a high proba

bility of sustaining a loss on the contract, the loss is 

recognized during the balance of the contract and not 

delayed to the year of completion. 

Under the percentage^-of-completion method the costs 

pertaining to a long-term contract are accumulated in a 

current asset account, construction in process. During the 

construction process, the contractor will bill the client 

intermittently, recording the billing by debiting accounts 

receivable and crediting revenue billed on construction 

contracts. The amount of income recognized is based upon 

the percentage of completion of the contract which is then 

added to the balance of construction in process and recog

nized as income on construction in process; this account is 

then closed to income summary as part of the annual closing. 

The construction in process account and revenue billed on 

construction account are netted together in the same fashion 

as under the completed-contract method. The balance of the 

two accounts is shown as a current liability if the billing 

account's balance exceeds that of the accumulated cost 

account. In the event the accumulated costs exceed the 

billings, the balance is shown as a current asset. 
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Under both methods there is an offset of the 

accumulated costs and the accumulated billing. Under the 

percentage-of-completion method an amount equal to the 

recognized income is added to the accumulated cost account 

with the offsetting credit being closed like any other 

revenue account. 

An advance payment would be nothing more than a 

progress payment and would be recorded as such in the 

billings account, a current liability. Advance payments for 

long-term contracts as in all the above cases have no 

effect on the timing of revenue recognition since the entity 

is reporting income on the accrual basis. 

In some types of businesses a vendor may customarily 

receive advance payments for the delivery of goods or the 

rendering of services. This normally does not involve any 

real problem as far as income recognition since the obliga

tions are usually settled by the end of the fiscal period. 

In the situation where the advance comes near the close of 

the fiscal year the vendor simply has an unfulfilled obliga

tion to be included with his current liabilities. Revenue 

recognition will take place in the following fiscal period 

when the obligation is satisfied. 

A down payment for custom-built items normally does 

not present any revenue recognition problem as long as the 

item in question is completed by the end of the year of 

receipt. The revenue recognition would be for the entire 
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contract price with realization either in the form of cash 

or establishment of a receivable equal to the contract price. 

When at least two fiscal periods are involved the builder 

could use some form of long-term construction accounting.. 

Revenue recognition for advances in class V can take 

any pattern since revenue recognition methods are not con

sistent from case to case. An example of this class is 

royalties which are paid in advance. 

Royalties are fees paid to owners or lessees of 

property for its exploitation (Wixon, 1967, p. 527). The 

payment may be in the form of a share of the production in 

kind, a certain percentage of the market price of the pro

duction or a fee based upon a predetermined amount per unit 

of production. Revenue recognition takes place as the 

periodic royalty reports indicate the amount of production 

that has taken placei In the case of a prepayment, the 

revenue recognition for the advance would be contingent on 

the production. 

An advance for advertising would involve revenue 

recognition as the client is provided advertising service. 

The amount of the revenue to be recognized is dependent on 

the billing rate for the particular form and quantity of 

service provided. 
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Question of Discounting Prepaid Income 

As a result of the Accounting Principles Board 

Opinion No. 21 (Accounting Principles Board, 1971) and the 

issuance of accounting guidelines for retail land sales, 

there has been a movement for the use of discounting future 

payments in order to value installment contracts receivable. 

During the late 1960's it became apparent that generally 

accepted accounting principles were not adequate for the 

reporting of retail land sales which involved some form of 

an installment contract with a relatively small down payment 

and the land being used as security. The relevance of this 

topic to prepaid income is the question on how to report the 

revenue from improvements to the land which normally may 

take place years after the land is sold. Examples of these 

improvements are roads, utilities, golf courses, and other 

joint-use facilities. 

During the fiscal year 1969-1970 the Committee on 

Land Development Companies was formed by the AICPA to study 

the accounting problems and practices in the retail land 

sales industry. The committee drew information from the 

industry and from accounting practices and theory as 

promulgated by the Accounting Principles Board's (1970) 

Opinions; namely, Statement No. 4 and its interpretation of 

the realization principle. As related to prepaid items the 

problem is to determine the accounting period when revenue 

and expenses are matched so as to measure profit or loss. 
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Assuming a significant down payment has been made (10 per 

cent or more), the net revenue attributed to the land sale 

is equal to the net present value of the installment con

tract plus the down payment. The collection process is 

nothing more than the conversion of a discounted note into 

cash with interest income being recognized. 

The portion of the installment contract attributed 

to the future improvements is treated as an advance payment 

with, no provision made for discounting back to the present. 

Revenue recognition takes place in the period when the land 

improvements are completed. 

In its report, the Committee referred to the 

possibility of discounting the value of the future services 

and said the following: 

The Committee considered and rejected the 
suggestion that compensation for future performance 
should be calculated using an imputed rate based on 
the company's experience and pricing policy or on 
construction industry data. The Committee concluded 
that fixed price contract committments for per
formance some years in the future are not customary 
and accounting practices, generally, do not allow 
for the imputation of differing profit rates for 
various elements in the production and sales process 
(Committee on Land Development Companies, 1973, p. 9). 

At a later point this researcher will suggest and 

recommend a method for the use of present value computations 

for some forms of advances. In the introduction to Account-

Principles Board Opinion No. 21, the Board indicated in its 

discussion of items to be excluded from discounting, the 

following: 
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This Opinion is also not intended to apply to, 
and the Board is not presently taking a position 
as to, the application of the present value measure
ment (valuation) technique to estimates of 
contractual or other obligations assumed in 
connection with sales of property, goods, or 
service; for example, a warranty for product per
formance (Accounting Principles Board, 1971, 
paragraph 4). 

Another area where no discounting has been used is 

deferred income taxes. This was stated in Accounting 

Principles Board (1967a) Opinion No. 10, "Omnibus Opinion— 

1966" and was alluded to again in Accounting Principles 

Board (1971) Opinion No. 21. 

At present it appears that the only prepaid item 

which has received much attention in terms of present 

value treatment has been prepaid rent. This treatment of 

prepaid rent is probably due to the fact that the timing of 

revenue recognition is fixed and certain. Most of the other 

forms of prepaids, other than category I, have an element of 

uncertainty built in in terms of timing and the amounts. 

Income Tax Allocation 

When a taxpayer uses one method of accounting for 

financial reporting and another for tax purposes, the net 

income after taxes under both methods may not be the same 

for a particular period. The differences in net income due 

to differences in accounting methods are of two basic 

types; a difference due to the timing of a revenue or 

expense item or a permanent difference where an item is 



recognized by one system but never by the other system. In 

an attempt to properly match revenue and expenses for 

financial accounting purposes the accounting profession 

through the AICPA adopted income tax allocation. The first 

difference is labeled interperiod allocation of income tax 

expense, the second, intraperiod allocation of income tax 

expense. 

The intraperiod tax allocation method first deter

mines the income tax liability; the total'liability is then 

allocated to the appropriate classifications on the period's 

financial statements. The allocation to (1) ordinary 

income, (.2) extraordinary items, (3) retained earnings, 

(.4) other owners' equity accounts, depends on the extent 

these items affected the total tax expense for the period. 

Most of the items are shown net of the tax savings or on an 

after-tax basis. All these items give rise to a difference 

between net income for tax purposes and financial purposes 

because of a permanent difference in generally accepted 

accounting principles and income tax accounting. Some 

examples of these items are: interest earned on a municipal 

obligation is income for financial accounting purposes while 

it is excluded from gross income for tax purposes, or life 

insurance proceeds due to the death of a company executive 

are income to the company for financial accounting purposes 

but are not normally included in gross income for tax 

purposes. 
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The interperiod allocation method pertains to 

advances when the taxpayer is on the accrual basis for 

financial purposes and has to recognize advances in the 

year of receipt for tax purposes. Under interperiod tax 

allocation, the differences in net income for tax and 

financial reporting are a matter of when an item is recog

nized. Both methods will recognize advances as income; 

tax accounting recognizing the income in the year of receipt 

and financial accounting recognizing the same income in a 

later year. Given the life span of a business, the total 

revenue recognized under both methods will be identical, 

except for amounts reported for each year. 

Tax allocation has been advocated by the AICPA since 

1944 when the Institute first expressed the view in 

Accounting Research Bulletin No. 23 that income taxes are 

an expense which should be allocated, when necessary and 

practicable, to income and other accounts, as other expenses 

are allocated (Committee on Accounting Procedure, 1944). 

In 1961 the Committee on Accounting Procedure (1961, 

paragraph 4) in Accounting Research Bulletin No. 43 stated: 

Income taxes are an expense that should be 
allocated, when necessary and practicable, to 
income and other accounts, as other expenses 
are allocated. What the income statement should 
reflect under this head, as under any other 
head, is the expense properly allocable to.the 
income included in the income statement for the 
year. 



73 

The timing differences which originate in one 

period normally will be reversed in later periods. These 

timing differences will increase or reduce income taxes 

that would otherwise be due in a particular period, thus 

the actual tax liability on the tax return will be dif

ferent from the tax liability based upon the net income as 

determined on the financial income statement. With a 

discrepancy in net income due to timing differences, inter-

period tax allocation would show as income tax expense the 

amount of tax which would be the tax liability if the 

financial accounting method had been used for tax purposes. 

This matching of tax liability with net income on the income 

statement helps to reduce distortion of the net income. By 

reporting one figure on the income statement which differs 

from the actual tax liability, the accountant must adjust 

or establish a deferred charges account or a deferred credit 

account to take up the difference. This account with the 

deferred charges or credits is usually called "deferred 

income taxes." The deferred account would show a debit 

balance when the taxpayer had "prepaid" his income tax by 

either recognizing a revenue item for tax purposes before 

it was recognized in accordance with financial accounting 

methods or recognizing an expense for financial purposes 

while claiming the deduction for the expense on the tax 

return in a subsequent year. In subsequent periods the 

income would be recognized for financial purposes and the 
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tax expense allocated to this income from the year of 

receipt would be recognized. In the case of the expenses, 

the financial statements in subsequent periods would have a 

larger net income because estimated expenses recognized in 

the year of sale would become deductible for tax purposes 

when the actual expenses were incurred and the income tax 

which was deferred would be allocated to these years. 

If income tax allocation was not used and the tax 

expense shown on the financial statement was the actual tax 

liability, the net income for the year of receipt would be 

understated and the net income in subsequent years would be 

overstated. This over and understatement relationship would 

hold in the same fashion for the recognition of estimated 

expenses. 

Homer Black (1966) in Accounting Research Study No. 

9^ "Interperiod Allocation of Corporate Income Taxes," 

established four classes or types of situations where there 

is a timing difference in the recognition of revenue and 

expenses which would give rise to interperiod tax alloca

tion: (1) revenue or gains taxed after accrued for account

ing purposes, (2) expenses or losses deducted for tax 

purposes after accrued for accounting purposes, (3) revenues 

or gains taxed before accrued for accounting purposes, and 

(4) expenses or losses deducted for tax purposes before 

accrued for accounting purposes. Category (3) where revenue 
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and gains are taxed before accrued for accounting purposes 

is relevant to the prepaid income situation. 

Black uses an example involving prepaid rent of 

$100 in order to illustrate allocation in Category (3). 

Black assumes that the annual revenues exceed expenses by 

$1,000 in both years under the method used for accounting 

purposes and for tax purposes except for the $100 advance 

rent payment received in year one. Black also assumed an 

income tax rate of 48% each year. The $100 advance is 

received in year one and earned in year two. 

Table 1 indicates the resulting tax returns for 

years one and two with the advance rent payment being in

cluded in gross income in the year of receipt. 

Table 1. Tax Returns with a $100 Advance in Year One 

Item Year One Year Two 

Other revenue less expenses $1,000 $1,000 

Rent collected 100 

Taxable income 1,100 1,000 

Income tax payable @ 48% 528 480 
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Since the rent is not earned until year two, the 

financial statements for the years would reflect the rent 

earned in year two with the necessary allocation of the tax 

liability from year one to year two. Tables 2 and 3 illus

trate the income statements and the appropriate portions of 

the balance sheet for years one and two. Tables 2 and 3 

indicate the tax allocation as permitted under Accounting 

Principles Board (1967b) Opinion No. 11, "Accounting for 

Income Taxes" as promulgated in 1967. 

allocating the tax liability for years one and two are shown 

below: 

Year one: collection of the advance 

The journal entries recognizing the advance and 

Cash 100 

Rent collected in advance 100 

The provision for year one's income tax expense: 

Income taxes 480 

Deferred charges, income taxes 48 

Income taxes payable 528 

In year two the rental revenue is recognized: 

Rent collected in advance 100 

Rent Revenue 100 

The income tax allocable to the rental income is 

then recognized in the same period the advance was earned: 
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Table 2. Income Statement with Tax Allocation 

Year One Year Two 

Other revenue 

Rent revenue 

Income before taxes 

Income taxes 

Net income 

$1,000 

1,000 

480 

$ 520 

$1,000 

100 

1,100 

528 

$ 572 

Table 3. Balance Sheet with Tax Allocation (End of Years 
One and Two) 

Year One Year Two 

Assets 

Deferred charges, income taxes $ 48 $-0-

Liabilities 

Federal Income Taxes Payable 528 480 

Rent collected in advance 100 -0-
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Income taxes 528 

Deferred charges, income taxes 48 

Income taxes payable 4 80 

The changes in the deferred charges account would be 

dependent upon whether or not the advances would increase 

or decrease. Where the advances collected from period to 

period remained constant the deferred charges account would 

be charged only in the initial year of collection and remain 

constant until the advances discontinued, at which time the 

deferred account would decline to a zero balance as the last 

of the advances was earned. In the case of increasing 

advances, the balance of the deferred charges account would 

continue to increase until the advances became constant or 

they declined. 

As long as there continues to be a divergence between 

financial accounting and tax accounting, present day 

generally accepted accounting principles as outlined in 

Accounting Principles Board (1967b) Opinion No. 11 will 

continue to require some form of income tax allocation. The 

need for tax allocation will not end even if the Treasury 

allowed the deferral of all advances, since there are still 

many other areas of divergence between financial and tax 

accounting. 



CHAPTER 4 

THE CLAIM OF RIGHT DOCTRINE 

General Legal Definition of Claim of Right 

The claim of right or claim of title concept in law 

refers to the adverse possession of property. Words and 

Phrases (1960) lists among its definitions of claim of right 

the following: 

The terms "claim of right," "claim of title," 
and "claim of ownership" when used in connection 
with adverse possession, mean merely the intention 
of the disseisor to appropriate and use the land as 
his own to the exclusion of all others, irrespec
tive of any semblance or shadow of actual title 
or right (Words and Phrases, 1960, Marion Inv. Co. 
v. Virginia Lincoln Furniture Corporation, 198 S.E. 
508, 513, 171 Va. 170, 118 ALR 939). 

Included among the other cases cited in Words and 

Phrases are many more cases alluding to the adverse posses

sion of property which consists mostly of real property. 

Words and Phrases makes no mention of the use of the claim 

of right as a device to determine the year of inclusion for 

income tax purposes. 

Claim of Right and Income Determination 

The claim of right was first promulgated for 

federal income purposes in North American Oil Consolidated 

V, Burnet (286 U.S. 417, 1932). The facts of this case 

indicate that a particular piece of oil land operated by 

79 
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North American was contested by the federal government in 

terms of whether North American had a valid claim. The 

government contended that the legal title belonged to the 

United States. During the proceedings the government had a 

receiver appointed to operate the property until disposition 

of the case. The receiver operated the property for the 

year 1916. In 1917 the court ruled for the defendant and 

ordered the receiver to pay the net proceeds from the 

operations to North American. The government took an appeal 

to the Circuit Court of Appeals. In 1920 the decree was 

confirmed and in 1922 a final appeal was dismissed by the 

Supreme Court. 

For income tax purposes North American recognized 

the income earned by the receiver for the year 1916 through 

means of an amended return. North American later suggested 

that due to the uncertainty of the outcome of the appeals 

by the government, the income from the receiver should have 

been included in the 1922 return. The Internal Revenue 

contended that the payment from the receiver should have 

been included in the 1917 return. 

North American also used the argument that the 

receiver should have filed a return in 1916 and paid any 

taxes thus negating any need for North American to include 

this amount in their return. 

At this point it should be mentioned that the War 

Revenue Act of 1917 was in effect. This act was a form of 
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excess profits tax. This may explain the taxpayer's zeal 

to include the income in 1916 or 1922 but not 1917. Con

versely, the government desire was to include the disputed 

amount in 1917. 

The Court's decision covered three points: the 

receiver filing a return for 1916, including the disputed 

amount in the 1922 return, or including the amount in the 

1916 return. On the first proposition the Court held that 

all the conditions necessary for a receiver to be qualified 

to file a tax return for 1916 were not present. On the 

second item, the Court held that 1916 was not the appro

priate year since North America could not demand the 

receiver to hand over the money, hence, there was no 

constructive receipt. In addition, in 1916 there was a 

high degree of uncertainty as to who was to be the 

recipient of the income. The Court felt that the method 

of accounting, i.e., cash or accrual, was not significant to 

its findings. 

From the standpoint of this study, the third and 

most important point was that 1922 was not the appropriate 

year of income because the profits became income when North 

American first became entitled to them and received the same. 

Justice Brandeis stated: "If a taxpayer receives earnings 

under a claim of right and without restriction as to its 

disposition, he has received income which he is required to 

return, even though it may still be claimed that he is not 
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entitled to retain the money, and even though he may still 

be adjudged liable to restore its equivalent" (North 

American, 1932, p. 424). 

The decision then goes on to explain: "If in 1922 

the government had prevailed, and the company had been 

obliged to refund the profits received in 1917, it would 

have been entitled to a deduction from the profits of 1922, 

not from those of any earlier years" (North American, 1932, 

p. 424). 

The courts and the Revenue Service are faced with 

the problem of determining taxable income on an annual 

basis. Due to this annual reporting requirement, situations 

such as in the North American case where an event is not 

settled for several years, can result in great uncertainty 

as to the proper year for recognition. A multi-year return 

cannot be prepared, each year has to stand on its own 

merits. There has been some relief for situations covering 

more than one tax year, a good case in point is the 

percentage-of-completion method for long-term construction. 

North American did receive the profits under some

what adverse conditions or at least adverse until the 

appeals procedure was complete and a final ruling had been 

rendered. In North American one of the questions answered 

was: "Is an amount which was received, but subject to a 

contingent refund considered income?" Under the claim of 
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right doctrine as established by the North American case 

the answer is yes. 

The next question to consider is the fate of a 

prepaid income item. An advance and an amount received, 

subject to a contingent repayment, are somewhat similar 

since most advances usually have some full or partial 

refund feature which is stated or implied. One major 

distinction is the financial accounting presentation under 

the accrual system for advances and that for amounts 

received only to be returned at a later date. 

Two years after the North American decision, another 

decision pertaining directly to prepaid income was made by 

the Supreme Court. This case involved prepaid commissions 

for fire insurance policies. In Brown v. Helvering (291 

U.S. 193, 1934) the taxpayer collected commissions for fire 

insurance policies, some of which were for as long as five 

years. Prior to 1923 these commissions were recognized as 

income in the year when the policy was written regardless 

of its length of coverage. Any refunds due to cancellations 

were expensed in the year of cancellation. Starting in 

1923 the taxpayer changed his method of recognizing the 

losses due to cancellations. Instead of the direct write

off method for cancellations, the taxpayer established a 

reserve account to equal the estimated losses due to 

cancellations and in the subsequent years he expensed only 

the amounts necessary to maintain the reserve at an adequate 
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level. One of the major problems the taxpayer faced was the 

relatively large deduction he took in 1923 to establish the 

reserve, $52,971.96. In the subsequent years the deductions 

were: 1925, $3,292 and 1926, $1,947. 

The Revenue Service disallowed these deductions 

based on the use of a reserve account. The Commissioner 

held that in the determination of income the gross income 

should not be subject to any deduction for estimated cancel

lations in future years. The taxpayer countered with the 

contention that either the gross income should be subject to 

deductions for estimated losses or that portions of the 

gross income should be allocated as earnings of future 

years. 

On the first point, covering the establishment of a 

reserve, the Court held that no liability accrued until the 

year of cancellation; it was only contingent until cancella

tion took place. "The liability of Edward Brown & Sons 

arising from expected future cancellations was not deductible 

from gross income because it was not fixed and absolute" 

(Brown, B291 U.S. 201, 1934). 

On the second point involving the use of deferrals 

for the premium income, the Court upheld the Board of Tax 

Appeals ruling in refusing to allocate to future periods 

part of the income. The taxpayer argued that under 

acceptable accrual accounting procedures the commission is 

compensation to be rendered over the life of the policy. 
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The taxpayer pointed out that since the books were kept on 

an accrual basis the income should be recognized as it was 

earned. Prior to and subsequent to 1923 the taxpayer had 

recognized gross income equal to the total of the commis

sions for the policies written in any one year. Now the 

taxpayer suggested a deferral method would be a better 

measure of annual income. 

The Board of Tax Appeal1s response concerning the 

deferral method was: "... [there] ... is no proof that 

the overriding commissions contain any element of compensa

tion for services to be rendered in future years" (H. H. Brown, 

22 BTA 684-5, 1927). This was the method which was being 

used by the taxpayer. The Commissioner was of the opinion 

that the method used prior to 1923 did measure income 

accurately, thus any change in an accounting method would 

require approval by the Commissioner. The Court did not 

rule on the issue of determining "the relative merits of 

systems of accounting" and with this statement and the 

weight of the claim of right under North American, the fate 

of deferrals for prepaid income was sealed. 

Both these cases have been cited regularly or 

consistently in later actions which involved deferrals. 

Some of the later cases were analyzed by Behren (1960) in 

his analysis of prepaids. In South Dale Farms, Inc. v. 

Commissioner (138 F. 2d 818, 1943) the taxpayer received 

advance rent payments in one crop year for the following 
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year's rent; the taxpayer then deferred the recognition of 

rental income. The court held that the rentals were income 

in the year of receipt. The court cited Section 41 of 1939 

Internal Revenue Code and indicated that the Code required 

the method of accounting must clearly reflect income and 

not net earnings. As support for the decision Brown v. 

Helvering was cited and the claim of right was used in 

effect to put an accrual basis taxpayer on the cash basis 

for the reporting of advance rental payments. 

In a 1957 case involving prepaid rental payments 

the advance payments were held to be taxable in the year 

of receipt because of the claim of right doctrine as 

promulgated in North American Oil Consolidated. The claim 

of right via North American Oil Consolidated has been a 

major weapon for determining an extremely large number of 

cases as can be witnessed by an examination of a citator. 

In order for a vendor to increase working capital a 

cash advance may be required. In most cases the taxpayer 

will have an unfettered use of the cash. The contingent 

liability for a possible refund has relatively little or no 

weight in determining whether an advance is taxable in the 

year of receipt. This problem was referred to by Justice 

Brandeis in North American Oil and it was dismissed with the 

comment that the taxpayer would probably be entitled to 

deduction in the year of repayment. 
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Some authorities have suggested that one method to 

make an advance non-includible in the year of receipt is to 

use some form of an escrow account and have progress payments 

doled out as work progressed or withheld until satisfaction 

of the obligation. 

One situation which did involve the use of an 

irrevocable trust was Angelus Funeral Home v. Commissioner 

(407 F. 2d 210, 1969). Prior to September 1961 all funds 

received under "Pre-Need Funeral Plan" were deposited in a 

suitable trust account. Interest from the account was paid 

to Angelus as a fee for maintaining the plan. After 

September, 1961, Angelus modified all new "Pre-Need Plans" 

so as to give Angelus the right to use the funds as 

collateral or to pay for capital improvements of the 

mortuary. Angelus then paid a 10% fee to the participants 

of the new plan. Angelus did not report the advances as 

income in the year of receipt. The Tax Court held that the 

pre<-September 1961 plan was a true trust relationship with 

no benefit to Angelus, thus the payments received under the 

plan were not taxable in the year of receipt. As to the 

post-September 1961 plan, the court held that the trust 

arrangements had been destroyed since Angelus was now able 

to use the funds, thus realizing a real economic benefit 

from the new arrangement. With the trust agreement 

destroyed, payments under the new plan were taxable in the 

year of receipt. 
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The claim of right doctrine as used in North 

American Oil has been used in the case of advances for some 

form of services. However, in the late 1960's the claim of 

right was applied in the case of prepaids involving goods. 

In S. Garber, Inc. (51 T.C. 733, 1969), an accrual basis 

taxpayer sold fur coats. Since much of the work was custom, 

advance payments were required. The receipts were not 

subject to any qualification as to their use and they were 

deposited in the regular cash account of the taxpayer. The 

taxpayer recognized income from the sale of the coats when 

they were delivered. The Tax Court applied the claim of 

right by means of its long lineage with North American Oil. 

Most of the cases where North American Oil is cited do 

involve prepayments for services and not goods. The 

Garber instance reached the tax court in 1969. 

In addition to the claim of right doctrine several 

other factors have occurred with consistency in some cases 

involving advances for either goods or services. Where 

prepaids are involved the courts have held that the advances 

were deposits or payments of a financial nature and not 

payments for goods or services which would constitute gross 

income. 



CHAPTER 5 

PREPAID INCOME FOR SERVICES 

Claim of Right and Advances for Services 

In Brown v. Helvering the court held that the 

deferral of "unearned" commissions would not be an acceptable 

method of accounting. This ruling was in reply to Brown's 

argument that if he used a reserve account for estimated 

policy cancellations then he should be allowed to defer the 

unearned commissions. Brown never used the deferral method 

so this case was not a real test. In later cases the courts 

and the IRS tightened up the restrictions involving the 

deferral of prepaids for services by use of the claim of 

right doctrine (Abrams, 1967). 

Abrams (1967) and others have cited several factors 

which are consistent in the taxpayers '• arguments for the use 

of deferrals. The taxpayers relied on Section 4 46 and its 

predecessor Section 41 of the 1939 Code as proof that 

deferrals were allowable. Since, as they point out, this 

section calls for the taxpayer to compute his taxable 

income by means of the method he employed regularly for his 

books. Because the deferral of advances is an accrual 

method of accounting, deferral should be permitted for tax 

purposes. In the landmark case American Automobile 

89 
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Association v. United States (367 U.S. 687, 1961), the 

Internal Revenue Service agreed that deferrals were part of 

accrual accounting, but the method of deferral was held to 

be "artificial" and did not measure income clearly, thus 

permitting the Commissioner to exercise his power and dis

allow deferral. Most taxpayers argue that the deferral 

method does measure income clearly; in fact, in some 

situations such as Schlude v. Commissioner (372 U.S. 128, 

1963) the expert testimony of the American Institute of 

Certified Public Accountants has been used to establish 

the soundness of the use of a particular deferral method. 

As additional authority, the taxpayers relied on Section 451 

"General Rule for Taxable Year of Inclusion" which requires 

income recognition in conformance with the method of 

accounting used for computing taxable income. The major 

point of disagreement had not been whether an item was 

income or not, but in which year it was considered income. 

On the other side, the Commissioner was faced with 

the objective of revenue collection on the most rapid basis 

possible. So, from the very start, the objectives of 

financial accounting and tax revenue generation presented 

a difficult situation which led to the necessity of compro

mises on both sides. 

Behren (1960) lists several principal arguments used 

by the Treasury to justify their position on taxing prepaids 

in the year of receipt. 



Protection of revenues. This is the "bird in the 

hand" view of tax levying. From a practical stand

point this rule tends to minimize evasion and help 

prevent revenue losses in case of later insolvency. 

This type of behavior is probably best manifested 

in the use of the present withholding system for 

individuals along with quarterly estimate payments 

by individuals and corporations. 

Ease of administration. By measuring gross income 

in terms of cash receipts the determination of 

income is relatively easy. The deductions which, 

under accrual accounting would be matched against 

the income are deducted as incurred for tax 

purposes. In the case of some forms of advances 

the income determination method under accrual 

accounting may postpone income recognition for years 

or forever. Due to the uncertainty of the timing of 

income recognition under an accrual method, the cash 

basis would appear to be the most expedient. 

Conservatism of commercial accounting. The basic 

doctrine or principle of conservatism which is one 

of the generally accepted accounting principles 

provides for the anticipation of no profits and 

recognition of all possible losses. This doctrine, 

if used for tax purposes, would tend to minimize 

and postpone tax revenues. The main objective of 
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financial accounting is the presentation of data to 

stockholders and creditors, thus the need for 

conservatism. The objective of deferral is an 

accurate measure of income. If in some cases, the 

deferral is unduly conservative, then the accounting 

method should be disregarded. 

4. Flexibility of accounting principles. Due to the 

somewhat undefined nature of accounting principles, 

the Treasury is, at times, understandably reluctant 

to allow their use for tax purposes. Generally 

accepted accounting principles do, in some cases, 

allow for different procedures to be used for income 

allocation and the determination of deductions or 

expenses for the fiscal year. Because of the heavy 

impact of income taxes, the total allowance of 

generally accepted accounting principles would tend 

to reduce tax revenue because of the self-serving 

nature of income minimization. 

At present the Code does permit alternative methods; 

however, it does require that the various methods of 

accounting must be applied on a consistent basis from year 

to year. Any change in an accounting method must be 

approved by the Commissioner and special rules are then 

applied to eliminate duplication or omissions. Behren 

(1960, p. 365) presents an interesting argument in 
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connection with this flexibility point, "Certainly, if the 

taxpayer is given the right to choose between the cash 

receipts and disbursements method and the accrual method in 

the first place, the Treasury should not complain of some 

lesser elections within the method chosen if in accord with 

generally accepted accounting principles." 

Judicial History of Advances for Services 

Behren (1960) traces the judicial history of prepaid 

income through 1960. One of the earliest cases involving 

advances for services was Automobile Underwriters, Inc. 

(19 BTA 1160, 1930). The taxpayer received advance payment 

for one-year or three-year periods for attorney's fees. The 

taxpayer did not segregate his receipts as to the length of 

the policy, nor did he establish a reserve account equal to 

the unearned balance. The taxpayer conceded that his 

accounting method was incorrect and tried to allocate the 

unearned balance over the remaining life of the plans. The 

Board of Tax Appeals did not rule specifically on the method 

of accounting but simply stated: 

. . . We know of no authority of law which would 
permit petitioner to thus treat these three-year 
membership fees. The cash received from them had 
already ripened into gross income in the year in 
which received . . . (Automobile Underwriters, Inc., 
1930, 1165). 

Without referring to any authority or using any analysis it 

was held that by reason of its receipt an advance is part of 

gross income. 
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In 1931, the case of Bradstreet Company of Maine v. 

Commissioner (65 F. 2d 943, 1933) involved the advance pay

ments for the furnishing of financial information to 

subscribers on an annual basis. Prior to a change in 

accounting methods, the taxpayer recognized subscription 

income in the year of receipt. The taxpayer tried to 

change to a deferral basis for the recognition of subscrip

tion revenue based on a monthly proration. The Board did 

recognize that the deferral method was an acceptable method 

for the recognition of subscription type income, but never

theless disallowed the use of this method since it felt that 

it "does not more clearly reflect income than the one now 

used." The Board in effect said, "yes you can, but don't 

do it!" 

In another action in 1937 a taxpayer in Pioneer 

Automobile Service Company (36 BTA 213, 1937) tried to 

establish a reserve for future costs. The taxpayer contended 

that the reserve was in the form of a trust account to pay 

for the future costs when they were incurred. Upon examina

tion by the Board it was found that the "trust" was in name 

only so therefore disallowed the deduction. In some later 

prepaid cases the trust fund idea was used by the taxpayer. 

It was disallowed on the authority of Pioneer Automobile 

Service Company, 

In 1943 the deferral method received two setbacks 

in Northern Illinois College of Optometry (1143,396 P-H Memo 



T.C., 1943) and South Dale Farms, Inc. v. Commissioner (138 

F. 2d 818, 1943). In the latter case an accrual basis 

taxpayer received advance payment for the rental of his 

farm lands. The fee was received in the preceding tax year 

with a lease signed at the beginning of the year to which 

the rental payments applied. In the case where a lease was 

not signed, the advance was refunded. The Court of Appeals 

held that since the taxpayer had no restrictions on the use 

of the funds, the advance was held to be income in the year 

of receipt; the authority for this finding was Brown v. 

Helvering. The taxpayer held that his accrual method of 

handling advances reflected his actual net earnings in a 

manner which was clearer, than any other method. The 

court's answer to this contention was that Section 41"'" 

". . . required that the method of accounting should 

clearly reflect income, not net earnings" (South Dale 

Farms, 843). As a result, for revenue purposes an accrual 

basis taxpayer would be required to be on a cash basis in 

the case of any advance rental payments. 

The Tax Court in Northern Illinois College of 

Optometry relied on American Underwriters, Inc., and held 

that the tuition paid in advance was considered taxable 

income in the year of receipt. 

1. Section 41's counterpart of the current 1954 
Internal Revenue Code is Section 445, "General Rules for 
Methods of Accounting." 
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In 1944 two more prepaid service cases added more 

weight to the denial of the use of the deferral method. In 

the first, South Tacoma Motor Company (3 T.C. 411, 1944) , 

the taxpayer sold for cash, coupons which would entitle 

the buyer to automobile servicing for a one^-year period. 

The coupons could be returned for a refund. Initially the 

advances were shown as a liability, with a transfer to 

income as services were provided. 

The taxpayer's case rested on two arguments: (1) 

the customer had a right to demand a refund if he wished; 

and (2) the majority of the service's obligations would be 

fulfilled in the year subsequent to receipt. The first 

point was turned back by the application of Brown v. 

Helvering with this quote, "the fact that some portion of 

. . . [the money] might have to be refunded in some future 

year in the event of cancellation . . . did not affect its 

quality as income" (South Tacoma Motor Company, p. 415). 

The second point was dismissed by the application of South 

Dale Farms, Inc. v. Commissioner and its interpretation of 

Section 41 of the 1939 Internal Revenue Code which called 

for a method of accounting where income not net earnings 

would be reflected clearly. As an additional bit of 

reinforcement the court applied the claim of right doctrine. 

The second case, Your Health Club, Inc. (4 T.C. 385, 

1944) involved one-year contracts for gym and health 

services which were paid for when the contracts were signed. 
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Due to the length of the contracts most of them span the 

year of receipt and the subsequent year. The contract had a 

refundable feature. The Court used as authority both South 

Tacoma Motor Company and South Dale Farms, Inc. As for the 

amount of the income to be included in the year of receipt, 

the Tax Court used the cash receipts and the remaining 

unpaid balance of the contracts which were considered 

accounts receivable. This inclusion of accounts receivable 

is in accordance with the accrual method for income recogni

tion but normally income recognition takes place after goods 

or services are provided, not before, as in this case. 

In National Airlines, Inc. (9 T.C. 159, 1947), pre

payments for airline tickets were held to be taxable in the 

year of receipt. The Civil Aeronautics Board required the 

taxpayer keep his books to reflect the deferral method of 

recognizing revenue from ticket sales. The taxpayer filed 

for permission to change his method of accounting for tax 

purposes to conform with the requirements of the Civil 

Aeronautics Board. The taxpayer was refused permission to 

do so. The Tax Court upheld the refusal by applying the 

rule of Brown v. Helvering and citing South Tacoma Motor 

Company and Your Health Club, Inc. 

In 1955 the Court of Appeals handed the Commissioner 

his first major defeat on a case appealed from Tax Court, 

Beacon Publishing Company v. Commissioner (218 F. 2d 697, 

1955). The taxpayer, a daily newspaper, was on the accrual 
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basis and had reported as income prepayments which were in 

the form of prepaid subscriptions. In 1943, the taxpayer 

began to defer the unexpired advances. This was done 

without receiving permission from the Commissioner. The 

Tax Court applied the claim of right doctrine, thus making 

the advances taxable income in the year of receipt. 

The Court of Appeals, in terms of the past cases 

and the application of the claim of right doctrine, ruled 

that: 

In each of these Icited] cases the question 
presented was whether the ownership or claim of 
ownership to the funds was sufficient for them to 
be taxed as income to the person receiving them, 
and there was no issue as to when they were 
returnable for taxation .... 

In the instant case, there is no dispute as 
to the ownership of the funds. Admittedly they 
belong to the taxpayer with no restriction as to 
disposition. The question is, when shall they be 
taxed? The tax court, as it has in other cases, 
took the literal language from the context of the 
opinions in the foregoing cases and applied it to 
the prepaid income here even though there is no 
dispute as to the ownership of the funds. It gave 
no consideration to the fact that the taxpayer 
accounts for its income under the accrual method 
and will not incur the expenses necessary to earn 
the income until following taxable years. In other 
words, the tax court holds that advance payments 
received by a taxpayer, which are subject to 
income tax, must be returned in the year of 
receipt if owned or claimed by the taxpayer, 
regardless of the method of accounting which has 
been adopted, or when the funds are actually earned. 
Such application of the rule limits the accrual 
method to that class of cases where money has been 
earned and the right to it has been fixed, but the 
receipt is delayed to a subsequent taxable period. 
The application of the doctrine would in most 
cases result in a distortion of an accrual tax
payer's true income (Beacon Publishing Co., 218 F. 
2d 700, 1955). 
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This setback did little to stop the Commissioner or 

the Tax Courts in their continuation to use the claim of 

right doctrine in other cases. In another 1955 case, 

Curtis R. and Carol W. Andrews (23 T.C. 1026, 1955), advance 

payments for dance lessons were held to be income in the 

year of receipt despite the fact that the taxpayer was using 

the accrual method and the tuition was refundable in the 

future. The Court continued to apply the claim of right 

doctrine because of the unrestricted use of the funds by 

the taxpayer. 

Finally in 1957, the first case involving prepaid 

income reached the Supreme Court, Automobile Club of 

Michigan v. Commissioner (353 U.S. 180, 1957). The taxpayer 

recorded dues upon receipt as a liability called "Unearned 

Membership Dues." The prepaid dues were then allocated over 

a twelve month period on the basis of one-twelfth being 

allocated to each month. An amount equal to the month's 

allocation was then transferred to an income account titled 

"Membership Income." The taxpayer had used this method 

consistently since 1934. The Commissioner relied on the 

claim of right to make the advances part of income in the 

year of receipt. Both the Tax Court and the Court of 

Appeals relied on the claim of right using North American 

Oil Consolidated as their authority. 

The Supreme Court in its decision did not rest its 

ruling on North American Oil Consolidated, but attacked the 
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position on the basis of a poor method of accounting, 

". . . The pro rata allocation of the membership dues in 

monthly amounts is purely artificial and bears no relation

ship to the services which petitioner may in fact be called 

upon to render for the member" (Automobile Club of Michigan, 

353 U.S. 189, 1957). 

It appears that the Court would favor the deferral 

of membership dues if the method of income recognition was 

not "purely artificial" as held in this case. As an addi

tional point the Court ruled that the Commissioner did not 

exceed his authority as enunciated in Section 41 (1939 

I.R.C.); as authority the Court cited Brown v. Helvering 

(291 U.S. 193, 1934, 204-205). 

In his dissenting opinion, Mr. Justice Harlan pointed 

out that the claim of right doctrine announced in North 

American Oil Consolidated "... comes into play only in 

determining whether the treatment of an item of income 

should be influenced by the fact that the right to receive 

or keep it is in dispute: it does not relate to the entirely 

different question whether items that admittedly belong to 

the taxpayer may be attributed to a taxable year other than 

that of receipt in accordance with principles of accrual 

accounting" (Automobile Club of Michigan, 353 U.S. 191, 

1957). 

In 1957 Bressner Radio Company v. Commissioner 

(267 F. 2d 520, 1959), the Tax Court relying on Automobile 
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Club of Michigan, held that the proration of advance pay

ments for television servicing contracts was "purely 

artificial." 

The basis for rendering this decision was not the 

claim of right doctrine but an attack on the method of 

accounting. By disallowing a certain method of accounting 

the Commissioner could exercise the authority given to him 

under Section 41 of the 1939 IRC or its counterpart, 

Section 446 of the 1954 IRC to prescribe a method which 

would reflect income clearly. 

Bressner Radio was appealed to the Second Circuit 

Court of Appeals in 1959 (267 F. 2d 520). The Court noted 

that the Supreme Court in Automobile Club of Michigan denied 

the use of the deferral method because of a poor method of 

accounting instead of the more traditional tool, the claim 

of right doctrine. Prom this ruling the Appeals Court con

cluded that if a suitable method of deferral was used by the 

taxpayer, deferrals of advances would be held to reflect 

income clearly. The Court held that the method used by the 

taxpayer did reflect income and was not artificial. This 

finding was clearly based on the fact that the taxpayer^ 

deferral of income did closely match the related expenses. 

The judges went to extraordinary lengths in the 

preparation of their reasoning to allow the use of the 

deferral method in this case. Their attack was two pronged. 

First, the method of deferral was proven to their 



102 

satisfaction to be a method which did match costs with a 

reasonable degree of accuracy. The taxpayer had used as his 

basis for allocation his experience with a large number of 

service contracts he had written. In several years the 

taxpayer suffered losses on his service contract business, 

but due to the technical problems of early television, 

service contracts were needed in order to sell sets. 

On the second point the Court began a systematic 

attack on the claim of right doctrine as it had been applied 

in the case of prepayments. This plan of attack probably 

received some inspiration from Justice Harlan's dissenting 

opinion in Automobile Club of Michigan. 

The'Court stated, 

The final and crucial issue in this case is 
whether the prorata monthly deferral employed by 
the petitioner did "clearly reflect" income, or 
whether, as the Commissioner finally contends, it 
was "purely artificial" within the meaning of the 
Automobile Club decision. There is nothing 
apparently artificial about the petitioner's 
method of deferral here. Drawing on its experience 
with thousands of contracts it has demonstrated 
that it was subjected to a reasonably uniform 
demand for services, so that it could and did 
anticipate that the expenses incident to the 
performance which alone would entitle it to regard 
the sum received as earned would be distributed 
across the life of the contract. It therefore 
deferred revenues until they were earned, and thus 
matched them with foreseeably related expenses, 
which is the essential purpose of accrual 
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accounting. United States v. Anderson, 269 U.S. 
422, 1926 (Bressner Radio Company, 267 F. 2d 528, 
1959). 

By 1961 another case involving prepaid membership 

dues was reviewed by the Court of Claims and referred to the 

U. S. Supreme Court for resolution, American Automobile 

Association (367 U.S. 685, 1961). The Court of Claims used 

the Supreme Court's Automobile Club of Michigan reasoning 

as authority for declaring that the American Automobile 

Association's method of accounting was artificial and did 

not clearly reflect income. By ruling that the American 

Automobile Association's method was artificial the Commis

sioner could direct the taxpayer to use a method of his 

choice as per Section 41 of the 1939 IRC. 

The Supreme Court granted certiorari because of the 

apparent conflict between the Court of Claims' decision in 

the American Automobile Association and the Court of 

Appeals' decision in Bressner Radio Company. 

The Supreme Court's denial of the American Auto

mobile Association method of accounting rested on two 

factors: First, the method of deferral was held to be 

artificial due to its similarity to the method used in 

1. United States v. Anderson is the authority for 
the use of accrual accounting for tax purposes. Justice 
Stone held that under the purpose of Section 13 (d), 1916 
Internal Revenue Act, the taxpayer could keep his records 
for both financial and tax purposes according to "scientific 
accounting principles." 
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Automobile Club of Michigan. The second factor was 

Congress' repeal of Sections 452 and 462 of the 1954 IRC. 

In the terms of the method of accounting, the 

petitioner presented expert witnesses who testified to the 

soundness of the petitioner's method of deferrals. The 

petitioner's method was somewhat more sophisticated in that 

in addition to the deferral of the prepaid dues, certain 

operating expenses were also deferred and deducted on a 

prorata basis over the same time period as the dues were 

recognized. The Court quoted Michigan as authority and 

stated ". . . the system of accounting was 'purely 

artificial' based upon the finding that substantially all 

services are performed only upon a member's demand and the 

taxpayer's performance was not related to fixed dates after 

the tax year . . ." (American Automobile Association, p. 

691). In the Court's mind this lack of a fixed obligation 

distinguished the American Automobile Association case 

from Beacon Publishing Co. and Schuessler v. Commissioner 

(230 F. 2d 722, 1956) which involved situations where the 

future obligations were fixed as to the dates the services 

were to be performed by the taxpayers. 

The Court also took note of the fact that Congress 

had repealed, retroactively, Sections 452 and 462 of the 

1954 IRC which specially permitted the practice being used 

by the American Automobile Association. The Court held 

that this was a mandate from Congress to disallow the use 
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of deferrals. As added weight the Court pointed out that it 

had extended the use of the deferral method only to the case 

of prepaid subscriptions, while refusing to extend coverage 

to prepaid automobile club membership dues. 

As in Michigan, the dissenting opinion was an 

elaborate attack on the majority opinion. The dissenting 

opinion pointed out that the Court of Claims did find that 

the method of accounting used by the petitioner was in 

accordance with generally accepted accounting principles and 

did clearly reflect the petitioner's net income. The 

Supreme Court majority held th'at the Commissioner was 

authorized to set aside a method of reporting income even 

though the method conforms to sound accounting practices. 

This conflicts with the statutory language which permits 

the taxpayer to use his regularly employed method of account

ing for tax reporting as long as it clearly reflects his 

income. 

In distinguishing Michigan from the present case the 

minority pointed out that in Michigan there was no proof 

offered to indicate at what rate the taxpayer fulfilled his 

obligations under the membership contracts. The deferral 

was rejected because of this lack of proof showing a 

correlation between costs of fulfilling contract obligations 

and the revenue being deferred. The minority believed that 

if a reasonable method of deferral could be found, then the 

Court should permit deferrals (see Bressner Radio Company). 
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In reference to the repeal of Sections 452 and 462 

of the 19 54 IRC, the minority found just the opposite 

meaning from Congressional intent. Anticipated tax revenue 

loss and not Congress' wish to deny the use of deferrals 

for prepaids was regarded by the minority as the major 

reason for repeal. 

The intent of the repeal was clearly stated in a 

letter to the House Ways and Means Committee by the Treasury. 

The letter contained the following: 

Furthermore, the Treasury Department will not 
consider the repeal of section 452 as any indica
tion of congressional intent as to the proper 
treatment of prepaid subscriptions and other items 
of prepaid income, either under prior law or under 
other provisions of the 1954 code. In other words, 
the repeal of Section 452 will not be considered by 
the Department as either the acceptance or the 
^ejection by Congress of the decision in Beacon 
Publishing Co. v. Commissioner, 46 AFTR 1516, or 
any other judicial decisions (U. S. Congress, House, 
Committee on Ways and Means, 1955b, p. 5). 

The purpose of this letter was for the Treasury and the 

courts to ignore the repeal of Sections 452 and 462 as a 

signal for denial of deferrals for prepaids. 

This Congressional intent was further reinforced by 

the Senate Finance Committee in its Committee report cited 

on the first page of this study, "... your Committee 

believes that it is essential that the income tax laws be 

brought into harmony with generally accepted accounting 

principles" (U. S. Congress, House, Committee on Ways and 

Means, 1955b, p. 5). The dissenting opinion also indicated 
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that the government's position on prepaids was at odds with 

the statutes, regulations, and court decisions recognizing 

the acceptance of accrual,accounting for tax purposes. 

One interesting effect of the government's insistence 

on the application of the claim of right doctrine has been 

the unusual method of accounting that the taxpayer has been 

forced to use; it is part cash basis and part accrual with 

dues revenue on a cash basis and expenses on an accrual 

basis. This hybrid method is forced on the taxpayer since 

the Commissioner will not allow the taxpayer to use esti

mates either for his revenue recognition or for the 

establishment of reserves for estimated future expenses. 

The minority lists several cases where the courts have 

permitted the use of estimates for both revenue and 

expense measurements. 

In 1963 a third case concerning advances for 

services reached the Supreme Court. Schlude v. Commissioner 

(372 U.S. 128, 1963) involved a husband and wife partner

ship which operated an Arthur Murray Dance Studio. The 

taxpayers were on the accrual basis and deferred the 

unearned balance of dance contracts. Revenue was recog

nized on the basis of the number of lessons given in a year 

multiplied by the appropriate rate for the individual 

students. If a student had not taken any prepaid lessons 

for at least one year, the unearned balance of his contract 

was recognized as a gain and transferred to the revenue 
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account. Expenses such as sales commissions and the ten 

per cent royalty which was paid to Arthur Murray, Inc. were 

deducted annually and not allocated over the life of the 

contract. 

The payment system involved two different plans: 

(1) the student could use the cash plan where the entire 

down payment was in cash; where the contract was executed 

with the balance due in installments thereafter; and (2) 

the deferred payment plan which had part of the down payment 

in cash with the balance of the down payment due in stated 

installments. The remainder of the contract was payable 

as designated in a negotiable note. 

Under both contracts: (1) the amount of the tuition 

was certain and dependent on the number of lessons, (2) the 

student normally was not relieved of his contractual obliga

tion to pay the tuition, (3) there was no provision made for 

refunds, and (4) the contracts were noncancellable. The 

cash payments were comingled with the funds of the business 

and the negotiable notes were discounted at the bank with 

the proceeds being deposited in the business1 general bank 

account. 

The soundness of the accounting system was attested 

to by three certified public accountants. In their expert 

opinion, the Schlude (372 U.S. 885, 1963) accounting system 

truly reflected net income "in accordance with commercial 

accrual accounting standards." 
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The history of Schlude v. Commissioner began in the 

Tax Court (32 T.C. 127, 1959) where the deferral was dis

allowed. Upon appeal by the taxpayers the 8th Circuit Court 

(283 F. 2d 234, 1960) found for the taxpayers thus reversing 

the Tax Court. The Tax Court decision was rendered before 

American Automobile Association. Following the American 

Automobile Association case, certiorari was granted in 1961 

and the judgment of the appeals court vacated (367 U.S. 91). 

The case was remanded to the Appeals Court, where in light 

of American Automobile Association, the Court held that the 

taxpayers' method of accounting did not clearly reflect 

income and disallowed their deferral of advances. In 1963 

the Supreme Court reconsidered the case in order to ascer

tain whether the lower court misapprehended the scope of 

American Automobile Association. An active participant.in 

the writ of certiorari was the AICPA which acted as amicus 

curiae. 

In light of Automobile Club of Michigan and American 

Automobile Association the Supreme Court's decision was not 

a real surprise. In a 5 to 4 decision the Court upheld the 

Commissioner in ruling that the taxpayers' method of 

accounting did not "clearly reflect income" thus enabling 

the Commissioner in accordance with Section 41 of the 1939 

IRC to prescribe a method which in his opinion did clearly 

reflect income. The Commissioner's method of accounting 

recognized advances as income in the year of receipt 
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regardless of the balance which may be unearned by the end 

of the tax year. 

Again the majority of the Court supported its case 

on the repeal of Section 452, and Congress1 selective use 

in granting deferral privileges to prepaid subscriptions, 

Section 455, and prepaid membership dues, Section 456. 

Schlude, like Automobile Club of Michigan and 

American Automobile Association, had no fixed dates con

cerning the rendering of service nor was there any provision 

for refunds. Also, advances were under no restrictions. As 

in American Automobile Association and Automobile Club of 

Michigan, the majority based its decision on the fact that 

the services would be performed only upon the customer's 

demand, with no relation to fixed dates in the future. The 

Court also took note of the fact that the taxpayers had 

deducted royalties and sales commissions on an annual 

basis with no provision for deferral as was done with the 

revenue. 

In a somewhat predicted fashion, a lengthy dissent

ing opinion was presented by the minority which attacked 

the use of the claim of right doctrine and the Commis

sioner's argument for the use of "annual account" principles 

which would require that income not be allocated from one 

year to the next in order to reflect the effects of a long-

term transaction. The minority's view contended that these 

doctrines have no relevance in connection with advances as 
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applied to accrual taxpayers. These two doctrines con

tradicted the elementary principles of accrual accounting 

which were sanctioned under Section 41 of the 1939 IRC or 

Section 446 under 1954 IRC. 

The minority to support its position next took on 

the repeal of Section 452 and the related comments made by 

the Treasury and the various Congressional committees. 

The majority did not disapprove of the basic 

accounting system used to measure income from the dance 

lessons which had been given. The real problem rests on 

the treatment of the lessons which had not been taught by 

the end of the tax year. The balance of the untaught 

lessons have three possible states: none, some, or all will 

be taught in the future. 

The minority felt that the real problem area in 

Schlude was the method used to recognize cancellations. 

This problem was compounded by the fact that the date for 

rendering lessons was not fixed. But, the Court did not 

suggest that if the contracts had the dates fixed then this 

would be sufficient to make the accounting system "clearly 

reflect income." 

The minority continued to point out that even if 

the taxpayer had used a statistical estimate for the amount 

of cancelled contracts to be included in the year of receipt, 

the taxpayer would suffer the same fate as the American 

Automobile Association with its statistical estimates. 
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Mr. Justice Stewart summarized the minority's 

feelings concerning Automobile Club of Michigan and American 

Automobile Association with this observation: "It seems to 

me that this decision, the third of a trilogy of cases 

purportedly decided on their own peculiar facts, in truth 

completes the mutilation of a basic element of the accrual 

method of reporting income—a method which has been 

explicitly approved by Congress for almost half a century" 

(Schlude v. Commissioner, 372 U.S. 128, 1963). 

Following this decision, the idea of deferral for 

any advances involving services did not look too promising 

except for those allowed specifically by statute. Earlier 

in 1960, the Commissioner reacted to the Bressner (1959) 

decision by publishing Revenue Ruling 60-85 (1960) which 

disallowed deferrals for royalties, rents, bonuses, etc., 

all of which are forms of services. The period of the 

contract made no difference; it would be definite or 

indefinite, there was no deferral allowed. With the 

issuance of Revenue Ruling 60-85, the Commissioner publicly 

stated the service's opposition to any deferral for prepaid 

services. 

It was not until 1968 when the first break came in 

the disallowance of deferrals for prepaid services. This 

final and significant case was Artnell Company v. Commis

sioner (1170,085 P-H Memo T.C., 1970). Artnell purchased 

the net assets of the White Sox Corporation in May of 1962. 
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The White Sox Corporation was liquidated on May 31, 1962 and 

filed a short-year tax return. White Sox was an accrual 

basis taxpayer and had collected, prior to the liquidation 

date, $954,000 in advance revenues. In terms of the number 

of home games to be played, $762,000 of the advances was 

unearned on May 31, 1962. White Sox was on a fiscal year 

which ended October 31. Because of the tax year's ending 

date there was not any unearned revenue at the end of each 

year. However, due to the liquidation occurring before the 

end of the baseball season there was a substantial amount of 

unearned revenue remaining on the books. 

The Tax Court held that the unearned revenue was 

taxable income to the liquidating corporation. Upon appeal 

to the 7th Circuit, the unearned revenues were held not to 

be taxable income due to the fact that the remaining games 

were to be played on a fixed schedule with a slight varia

tion for rained out games. The case was then remanded back 

to the Tax Court in order to determine if the taxpayer's 

system reflected income clearly. 

In the appeal case the Commissioner depended heavily 

on the fact that Congress had extended legislative grace in 

only two specific situations involving advances; namely, for 

membership dues of certain organizations and prepaid 

subscriptions. Another argument used by the Commissioner 

was that income tax accounting relied on the notion of the 

annual accounting period and not on a completed transaction 
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for revenue recognition. The use of deferrals was not 

compatible with the annual accounting principle and was an 

excellent example of the transactional approach to account

ing. 

The Appeals Court did distinguish Artnell from the 

trilogy of the Supreme Court. In Automobile Club of 

Michigan, American Automobile Association, and Schlude none 

of the cases involved obligations of a fixed nature. The 

fulfillment of the White Sox's obligations was not dependent 

on the desires of the customers but were fixed, therefore 

not subject to any denial of deferral. 

The Appeals Court ruled that in the Commissioner's 

argument only Congress could grant the taxpayer the right 

to use a deferral method for prepaid income: 

It is our best judgment that, although the 
policy of deferring where possible, to Congres
sional procedures in the tax field will cause the 
Supreme Court to accord, the widest possible 
latitude to the Commissioner's discretion, there 
must be situations where the deferral technique 
will so clearly reflect income that the Court will 
find an abuse of discretion if the Commissioner 
rejects it (Artnell, 1970, p. 984). 

It is apparent from the Appeals Court reasoning in 

this case that the deferral for fixed obligations was 

appropriate and reflects income clearly. Evidently the 

Court felt that the deferral for fixed obligations stepped 

over a kind of imaginary line which separated it from the 

other types of obligations where deferral was not allowed. 
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The other obligations in many cases had no provision for 

refunds, the time period in which the obligations could be 

satisfied was not fixed in duration, and the time of ful

fillment of the obligation was left to the discretion of 

the client. In this case dates were fixed and there was a 

provision for refunds. The Appeals Court also looked at a 

case of similar nature and found Beacon Publishing Company 

(218 F. 2d 697, 1955) where the obligations were fixed and 

the Court permitted deferral. The Supreme Court later in 

Automobile Club of Michigan distinguished Beacon on its 

facts, but did not express any opinion as to its correct

ness . 

Upon the remand from the higher court, the Tax 

Court found that Artnell's method of accounting for revenues 

and expenses for the pre-May 31 date and the post-May 31 was 

superior to that of the Commissioner's and more clearly 

reflected income. 

Later in 1970, the Internal Revenue Service issued 

a press release announcing that it was abandoning its 

position on the deferral of prepaid services for accrual 

basis taxpayers. This was formalized with Revenue Procedure 

70-21 which was later superceded by 71-21. 



CHAPTER 6 

PREPAID INCOME FOR GOODS 

Gross Income Versus Gross Receipts 

In light of generally accepted accounting principles 

sales of goods or property are recognized when title to the 

property changes hands. When an advance payment is involved 

sales or revenue recognition still takes place when title 

changes hands. 

In connection with advance payments for goods, there 

are two basic problems involved in revenue recognition. The 

first, which is probably the more difficult of the two is: 

when is the transaction closed for tax purposes? This 

is a continuance of the old tax problem of the need for 

annual accounting versus the transaction approach which 

tends to be favored by financial accountants. Th.e second 

problem is the amount of revenue to be recognized for tax 

purposes. A quick review of Section 61 [the predecessor was 

Section 22(a) of the 1939 Code] and its related Regulation 

1.61-3(a) defined gross income—"in a manufacturing, 

merchandising, or mining business, 'gross income' means the 

total sales, less the cost of goods sold . . . ." His

torically the IRS began its attack on advances for goods 

by trying to measure or estimate gross income in terms of 

116 
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sales less cost of goods sold, but in later years gross 

receipts were used as a measure of gross income [see 

S. Garber,Inc. (51 T.C. 733, 1969)]. Some authorities 

have pointed out that by considering gross receipts as 

gross income the Internal Revenue Service was taxing the 

return of capital, the estimated cost of the good which was 

"sold." 

In the later part of the 1960's the emphasis of the 

Commissioner's attack shifted to the use of the claim of 

right doctrine to include advances for goods as part of 

gross income. The Commissioner's use of the claim of right 

and the Supreme Court's decisions in Schlude, Automobile 

Club of Michigan, and American Automobile Association met 

with success in the courts. This success is probably due to 

the court's lack of differentiation between gross income for 

services and for goods. In the case of services, gross 

income under Section 61(a) (1) is equal to the gross 

receipts. The regulations consider gross income for the 

sale of goods to be equal to the gross profit or sales less 

cost of goods sold. This distinction has been lost even to 

the Treasury. This lack of comprehension can be best 

dramatized by Jerome Kurtz's (1968) remarks as Tax Legisla

tive Counsel for the U. S. Treasury Department at the annual 

meeting of the Ohio Society of CPA's in 1968 (see comments 

on this speech by Gilbert Simonetti, Jr. in the same 

source). Kurtz (1968, p. 68) said about the distinction 
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between advances for merchandise and services, "And from the 

service case it is a short step to the merchandise case. In 

fact, I'm not sure it is any step at all—the cases are 

really indistinguishable. Yet for some reason many tax 

practitioners who readily accept the decision in the rent 

case protest to the same rules being applied in the 

merchandise case. The distinction is anything but clear in 

my mind . . . ." 

As part of the counter attack on the inclusion of 

advances for merchandise, the taxpayer argued that if the 

advance is to be considered gross income, then under the 

regulations pertaining to the definition of gross income 

there should be an allowable deduction equal to the esti

mated cost of goods sold. This approach by the taxpayer led 

to naught in the courts [see S. Garber,Inc.; and Hagen 

Advertising Displays, Inc. v. Commissioner (407 F. 2d 1105, 

19 69)]. The courts threw this notion out on the grounds of 

poor accounting records or due to the taxpayer's having the 

goods in his ending inventory, thus not sold for cost of 

goods sold purposes. 

Katcher (1969) discussed some of the pitfalls to 

which advances for goods have been subject. 

1, General Accounting—Tax Accounting Dichotomy. Pre

paid services and to a lesser degree, advances for 

goods, have both suffered from the Commissioner's 

refusal to allow the use of generally accepted 
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accounting principles for tax purposes. By applying 

the cash basis to advances the Commissioner has all 

but eliminated the sense of any deferral. 

2. Refundability as a Taxability Criterion. The Tax 

Court has placed special emphasis on the refundable 

nature of any advance as an important criterion for 

determining taxability. This is an artificial 

criterion. Normally where sales of goods are 

concerned, the deposit is generally refundable. The 

refundable feature may be spelled out explicitly in 

the contract or the depositor may be entitled to a 

refund in a situation where the seller defaults. 

If a seller defaults, the depositor may be entitled 

to sue in order to recover his deposit and possibly 

for damages. 

The courts have generally looked only at the 

contract to determine refundability. The notion of 

a suit by the depositor seems to have little basis. 

This is a case where the court may have put form 

first and the substance of the contract second. 

Right of a refund should be determined by the 

private contract, the common law or the Uniform 

Commercial Code. 

3. Claim of Right Doctrine, Katcher points out that an 

advance is one form of a loan. Simply because the 

recipient has the unrestricted use of the funds is 
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no reason to consider it taxable. Unrestricted use 

is a normal condition for many loans and the 

proceeds are not considered income to the recipient. 

4. Transactional Accounting Versus Annual Accounting. 

The annual accounting requirement of the Internal 

Revenue is in direct contradiction with the trans

actional approach when referring to the recording 

of prepaid income. It is held by Katcher that the 

Commissioner's insistence on the use of the annual 

accounting concept is an abuse of his discretion 

under Section 446. 

5. Confusion Between Services and Merchandise Cases. 

The Tax Court has used the Supreme Court's holdings 

in Automobile Club of Michigan, American Automobile 

Association, and Schlude, all of which concerned 

advances for services as authority to disallow 

deferrals for advances in connection with goods. 

Katcher and others have continuously pointed out 

that under Section 61 and its related regulations 

the gross income for goods and services are not 

necessarily computed in the same fashion (Abrams, 

1967, pp. 577, 585, 586). 

When Is A Sale Made? 

In order to determine the year of inclusion, the 

courts have looked for an event which makes a sale a closed 



121 

transaction. The sale itself may be preceded by full or 

partial payment and the establishment of some form of an 

executory agreement or contract to sell. 

The amount of the gross income from the sale of 

goods is controlled by Section 61 of the Code and Regulation 

1.61-3(a). The year of inclusion is governed by Regulation 

1.451-1(a) which states that items shall be included in 

gross income for the year in which they are received or 

may be included in gross income in another year if in 

accordance with the taxpayer's method of accounting. 

Regulation 1.61-6 states that the gain from the sale of 

property must be determined at the time of the sale [see 

Bourne v. Commissioner (62 F. 2d 648, 1933) and Lucas, 

Commissioner v. North Texas Lumber Co. (281 U.S. 11, 

1930)]. 

The courts have tended to consider advances as 

receipts from sales, thus including the advances in taxable 

income in the year of receipt. The taxpayer, on the other 

hand, argues that the advance is not derived from a sale, 

therefore it is not a part of gross income. 

Most taxpayers have argued that an advance is part 

of an executory agreement and not a contract of sale. 

Words and Phrases (1960) defines contract of sale as, 

". . . an agreement to transfer" and a "sale is a transfer 

of title (Webb v, Clark County, 159 N.E. 19, 21, 87 Inc. 

App. 103)." 
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Words and Phrases (1960) also distinguished 

executory agreement from a contract of sale. 

The distinction between a "contract of sale" 
and a mere "executory agreement" is that upon a 
sale the subject of the contract becomes the 
property of the buyer the moment the contract is 
concluded whether delivered or not; whereas, in 
an executory agreement the title remains in the 
seller until the contract is executed. Loval v. 
Wolf, 60 So 298, 299, 179 Ala 505; Oklahoma Moline 
Plow Co. v. Smith, 139 P. 285, 286, 41 Okl. 498. 

Some critics have expressed the opinion that the 

courts and Internal Revenue have confused a contract for 

sale with a contract of sale. Words and Phrases (1960) 

defines contract for sale in the following manner: "A 

contract for the sale of articles, which the vendor, in 

the ordinary course of his business, will manufacture or 

produce for the general market, whether he handled them at 

the time or not, is a contract for the sale of goods. 

Lombard Water Wheel Governor Co. v. Great Northern Paper 

Co. 63 A, 555, 557, 101 Me 114 GLRA., N.S. 180." 

From the Commissioner's viewpoint it appears that 

he holds that there is no difference between an executory 

or a contract to sell and a completed sale. The above 

attitude can be surmised from the Commission's insistence 

in taxing advance payment for goods. 

Judicial History of Advances for Goods 

One of the earliest cases dealing with a prepayment 

was Sophia M. Garretson v. Commissioner (10 BTA 1381, 1928). 
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The controlling factor in this case was whether an advance 

payment was income as under an installment sale and would 

bring the payment into gross income or an option payment 

which would not be taxable until the sale was executed. 

In 1919 Garretson received $4,000 of the $16,000 

selling price for a piece of land. The completion of the 

sale was contingent on the buyer's obtaining the land from a 

leasee peacefully in 1920. In the past there had been a 

history of difficulties in dealing with the Indian tenants 

and the buyer wished to avoid any confrontation. The 

Board of Tax Appeals (BTA) held that the peaceful delivery 

of the land bound the buyer to the contract to purchase thus 

making 1920 the year of execution of a completed sale. 

This case illustrates that the Board was trying to 

determine the year the sale was consummated, which was not 

the same year the contract was executed. This principle was 

further expounded in Veenstra & DeHaan Coal Co. (11 T.C. 

964, 1948). In the case of sales of goods, the court was 

looking for a closed transaction which would indicate a lack 

of any contingency permitting either the buyer or seller to 

withdraw from completing the sale. 

Another early case dealing with advances for goods 

was Summit Coal Company v. Commissioner (18 BTA 983, 1930). 

Summit was given a $150,000 advance which was to be used to 

pay off indebtedness and make improvements in its mining 

properties. In return Summit executed nonnegotiable and 
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nonassignable notes in the amount of the advance. It was 

intended that the notes would be repaid by the delivery of 

coal with the notes being cancelled at the rate of $1.00 per 

ton delivered. Summit recognized income from the mining of 

coal on the basis of the selling price of the coal shipped. 

A portion of the income recognized was the $1.00 per ton 

cancellation of the notes. When, due to problems on the 

part of the buyers, the coal shipments were stopped, 

Summit's accountant recognized erroneously the cancellation 

of the outstanding balance of the advances as income 

entitled "deposits on coal contracts forfeited." The 

Commissioner wanted to include this amount in gross income. 

The Board of Tax Appeals held that there was no cancella

tion of debt at this point in time since the debt was 

evidenced in notes. Any income from the forfeiture would 

be determinable after claims of damages were settled between 

the parties. 

The Internal Revenue Service did not question the 

method of income recognition in relation to the repayment 

of the advance; this is probably due to the truly financial 

nature of the advance, and the use of notes as evidence of 

debt and the sale of future or unascertained goods. 

Veenstra & DeHaan provided an important decision on 

advances for merchandise. Veenstra & DeHaan were in the 

business of retailing coal and coke. During 1943 and 

throughout the war the retail coal business became a 
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"seller's market" thus enabling Veenstra & DeHaan to enter 

into contracts with their customers whereby they were 

required to make advance payments in the form of deposits. 

The deposits were then applied to the selling price which 

was current at the time of delivery. Due to the shortage 

of coal and coke, prices and quantities and delivery dates 

were highly uncertain. Veenstra & DeHaan never had an 

inventory sufficient to satisfy the contract covered by the 

deposits. The deposits were refundable if delivery could 

not be made or if the quantity of the coal or coke did not 

meet the customer's satisfaction. The net effect of the 

deposit arrangement was that Veenstra & DeHaan were using 

customers' working capital instead of their own in the 

purchase of inventory. The deposits were placed in the 

firm's one bank account. The case dealt specifically with 

the 1943 tax year. Veenstra & DeHaan had cash advances of 

$11,380 which the Commissioner contended were taxable income 

for the year 1943. 

The Tax Court began its findings with the definition 

of gross income as described in Section 22(a) of the 1939 

Internal Revenue Code. Section 22(a) describes income which 

is labeled "gross income." But gross receipts are not 

necessarily equivalent to gross income. {See Doyle v. 

Mitchell Brothers Company (247 U.S. 179, 1918); Southern 

Pacific Company v. Lowe (247 U.S. 330, 1918)]. Gross 



126 

receipts for the sale of goods or property normally consist 

of a return of capital which is not part of taxable income. 

In determining the taxable year of inclusion the 

Court relied on the distinction between a "contract to 

sell" and a "contract of sale," with the former an executory 

contract under which title was to pass from the seller to 

the buyer at some future time. In the case of a gain the 

gross profits from the sale of goods is included in gross 

income when the sale is consummated, i.e., title changes 

hands, and not in the years the contract was executed and 

the advance payment was made. The Court bottomed its 

decision on Sophia M. Garretson and Consolidated Utilities 

Company v. Commissioner (84 F. 2d 548, 1936). The court 

continued: "Not until the transaction of sale is a closed 

one will a gain arise which will constitute gross income to 

the vendor (Veenstra & DeHaan)" (Veenstra & DeHaan, 11 T.C. 

967, 1948). 

The Court also blocked the taxation of advances by 

excluding estimation of gains (gross income) from advances. 

On this point the Court quoted Consolidated Utilities 

Company v. Commissioner (84 F. 2d 550, 1936) , "the state 

taxes gains from sales, not estimated gains from contracts 

to sell . . . ." 

The Commissioner in his brief relied on such cases 

as South Tacoma Motor Company, Your Health Club, Inc., and 

National Airlines, Inc. Those cases involved advances for 
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personal services where the transactions were closed in the 

taxable years of receipt. The Court found in Veenstra & 

DeHaan the transactions were not closed since the contracts 

were contingent upon and involved the future sale of 

unascertained goods. The advance received under these 

executory contracts would constitute gross income only if 

the sales transactions were completed. 

The Court compared Veenstra & DeHaan's deposits for 

future sales with the loan arrangement in Summit Coal " 

Company where receipt of the loan was not held taxable, but 

became income when the loan balance was reduced through 

deliveries. 

A few years later in 1951 another advance payment 

case came before the Tax Court, Woodlawn Park Cemetery 

Company (16 T.C. 1067, 1951) in which the taxpayer had 

received advance payments for burial space in a mausoleum 

to be built by the taxpayer. Due to the war-time scarcities 

Of 1945, the taxpayer could not finish the construction of 

the mausoleum on schedule. 

The Commissioner, disregarding the executory nature 

of the sales contracts, took the position that the estimated 

gain from the advance payments was gross income for 1945. 

As far as the Commissioner was concerned, the only question 

was the determination of the estimated costs of construc

tion. 
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The Tax Court held for the taxpayer by concluding 

that: (1) a contract to sell, where either party may with

draw, is not a completed sale; (2) the contracts under 

consideration were executory in nature, involving the 

future delivery of goods, thus not a completed sale; and 

(3) if the Commissioner did prevail, the costs of the units 

would be subject to arbitrary estimates for the year 1945. 

The findings in Woodlawn and the earlier cases 

upheld the deferral notion of the closed transaction type 

of accounting. This conflicts with the Commissioner's use 

of the annual accounting method of determining income. 

Even with these setbacks and the acquiesces published by 

the Commissioner, he still continued to try and block the 

use of deferrals for the sale of goods. 

The next encounter in the courts was Watkins v. 

United States (287 F. 2d 932, 1961), in which the taxpayer 

was an independent distributor of industrial rubber goods. 

Watkins did not carry any inventory but placed orders with 

the suppliers and had the goods shipped directly to the 

customer who was then billed by Watkins. 

Early in 1953, Watkins received an advance payment 

for some merchandise to be delivered at a later date. As 

of the end of the tax year the goods had not been delivered, 

thus necessitating a deferral situation. 

Watkins cited as a defense for the deferral of 

income recognition, Veenstra & DeHaan and Woodlawn. The 
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Court concurred with Watkins even though the cited cases 

involved accrual basis taxpayers, and Watkins was on the 

cash basis. In addition, the Court also mentioned the fact 

that no cost of goods sold could be established since no 

goods had been delivered, therefore the gain or gross 

income was undeterminable. The government offered no cases 

as authority to disallow the deferral of the advance. 

In 1963 a slightly different advance payment case 

came up to the Seventh Circuit Court of Appeals, 

Consolidated-Hammer. In Consolidated-Hammer the taxpayer 

received partial payments during the construction of some 

high altitude cameras for the air force; Consolidated 

contended that these payments were in the form of a loan 

while the Commissioner took the opposite view and wanted 

to include the payments as part of gross income. 

In general, the terms of the contract called for 

partial payment to be made by the contracting officer who 

oversaw the contract. As with most government contracts, 

title to all the tools, parts, and work in process passed 

to the government as they were acquired by the contractor. 

The Court felt that this arrangement of transferring title 

was characteristic of the security often used by a 

creditor who makes advancement. All of the partial payments 

were made prior to the acceptance of the finished product. 

The Court contended that these advancements were in the 

nature of a financial arrangement like a loan where the 
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proceeds were not taxable income. Under this contract, 

Consolidated couid have been required to make refunds if 

the finished product was not acceptable. 

The Commissioner's main attack consisted of the use 

of the claim of right doctrine. The Commissioner argued 

that the probability of a refund by Consolidated was 

immaterial since this type of situation was covered by 

North American Oil Consolidated, Automobile Club of 

Michigan, and American Automobile Association. The Court 

distinguished Consolidated-Hammer on these cases since it 

was concerned with sale of goods rather than advances for 

services. While this distinction of advances for goods or 

services was important, it was not the controlling factor 

in the Court's thinking. 

The taxpayer and the Court rested the case on 

United States v. D. Allan Harmon (205 F. 2d 919, 1953). 

Harmon, a contractor working for the federal government, 

substantially completed his contract by the end of 1943. 

The final accounting for the reimbursements of costs and 

the fixed fee to be received by Harmon were not settled 

until well into 1944. The question facing the court in 

this case was which year, 1943 or 1944, was the income to 

be included? The Court ruled that the liability to pay 

costs plus the fixed fee was not certain and final until 

the audits were completed in 1944. 
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The application of Harmon reinforced the Court's 

rejection of the claim of right doctrine in Consolidated-

Hammer. Any income derived from these air force contracts 

would be reported in the year of completion. 

In 1965 deferrals for advance payment for goods 

received two major setbacks, Fifth and York Company v. 

United States (234 F. Supp. 421, 1965) and Farrara, Chester 

and Doris (44 T.C. 189, 1965). It appeared that the 

influence of the Supreme Court's rulings in Automobile Club 

of Michigan, American Automobile Association, and Schlude 

started to weigh heavily in the minds of the lower courts 

when it came to the deferral of income regardless of 

whether it was for goods or services. 

In Fifth and York the taxpayer sold new 1954 

Pontiacs with a special privilege of an even trade of the 

1954 for a new 1955 Pontiac in the next year. The special 

two-forgone sales feature was available for an additional 

$400 paid when the 1954 car was purchased. In order to 

trade even-up, the customer's car could be subject to only 

normal wear and tear. Nine customers made their trade in 

late 1954 with eighty-six trades being made in 1955. Fifth 

and York recognized half the gross profit on the two-for-one 

sales in 1954 when the first car was sold and recognized the 

remaining half of the gross profit when the trade-in took 

place mainly in 1955. 

[ 

i 
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The District Court held that the recognition of the 

second half of the gross profit was dependent on a 

contingency—demand for and delivery of the second car. 

The delivery of the second car was dependent on two factors: 

(1) that the buyer asked for the exchange and (2) that the 

trade-in car was subject only to normal wear and tear. If 

for any reason the customer did not exercise his trade 

right the entire gross profit would fall into 1954's 

income. The recalculation of the 1954 income would require 

the subsequent reopening of a prior tax year which conflicts 

with the annual accounting principle of federal income tax. 

The Court continued by citing the Commissioner's 

power of discretion under Section 446. In connection with 

the discretion rule the Court applied the claim of right 

doctrine to include the entire gross profit in 1954. 

The taxpayer countered with Consolidated-Hammer. 

But the Court distinguished the present case by the 

manufacturing nature of Consolidated-Hammer. The Court 

also made no distinction between advances for goods or 

services by referring to cases involving both goods and 

services where deferrals were denied. 

The last part of the Court's ruling used the repeal 

of Section 452 and Congress's reluctance to broaden the 

acceptance of deferrals except by very limited additions to 

the Code such as Section 455 permitting deferrals for pre

paid subscriptions. This portion of the Court's argument 
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was apparently a replay of the Supreme Court's reasoning in 

American Automobile Association. 

In Farrara, a somewhat different variation of a 

lottery was used to promote the sale of men's clothes. The 

taxpayer who owned a men's clothing store organized "suit 

clubs" where the "members" paid a fixed amount each week to 

Farrara. Farrara would then hold a weekly drawing to 

determine the winner of a new suit. At the end of the term 

(usually 50 weeks) any member who did not win a weekly 

drawing was entitled to a certificate for merchandise in an 

amount equal to the sum of the money he paid to the suit 

club. If a member stopped making payments before the end of 

the term, he would receive a certificate equal to the 

payments he made. The members were not entitled to receive 

a refund. 

The funds received as payments to the suit clubs 

were co-mingled with the other funds of the business. 

Farrara reported the income from the certificates as they 

were exchanged for merchandise. 

The Tax Court held against Farrara in that the 

receipts from the suit club should be included in gross 

income in the year of receipt. The Court emphasized that 

. . advance payments for merchandise to be selected and 

delivered at a later time received without restriction as to 

use and without obligation to refund are includible in the 

year of receipt." The authority for this finding was 
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American Automobile Association and Schlude. In one short 

paragraph the Court could not make any distinction between 

advance payments for the future sale of goods or services. 

The Court also looked to the repeal of Section 452 for 

authority in denying the use of deferrals for prepaids. The 

Court used Consolidated-Hammer and Veenstra & DeHaan as 

cases where advances represented "deposits" which were un

like the unrefundable amounts in Farrara. 

In the late 196 0's parties involved in litigating 

advances for the future sale of goods apparently shifted the 

emphasis of their defense from deferral to the use of 

deductions equal to the estimated cost of goods sold. The 

basis for this logic appears to be connected with the 

definition of gross income as expressed in Regulation 

1.61-3 (a). The definition of gross income for a merchandis

ing entity is sales less cost of goods sold. Further, if 

sales is included in gross income, then the taxpayer is being 

taxed on the return of capital (cost of goods sold) which 

is normally nontaxable. [See Schuessler v. Commissioner, 

1956; American National Company v. United States (274 U.S. 

99, 1927); and Hilinsky v. Commissioner (237 F. 2d 703, 

1956)] . 

In 1965 Modernaire Interiors, Inc. (1168,252 P-H 

Memo T.C., 19 6 8) came before the Tax Court. The taxpayer's 

principal business was the sale of furniture at retail. At 

issue was advance payments received from customers for 
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custom-made furniture. The deposits were co-mingled with 

the taxpayer's other funds. Revenue recognition took place 

upon delivery of the furniture. The taxpayer had a policy 

of granting no refunds. 

The Court ruled against the taxpayer citing as 

authority Wallace A. and Ruth Moritz (21 T.C. 622, 1954), 

Farrara, and Hagen Advertising Displays, Inc. The Court 

distinguished all the pro-revenue deferral cases cited by 

Modernaire. 

The taxpayer countered that if deferral of revenue 

was denied a deduction should be allowed equal to the 

estimated cost of the goods "sold"; the Court held that the 

manufacturer's price lists were not sufficient evidence of 

the actual cost of the custom-made items. The Court felt 

that there was not sufficient evidence presented to support 

an offsetting cost of goods sold deduction. 

The use of deduction equal to the estimated cost of 

goods sold was also attempted in S. Garber. Garber was 

engaged in the wholesale business of selling fur coats. 

Garber recorded the advances as liabilities and deferred 

income recognition until the coats were ready for delivery. 

There was no restriction placed on the use of the advance 

payments. 

Garber used as a defense the fact that no sale had 

taken place since the coats had not been delivered. The 

Commissioner countered with American Automobile Association, 
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and ended with Hagen Advertising Displays. The Court 

commented on the unrestricted receipt of cash and said, "It 

seems to us that when someone receives money in this 

fashion it must be treated either as a gift or income in 

the year of receipt." As authority for this finding the 

Court cited American Oil Consolidated and Wallace A. Moritz. 

Garber also argued that under Section 446 of the Code the 

method he used for his financial statements was appropriate 

for tax purposes. Garber contended that if the Commissioner 

forced him to change his method of accounting this would be 

an abuse of the Commissioner's power under Section 446. The 

Court did not support this contention and cited Schlude, 

Automobile Club of Michigan, Automobile Club of New York, 

and Hagen Advertising Displays. 

The taxpayer also argued that since the advances 

were refundable this case should be distinguished from such 

cases as Chester Farrara and Hagen Advertising Displays, 

The Court countered with North American Oil and ruled 

against the taxpayer. 

The taxpayer's final argument was for a deduction 

equal to the estimated cost of goods sold for the custom fur 

coats. The Court disallowed the deduction since Garber 

still had the coats in question included in his inventory 

at the end of the tax year. To add more authority to the 

Court's findings, the Court indicated that Regulation 
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1.61-3 (.a) does not suggest that an attempt must be made to 

match a particular item of inventory with a particular sale. 

One of the most significant cases involving advances 

for goods to be manufactured and delivered in the future is 

Hagen Advertising Displays. The taxpayer was in the 

business of manufacturing outdoor advertising signs on a 

custom-made basis. Hagen maintained his books on the 

accrual basis. Several of Hagen's customers were con

tinuously establishing new dealerships for which signs were 

needed. The customers would place a blanket order for a 

large number of signs which would be delivered as directed 

by the customer to the new dealerships. In most cases the 

entire blanket order would be filled by the end of the year. 

In a few instances filling a blanket order might take as 

long as two or three years. The majority of Hagen's sign 

business was the usual manufacturing, delivering, and 

billing cycle. Only in a few cases would a customer be 

billed in advance of the delivery of signs. In some 

advance situations Hagen had already completed the signs 

which were carried as part of the regular inventory. Hagen 

recorded the advances as liabilities with a transfer to 

sales when the signs were delivered. 

Hagen*s inventory consisted of completed signs and 

workt-in-process. Approximately 8 0 per cent of the 

inventory's cost consisted of materials and other direct 

costs. Hagen did not allocate his cost between those signs 
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which were made for customers with advance payments and 

other customers. From these records there was not suffi

cient evidence to allocate costs to those signs which were 

paid for in advance. Hagen computed his cost of goods sold 

by taking beginning inventory plus the labor, materials, 

and overhead incurred during the year less the costs 

embodied in ending inventory. 

Hagen assumed that prepayments for goods to be 

delivered in the future were not income until the goods were 

delivered under the provisions of Section 61 and its related 

regulations. The taxpayer also relied on Veenstra & DeHaan, 

Woodlawn Park, Watkins v. United States, and Consolidated-

Hammer . Hagen distinguished the prepayments for goods from 

advances for personal services which, for the most part, 

were includible in gross income in the year of receipt 

(.see Schlude and American Automobile Association) . 

The Court distinguished Consolidated-Hammer on the 

grounds the advances were in the nature of a loan which was 

not the case in Hagen Advertising Displays. The Court 

quickly differentiated the remainder of the cases on which 

Hagen had relied. 

Hagen contended that the revenue from the advances 

should not be recognized until the goods were delivered, 

thus completing the sale. The Tax Court countered with a 

quote from Automobile Club of New York, Inc. v. Commissioner 

(304 F. 2d 781, 1962), a prepaid personal service case, "But 



139 

where there is actual receipt and the funds are at the un

restricted disposal of the taxpayer, as in the case here, 

all the events have already occurred that call for accrual. 

It has not been the practice in tax accounting to enter upon 

a further inquiry as to whether the income has been 'earned' 

in order to defer the reporting of such income to a later 

year." 

The Tax Court also took a look at Section 61 and the 

related regulations. The Court could not find anything in 

the regulation defining gross income for a manufacturer 

which ". . . suggests that an attempt must be made to match 

a particular purchase with a particular sale or a particular 

item in inventory" (Hagen Advertising Displays, 1969, p. 

147) . 

Hagen's method of accounting did not permit deter

mination for the cost of the signs which were paid for in 

advance. In addition, Hagen did not contend that either 

his cost of goods sold or his ending inventory were in 

error so the Court assumed that both were correct, thus 

destroying Hagen's chance for an adjustment to cost of goods 

sold if advances were to be included in gross income. 

The difference between advances for goods and 

personal services was settled by the Court. The Court 

based its argument on Chester Farrara. Following this line 

of reasoning the Court did not distinguish American 
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Automobile Association or Schlude because of the personal 

service nature of the prepaids in these two cases. 

The Tax Court also felt that the Commissioner had 

not abused the discretion provided under Section 446. The 

Tax Court's authority for non-abuse under Section 446 

was the Commissioner's actions in Schlude, Automobile Club 

of Michigan, Brown v. Helvering, and Automobile Club of New 

York. 

Perhaps one of the most distinguishing features of 

the Hagen case was Judge Hoyt's dissenting opinion. Judge 

Hoyt was concerned with the majority's finding that the 

ending inventory should include goods which had been paid 

for in advance. But it was Judge Hoyt's contention that 

since the cost of the goods sold in question was still in 

ending inventory which was included in gross income it had 

the net effect of taxing gross receipts. The judge felt that 

Hagen's method of accounting had complied fully with 

Section 446 and Section 61 and therefore did clearly reflect 

income. Judge Hoyt attacked the notion of a disallowance 

for a deduction equal to the estimated cost of goods sold 

by citing Lela Sullenger. 

Judge Hoyt quoted the following: 

The Commissioner has always recognized, as 
indeed he must to stay within the Constitution, 
that the cost of goods sold must be deducted 
from gross receipts in order to arrive at gross 
income. No more than gross income can be sub
jected to income tax upon any theory. . . . No 
authority has been cited for denying this 
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taxpayer the cost of goods sold in computing his 
profit, which profit alone is gross income, for 
income tax purposes . . . IJudge Hoyt's emphasis 
added] (Lela Sullenger, 1948, p. 1077). 

Judge Hoyt believed that the same principle was 

applicable in Hagen. In Sullenger the Commissioner 

attempted to tax "more than gross income" by improperly 

reducing cost of goods sold. In Hagen Advertising Displays 

the Commissioner was trying to tax gross receipts without 

any reduction for cost of goods sold. Judge Hoyt noted 

that despite the fact that the reasons for the adjustments 

did differ, the net effect in Hagen Advertising Displays was 

the same as in Sullenger and therefore improper. Judge 

Hoyt also cited several other authorities: Watkins v. United 

States and Woodlawn Park Cemetery. 

Judge Hoyt agreed with Hagen in citing as authority 

for his position, Veenstra & DeHaan. Judge Hoyt pointed out 

that in both Hagen Advertising Displays and Veenstra & 

DeHaan both taxpayers had unrestricted use of the funds 

received as advances which was not a bar to the deferral of 

income in Veenstra & DeHaan. The judge also distinguished 

the services cases such as Schlude, American Automobile 

Association by citing that "under Section 61(a) (1), un

adjusted gross receipts for personal services to be rendered 

represent gross income immediately upon receipt . . ." 

(Hagen Advertising Displays, 1969, p. 155). This was 

contrasted with the Income Tax Regulation which defines 
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gross income derived from a manufacturing, merchandising or 

mining business as "the total sales less the cost of goods 

sold ..." [Regulation 1.61-3(a)]. Judge Hoyt summarized 

the results for the prepaids with the following: "Thus, 

gross receipts are taxed as gross income in one year and 

the cost of producing the goods for which advance payment 

was received is not deducted until the year of delivery. 

The respondent's [Commissioner's] adjustment can hardly be 

said to more clearly reflect income than petitioner's 

generally accepted accounting method" (Hagen Advertising 

Displays, 1969, p. 156). Judge Hoyt followed up his line of 

reasoning by presenting a series of hypothetical situations 

illustrating some of the distortions which can occur if the 

Commissioner's method of accounting was followed. 

Following the results of the Tax Court decision, the 

case was appealed to the Sixth Circuit Court of Appeals. In 

1969 the case was reviewed and the decision of the Tax 

Court was affirmed. 

The Court of Appeals used as authority the retro~ 

active repeal of Section 452 to deny deferral. The Court 

then followed this line of reasoning used by the Supreme 

Court in its decision in American Automobile Association and 

Schlude. In addition, the Court noted that only limited 

authority for deferrals had been granted by Congress since 

the repeal of Section 452. (See Section 455 pertaining to 
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the deferral of prepaid subscriptions and Section 456 per

taining to the deferral of certain prepaid membership dues.) 

The Court used Schlude and American Automobile 

Association as a benchmark and would not apply the doctrines 

used by the courts in Bressner Radio Company since these 

cases fell before the Supreme Court decisions in Schlude and 

American Automobile Association. The Court would consider 

only those decisions decided after Schlude and American 

Automobile Association such as Fifth and York Company and 

Chester Farrara. 

The Court distinguished Consolidated-Hammer, Watkins, 

Woodland Park Cemetery, and Veenstra & DeHaan. The Court 

felt that the cases above involved advances which were 

conditional or of a loan-financial nature. 

The Court agreed that Hagen was correct in his 

reliance on Lela Sullenger in determining what portion of 

the advance must be included in gross income in the year of 

receipt. The Appeals Court agreed that including the entire 

amount of an advance in gross income without a corresponding 

reduction for cost of goods sold would be the taxation of 

the return of capital. The Court assumed the taxpayer's 

signs sold for more than cost, therefore part of the advance 

did constitute gross income in the year of receipt. 

The taxpayer wished to defer the gross profit 

element of the advance until the year when the signs were 

delivered. The Court felt that deferral in this case was 
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without merit since the taxpayer could not determine the 

cost of the signs which had been subjected to advance 

payment (see the Tax Court's remarks, 47 T.C. at 147). The 

Court pointed out that it was the taxpayer who must bear the 

burden of reporting the cost of goods sold for the proper 

tax years, and in this case the taxpayer failed to do so 

properly; therefore, he cannot complain about the conse

quences . 



CHAPTER 7 

CONGRESSIONAL INTENT AND PREPAID INCOME 

Congressional Intent and Accrual Accounting 

To thoroughly examine the treatment of deferrals for 

prepaid income, it was logical to review Congress1 accept

ance of the basic notion of the accrual method of accounting. 

Congressional intent is normally expressed in committee 

reports from the House's Committee on Ways and Means, the 

Senate Finance Committee, or the Joint Committee on Internal 

Revenue Taxation. Most of the committee reports are written 

to accompany a proposed piece of legislation. 

The first law which specifically addressed itself to 

accrual method of accounting was the Revenue Act of 1916 

(1916). Section 13(d) stated: 

A corporation, joint-stock company or associa
tion, or insurance company, keeping accounts upon 
any basis other than that of actual receipts and 
disbursements, unless such other basis does not 
clearly reflect its income, may, subject to regula
tions made by the Commissioner of Internal Revenue, 
with the approval of the Secretary of the Treasury, 
make its return upon the basis upon which its 
accounts are kept, in which case the tax shall be 
computed upon its income as so returned. 

Individuals are treated in the same fashion and are covered 

in Section 8(g) of the 1916 act. 

145 
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This allowance of the accrual method was further 

emphasized in the Revenue Act of 1918 (1918). Section 

212(b) stated: 

The net income shall be computed upon the 
basis of the taxpayer's annual accounting period 
(fiscal year or calendar year, as the case may 
be) in accordance with the method of accounting 
regularly employed in keeping the books of such 
taxpayer; but if no such method of accounting 
has been so employed, or if the method employed 
does not clearly reflect the income, the computa
tion shall be made upon such basis and in such 
manner as in the opinion of the Commissioner does 
clearly reflect the income. 

The Internal Revenue Code of 1939 (1939) contained 

Section 41 which cited, almost verbatim, the Section 212(b) 

of the Revenue Act of 1918. 

Section 42 of the 1939 Code added: "The amount of 

all items of gross income shall be included in the gross 

income for the taxable year in which received by the tax

payer, unless, under such methods of accounting permitted 

under Section 41, any such amounts are to be properly 

accounted for as of a different period." 

Under the Internal Revenue Code of 1954 (1954), 

Section 446(a) states that, "Taxable income shall be 

computed under the method of accounting on the basis of 

which the taxpayer regularly computes his income in keeping 

his books." Part (c) of Section 446 lists four permissible 

methods of accounting and number two is the accrual method. 

Section 44 6 has an exception to any of the approved methods 

as did Section 41 of the Internal Revenue Code of 1939 and 
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Section 212(b) of the Revenue Act of 1918 by stating: 

". . .if the method used does not clearly reflect income, 

the computation of taxable income shall be made under such 

method as, in the opinion of the Secretary or his delegate, 

does clearly reflect income." 

Section 451 is based upon Section 42 of the 1939 

Code. In fact, Section 451 contains a statement from 

Section 42 using it as the general rule for Section 451. 

Section 451(a) states: 

The amount of any item of gross income shall 
be included in the gross income for the taxable 
year in which received by the taxpayer, unless, 
under the method of accounting used in computing 
taxable income, such amount is to be properly 
accounted for as of a different period. 

From the above laws it would appear that accrual 

accounting has been considered acceptable by Congress from 

1916 to the present. The laws referred to accrual account

ing in a general fashion without singling out any special 

items or transactions for any particular treatment. The 

Bureau of Internal Revenue exercising power delegated from 

Congress, had the function of enforcing the laws in con

formance with the intent of Congress. The question of 

intent can be raised concerning the treatment of prepaid 

income. Since it has been established earlier that the 

deferral of prepaid income was an acceptable method of 

accrual accounting, it would appear that the deferral of 

prepaid income would be acceptable for income tax purposes, 
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According to some critics, the Treasury did not 

carry out its function in conformance with Congressional 

intent when it refused to allow the deferral of prepaid 

income. The Treasury contended that there was no specific 

authority to permit the deferral of prepaid income even by 

an accrual method taxpayer- Another defense for the dis

allowance of deferrals was the Treasury's application of 

the claim of right doctrine. The Treasury continued to 

disallow deferrals with one small exception for periodicals, 

until Section 452 was passed as part of the Internal Revenue 

Code of 1954. The only other instances where the taxpayers 

could use the deferral method were obtained through court 

action. In 1954, Congress passed Section 452 of the 

Internal Revenue Code of 1954. Section 452 specifically 

addressed itself to the deferral of prepaid income. This 

law was repealed retroactively in 1955. An additional 

change was made in 1958, when Congress passed Section 455 

which permitted the deferral of prepaid subscriptions for 

periodicals. A further alteration was made in 1961 when 

Section 456 was added which permitted the deferral of pre~ 

paid dues for membership organizations such as automobile 

clubs. In 1967 a bill was introduced (H.R. 5004) which 

would authorize the deferment of income from prepaid 

service contracts in connection with a trade or business. 

The intended section number was 457. 
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Committee Reports Pertaining to Bills Prior to 1954 

The House Ways and Means Committee of the 64th 

Congress in Report Number 922 commented on the Revenue Act 

of 1916 with the following statement: 

As two systems of bookkeeping are in use in 
the United States, one based on the cash or 
receipt basis and the other on the accrual basis, 
it was deemed advisable to provide in the pro
posed measure that an individual or corporation 
may make return of income on either the cash or 
accrual basis, if the basis selected clearly 
reflect the income (U. S. Congress, House, 
Committee on Ways and Means, 1916, p. 4). 

From that time on and prior to 1954 there was very little 

reference to the accrual method of accounting and no 

reference to any special treatment for prepaid items. 

Committee Reports Pertaining to 1954 
and Subsequent Years 

Prepaid income became the topic for both the Senate 

Finance Committee and the House Ways and Means Committee 

in their discussion pertaining to Section 452 on Prepaid 

Income. In the Ways and Means Committee Report and the 

Senate Finance Committee Report the committees concluded: 

. . . as a result of court decisions and rulings, 
there have developed many divergencies between the 
computation of income for business purposes as 
computed under generally accepted accounting 
principles. The areas of differences are con
fined almost entirely to questions of when 
certain types of revenue and expenses should be 
taken into account in arriving at net income. 

The changes embodied in your committee's bill 
are designed to bring the incomes-tax provisions of 
the law into harmony with generally accepted 
accounting principles, and to assure that all 
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items of income and deductions are taken into 
account once, but only once in the computation of 
taxable income (U. S. Congress, House, Committee 
on Ways and Means, 1954, p. 48; U. S. Congress, 
Senate, Committee on Finance, 1954, p. 62). 

It is interesting to note that the House wished to bring 

tax accounting into conformance with financial accounting. 

Evidently Congress felt that the present laws were not 

proper in this respect. The feeling was expressed again in 

a general discussion of the provisions of Section 452. The 

Committee stated: "Under present law payments received in 

advance for use of property in future years or for services 

to be rendered in future years are included in the income 

of the recipient in the year they are received. This is 

true regardless of the taxpayer's method of accounting" 

(U. S. Congress, House, Committee on Ways and Means, 1954, 

p. 48; U. S. Congress, Senate, Committee on Finance, 1954, 

p. 62). Apparently the House and Senate Committees felt 

that the present law (the Internal Revenue Code of 1939) 

permitted the Treasury to tax advance payments in the year 

of receipt. 

Another comment supports this theory, "The 

committee's bill permits [emphasis added] accrual basis 

taxpayers to defer the reporting of advance payments as 

income until the year, or years, in which, under the tax

payer's regular method of accounting, the income is 

earned" (U. S. Congress, House, Committee on Ways and Means, 

1954, p. 48). 
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The Senate Report 1622 reacted to Section 452 in 

the same fashion as the House in stating: "The House and 

your committee's bill permit [emphasis added] accrual basis 

taxpayers to defer the reporting of advance payments as 

income until the year, or years, in which, under the tax

payer's regular method of accounting, the income is earned" 

(U. S. Congress, Senate, Committee on Finance, 1954, p. 62). 

In a discussion of Section 452 the House Report and 

the Senate Report contain the same paragraph verbatim: 

Under the 1939 Code, regardless of the method 
of accounting, with minor exceptions established 
by regulations or administrative practice, amounts 
are includible in gross income by the recipient 
not later than the time of receipt if they are 
subject to free and unrestricted use by the tax
payer even though the payments are for goods and 
services to be provided by the taxpayer at a 
future time. Section 452 will permit the taxpayer 
to defer the inclusion in income of these amounts 
until earned in the manner required by the tax^-
payer's method of accounting subject to the rules 
and conditions prescribed in the section (U. S. 
Congress, Senate, Committee on Finance, 1954, p. 
301) . 

From the study of Congressional acceptance of the 

accrual method of accounting, Congress has apparently 

endorsed the general use of financial accounting without 

listing and enumerating any exceptions to application for 

tax accounting. In drawing inferences from the last 

quotation, it would appear that Congress felt that the 

Treasury's treatment of prepaid income was in conformance 

with the 1939 Code. The reports of both committees trace 

the divergence between financial accounting and income tax 
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accounting to court decisions. Many of these court deci

sions supported the positions taken by the Treasury. One 

major example of this is in the area of the claim of right 

doctrine and its application to situations involving pre

paid income. More simply stated, Congress permitted the 

use of accrual accounting for tax purposes except where the 

method did not clearly reflect income. The Treasury, in its 

application of the law was aware that even though the 

deferral of prepaid income may be an acceptable financial 

accounting method, it did not clearly reflect taxable income 

especially in light of the claim of right doctrine. Since 

the deferral method, in the Treasury's eyes, did not clearly 

reflect income, the advance payments were included in 

taxable income no later than the year of receipt. Nowhere 

in either committee report is there any reference to the 

fact that the Treasury's treatment of advance payments was 

in conflict with the intent of the current law. It is 

evident that Congress felt it was necessary to add a 

special section to the Code so that the general taxpayer 

who happened to be on the accrual basis could defer advance 

payments for income tax purposes. Apparently the Treasury 

thought that it did not receive sufficient guidance from 

Congress in the area of treating advance payments and had 

to fall back on the provisions of Section 41 of the 1939 

Code and its predecessors in order to determine which 

methods of accounting clearly reflected income for tax 
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purposes. In order for Congress to reduce the divergences 

between financial and income tax accounting, Congress passed 

Sections 452 and 462 with the intention of reducing these 

divergences. Section 462 permitted the establishment of 

reserves for future expenses, such as warranty expenses and 

accrued vacation pay. The use of reserves for future 

expenses has been a recognized method for financial 

accounting. The basic problem with a reserve method was 

that the taxpayer was taking a deduction before the actual 

liability was fully determinable and due, which may be 

several years subsequent to the establishment of the reserve. 

The Treasury had denied the deductions for a reserve for 

future expenses. 

With the passage of both sections there was no 

doubt of the intent of Congress in terms of the accepta

bility of these methods of accounting for an accrual method 

taxpayer. The real problem area in reviewing intent 

occurred when both sections were repealed. Intent of 

Congress on the acceptability of these methods for tax 

purposes was confused by the repeal. (This area of con

fusion in interpreting Congress's intentions was discussed 

in Chapters 5 and 6.) 

Basically Section 452 permitted accrual-basis tax

payers to defer the recognition of advance payments until 

the year, or years, in which, in accordance with the tax

payer's method of accounting, the income was earned. The 
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maximum time period over which the advances could be 

deferred was five years after the year of receipt. In cases 

where the advances were not to be earned within the five-

year period, the amount would be allocated ratably over the 

five succeeding taxable years. Instead of allocating in 

this way, the taxpayer, with the Commissioner's approval, 

could allocate in a different fashion. 

Repeal of Sections 452 and 462 

One glaring omission in both Sections 452 and 462 

was the lack of any transition method for an accrual tax

payer who converted from the old non-deferral method to the 

deferral method. The basic problem was that the pre-

transition revenue had been recognized in the year of 

receipt and would not be recognized in the post^transition 

period. This treatment is consistent with the concept of 

not reporting the same revenue twice. Under the deferral 

method, this pre-transition revenue would have heen recog

nized in years subsequent to its receipt, which could have 

included some post-transition years. Another dimension of 

the problem is that the expenses associated with the pre-

transition advances would be incurred normally in the years 

when the revenue would be recognized, some of which could 

fall in the post-transition period. Also early in the post-

transition period the amount of revenue from advance 

payments would be less due to the deferrals to subsequent 
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years. The combination of a reduction of revenue recogni

tion and the deductions of expenses relating to pre-

transition revenue would result in a drop in taxable income 

in the early years of the post^transition period. As a 

result of no formal transition mechanism, the tax revenue 

in years immediately following the transition would probably 

decline. 

Both Sections 452 and 462 contained no transition de

vice. In the case with reserves, the taxpayer would deduct 

those expenses in the post-transition period which were 

recognized for financial purposes in the pre-transition 

period. During the post-transition period there would be a 

deduction taken for the additions to the reserves for future 

expenses. The years just subsequent to the transition would 

be subject to what some critics called "double deductions" 

of old pre-transition deductions and the post-transition 

additions to the reserves. This relatively large increase 

in deductions would cause a substantial reduction in taxable 

income and tax revenue. Ultimately these projected large 

tax revenue losses led to repeal of both sections in 1955. 

These transition problems are the subject of Chapter 8 where 

they will be analyzed in detail. 

Beginning in March of 1955, the House Ways and Means 

Committee initiated hearings on the repeal of Sections 452 

and 462. The Senate held similar hearings in May of 1955. 

It was mentioned in H. R. 4725 hearings that the potential 
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tax revenue loss from both Sections 452 and 462 would range 

from $1 billion to $5 billion. 

The Hon. George M. Humphrey, Secretary of the 

Treasury, testified before the Senate Finance Committee and 

urged the repeal of Sections 452 and 462. The Secretary 

indicated that the purpose of the two sections was to 

conform tax accounting with business accounting. 

It was never intended that these provisions 
would result in any substantial loss of revenue 
or result in windfalls to taxpayers. A review 
of the consideration of this subject by this 
committee will confirm the impression held at the 
time by lawyers, accountants, and businessmen that 
the basic motive for these provisions was 
simplification of tax accounting procedures and 
not radical tax reductions (U. S. Congress, House, 
Committee on Ways and Means, 1955a, p. 3). 

The Secretary continued: 

The objective of trying to conform tax 
accounting with business accounting is still 
a sound one. In trying to do this, however, a 
serious mistake was made in not sufficiently 
limiting the application of the provisions and 
restricting the revenue impact of the changes as 
enacted. That is why repeal is required rather 
than amendment, so as to be sure that in any new 
approach to the original objective the revenue 
is adequately protected (U. S. Congress, House, 
Committee on Ways and Means, 1955a, p. 4). 

Fearful of the tremendous revenue loss, the House 

and Senate passed Public Law 84-74 which repealed Sections 

452 and 462. The committee reports pertaining to the law 

were rather short. Both Senate Report 37 2 and House Report 

293 indicated that the major reason for the repeal was that 

estimated revenue loss which was originally estimated to be 
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$47 million had now grown to amounts in excess of $1 

billion. This rather large increase in the estimated 

revenue loss was due to a heavier than expected use of the 

provisions of both sections. The Treasury perceived 

Sections 452 and 462 as being too general since many 

unthought-of applications of both sections began appearing 

on tax returns. The Treasury, due to the general wording 

of the laws, did not feel that it could be very restrictive 

in the establishment of the regulations for both sections. 

The Treasury's solution to this problem was the repeal of 

the two sections and the passing of new laws which were 

more specific in their application. The Senate Finance 

Committee in its report indicated its reluctance to report 

the bill out of committee. The Committee referred to the 

Treasury's problem of establishing regulations with this 

remark, "Since the Secretary has not, by regulations 

exercised the discretionary limitations which your committee 

delegated to him in the law, it is apparent that the loss in 

revenue under these provisions may be much larger than was 

anticipated last year" (U. S, Congress, Senate, Committee on 

Finance, 1955a, p. 5). 

In order for Congress to reduce the divergence 

between tax accounting and business accounting, there was 

i some concern expressed by both committees pertaining to the 

Treasury's interpretation of the fact that these laws were 

now repealed. In their report the House Committee stated: 

| 

| 

I 
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Your committee is in accord with the general 
principle that tax accounting should be brought 
into harmony with generally accepted principles 
of business accounting since the latter generally 
reflect more accurately the timing of receipt of 
income and of incurring of expenses. However, 
your committee is concerned about the very large 
revenue loss which it now appears is involved in 
the transition period in which taxpayers adopt 
reserves for estimated expenses or elect to defer 
prepaid income (U. S. Congress, House, Committee 
on Ways and Means, 1955b, p. 3). 

The effect of the repeal on the application of the 

law by the Treasury, was indicated by the House Committee 

by the statement: "Your committee in repealing Sections 452 

and 462 does not intend to disturb prior law as it affects 

permissible accrual accounting provisions for tax purposes, 

including the treatment of prepaid newspaper subscriptions" 

(U, S. Congress, House, Committee on Ways and Means, 1955b, 

pp. 4-5). 

The House Committee received a letter from the 

Secretary of the Treasury assuring them that there would be 

no changes in the allowance of the use of accrual accounting 

as it pertains to estimated expenses and prepaid subscrip-r 

tions for newspapers. The portion of the letter pertaining 

to accrual accounting and prepaids was as follows: 

Furthermore, the Treasury Department will not 
consider the repeal of Section 452 as any indica
tion of congressional intent as to the proper 
treatment of prepaid subscriptions and other 
items of prepaid income, either under prior law 
or under other provisions of the 1954 Code. In 
other words, the repeal of Section 452 will not 
be considered by the Department as either the 
acceptance or the rejection by Congress of the 
decision in Beacon Publishing Co. v. Commissioner 
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(.218 F. 2d, 697, C.A. 10, 1955) or any other 
judicial decisions. 

It is my understanding that the foregoing is 
consistent with the desires of your committee, 
with which I agree, that the repeal of sections 
452 and 462 should operate simply to re-establish 
the principles of law which would have been 
applicable if sections 452 and 462 had never been 
enacted (,U. S. Congress, House, Committee on Ways 
and Means, 1955b, p. 5). 

The Senate Finance Committee after expressing its 

reluctance to repeal Sections 452 and 462 ended their 

report on the reasons for the repeal with this statement: 

. . . your committee believes that it is 
essential that the income tax laws be brought 
into harmony with generally accepted accounting 
principles. Moreover, your committee believes 
that the present status, where some taxpayers 
are able to defer prepaid income while others 
are not, is inequitable and should not be allowed 
to continue. In order to eliminate this un
certainty and discrimination, definite rules must 
be written into the income tax laws (U. S. 
Congress, Senate, Committee on Finance, 1955a, 
p. 6) . 

A new law spelling out the allowance of the deferral 

method seemed to be the only way to change the Treasury's 

treatment of prepaid income. The few cases where deferral 

had been allowed were won by a taxpayer after a court battle 

with the Treasury. Congress's intent implies the notion of 

deferral is acceptable, but a method of lessening the transi

tional drop in tax revenue was needed. From the Treasury's 

remarks to the House Ways and Means Committee it appears 

that everything was to revert back to the same treatment as 

under the 193 9 Code. Congress had apparently withdrawn its 
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intention of permitting the deferral of prepaid items as 

promulgated in their reports on Section 452 when the law 

was introduced. The Senate Committee in its report indi

cated it was planning ". . .to begin studies in the near 

future to devise proper substitutes for the sections [452 

and 462] now being repealed" (U. S. Congress, Senate, 

Committee on Finance, 1955a, p. 6). 

In the period subsequent to 1955 only two sections 

pertaining to advance payments have been added to the 1954 

Code. Section 455 was added in 1958 while Section 456 was 

added in 1961. Congress's approach to the allowance of 

deferrals of prepaids has been on a case-by-case basis. 

Section 455, which permits the deferral of advances 

for prepaid subscriptions, was passed in response to the 

failure of the Treasury to acquiesce to the Beacon Publishing 

Company decision. In its report regarding the repeal of 

Section 452, the Senate Finance Committee stated: "It is 

recommended to the Treasury Department that it modify its 

published ruling to the end that the remaining publishers 

may be entitled to defer prepaid subscription income so that 

they may be placed upon a fair and equitable basis" (U, S. 

Congress, Senate, Committee on Finance, 1955a, p. 5)r The 

fair and equitable basis was a 1940 Treasury Department 

ruling, I.T. 33 69 which permitted publishers who had prior 

to 1940 used a deferral method to continue to do so for tax 

purposes. The Treasury refused to allow the adoption of the 
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deferral method since it concluded it did not have the 

expressed statutory sanction. 

The new law had no provision to reduce the potential 

tax revenue loss since some taxpayers changed their method 

of accounting for prepaid subscriptions. Both the law and 

regulations are silent on the methods or procedures to be 

used; apparently Congress thought the potential revenue loss 

would be very minor. 

The Treasury's interpretation of Congress's intent 

as to prepaids can be found in the text of Revenue Ruling 

60-85. This 1960 revenue ruling was in response to the 

Treasury's defeat in the Bressner Radio, Inc. case. In 

this ruling the Treasury indicated that it would not follow 

the adverse decision. In their final paragraph, the 

Treasury stated: 

Accordingly, the Service will continue its 
general policy of taxing prepaid income in the 
year of receipt. This policy applied to income 
from contracts to furnish services and to other 
types of prepaid income, such as prepaid 
royalties, rents, bonuses, etc., regardless of 
whether the period of proration is definite or 
indefinite, unless a different treatment is 
specifically provided in the Internal Revenue 
Code of 193 9 or 1954 or the regulations there
under (Revenue Ruling 60-85, 1960, p. 182). 

Section 456, which was added in 1961, permitted 

certain accrual basis membership organizations to defer 

prepaid membership dues until earned. This law was based 

on response to the Supreme Court's decision in the 

Automobile Club of Michigan. The Supreme Court held that 
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the deferral of unearned dues was not an acceptable method 

of accounting for tax purposes. In identical committee 

reports, both the Ways and Means Committee and the 

Finance Committee cited the reasons for the repeal of 

Sections 452 and 462. Their explanation went on to indi

cate that the large revenue loss was the reason for the 

repeal. The 19 61 report referred back to the reports per

taining to the repeal of Section 452 and quoted: "Neverthe

less, Congress recognized in the committee reports 

describing this action the desirability of following 

generally accepted accounting principles for reporting 

income for tax purposes" (U. S. Congress, House, Committee 

on Ways and Means, 1961, p. 2). By reverting to this report 

from 1955, Congress indicated that Section 455 and the 

proposed 456 were the result of the committees' continued 

study of the problems of applying accrual treatment to 

prepaid income. 

The committees reviewed the Supreme Court's reason

ing for the denial of the deferral of the prepaid club dues. 

The Court did not conclude that the uniform proration of 

the 12 month dues was an accurate reflection of the services 

to the members, and thus denied the method^s use since it 

did not clearly reflect income. The committees' reaction to 

the Court's reasoning was stated: "Nevertheless, your 

committee believes that spreading the dues income of these 

clubs in this manner will more clearly approximate the 
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period in which the services are rendered than reporting 

the income for the year of the receipt of the membership 

dues" (U. S. Congress, House, Committee on Ways and Means, 

1961, p. 2). 

The committee, sensitive to the problem of loss of 

tax revenue due to taxpayers changing from year of receipt 

recognition method to a deferral method, had provided in the 

bill a device which in effect spread the initial tax benefit 

over a five-year period. The bill itself allows for up to 

a three-year deferral of prepaid club dues. 

It is interesting to note that the committees 

clearly indicated impressions that the Supreme Court had 

erred in its rejection of the taxpayer's system of deferrals. 

The committee expressed their view that the deferral method 

can reflect income clearly for tax purposes. The committee 

reports also reiterated Congress's feeling that tax 

accounting and generally accepted accounting principles 

should be in harmony. It may be reasonable to conclude 

that in 1961 with Section 456 and in 1958 with Section 455 

Congress enacted these laws in order to force the Treasury 

and the courts to extend to certain taxpayers the right to 

use a deferral method for advance payments even though the 

law (Section 446) would appear to give the taxpayer this 

right. 

From the history of Congress's actions in the area 

of prepaid income it was apparent that Congress was willing 
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to continue to permit the Treasury to apply its interpreta

tion of Section 446 to acceptability of accounting methods 

for tax purposes. Congress appears to be somewhat reluctant 

to repeat the unpleasantness of passing a bill so all-

inclusive as Section 452 and then have the embarrassing 

task of repealing the bill. Congress's reluctance is due 

to large revenue losses which could be the result if a . 

large number of taxpayers adopted a deferral method. This 

fear of a large revenue loss was expressed in the repeal 

of Section 452, the report for Section 455, the report for 

Section 4 56 and expressed by the transition method outlined 

in the law. 

Since Section 456 permitting the deferral of member

ship dues was passed in 1961, Congress is not in any great 

hurry to change the law to further expand the coverage per

mitting the deferral method; in fact, the Congress waited 

over twenty years after the Consolidated Oil case before 1««r-C* - — • " •— •' 1 

passing Section 452. There was one bill introduced in 1967 

(H.R, 5004) to permit the deferral of advances fox services 

but there were never any hearings on the bill. With little 

apparent interest from Congress, the only other routes open 

to change the treatment of advances lay in the courts or in 

the Treasury. A possible explanation for this apparent 

reluctance on the part of Congress to change the law in the 

late 196 0's can be traced to the Treasury's informing the 

Joint Committee on Internal Revenue Taxation that the 
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Treasury was prepared to handle prepaid income by means of 

revenue procedures and new regulations (Dixon, 1976). This 

increased willingness on the part of the Treasury to permit 

the use of the deferral method may have been due in part to 

the adverse ruling in the Artnell case in 1968. Because of 

events in the late 1960's and early 1970's the treatment 

for many forms of deferrals has been changed, but all these 

changes took place either in the courts or by the Treasury 

issuing new regulations such as Regulation 1.451-5, 

Revenue Procedure 70-21 (1970) and Revenue Procedure 70-27 

(1970). All the above changes do permit accrual accounting 

to a limited extent for selected types of advances. All of 

these changes have a built-in safeguard to minimize the 

revenue loss by means of a ten-year allocation for any 

transition amounts. It appears that the intent of Congress 

is being complied with in a somewhat piecemeal fashion 

similar to Congress's own treatment of advances, i.e., 

Sections 455 and 456. 



CHAPTER 8 

TRANSITION FROM THE CASH RECEIPTS BASIS 
TO THE ACCRUAL BASIS 

Transition Problems for Prepaid Income 

One of the major stumbling blocks to an expansion of 

the deferral for prepaid income has been the tax revenue 

loss during the period of transition. Under Section 452 no 

provision existed for the lessening of the tax revenue loss. 

The taxpayer was to omit any pre-transition recognized 

income which would be recognized again due to the change of 

accounting methods. As a result of this transition method, 

advances received in the year of transition would be 

deferred and any income recognized due to an earlier advance 

was ignored since it was recognized prior to the change. 

Another factor which would have increased the revenue loss 

was the deduction after the transition which pertains to the 

fulfilling of pre-transition advances. 

Some critics of Section 452 and its companion 

Section 462, claimed the taxpayer would be getting a 

"double" deduction during the transition period. The 

estimates of the price in terms of lost revenue were too 

large for Congress to ignore. 

During the hearings on the repeal .measure, the AICPA 

suggested the use of a suspense account for the duplicated 

166 
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amounts which would be deducted over a 10-year period. The 

AICPA pointed out that Canada used a 3-year period for 

expense reserves arising from changes in accounting methods. 

As further evidence of the use of suspense accounts, the 

AICPA cited Section 248 and the 5-year write-off of 

organizational expenses, research and experimental expenses 

under Section 174 and income under the category of artistic 

work or intentions in Section 1302. In addition to the 

above, Section 481 which pertains to changes in accounting 

methods, provides for the prevention of duplications and the 

omission of revenue and expense items. Section 481 provides 

for a 3-year adjustment for some forms of omissions and 

duplicate amounts. 

Section 455, which allows for the deferral of prepaid 

subscriptions, identified in 1958 the transition specifically 

in the related regulations, 1.455-2 (d). Any amount recog

nized before the transition to the deferral method is not 

recognized again under the deferral method and a suspense 

account is not established for allocation to later years, 

In Section 456, which allows for the deferral of 

prepaid membership dues, the problem of duplicate income was 

referred to directly in the text of the law-—Section 456 (d) — 

and in the related regulations, 1.456-7. Any duplicated 

income which was recognized after the transition was placed 

in a suspense account. The suspense account was then 

deducted at the rate of 20% per year for the year of 
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transition and the four subsequent years. Section 456 

required that once the deferral method is adopted then all 

income is recognized on the basis of the new method regard

less of any duplication or omissions. 

Revenue Procedure 64-16 (1964) was issued to cover 

changes in accounting practices for tax purposes. A change 

in accounting practices in contrast with a change in 

accounting method is one of degree. Revenue Procedure 64-16 

cited the difficulty of determining whether the change was 

material enough to qualify for treatment under Section 446 

or 481 of the Code. By 1964 the Treasury had enough 

experience in determining the degree of a change that 

Revenue Procedure 64-16 was promulgated regarding minor 

changes and made 481 control in terms of the major changes 

of accounting methods which were not covered by special 

sections of the Code. Revenue Procedure 64-16 allowed for 

a 10-year period for adjustments brought about by changes 

in accounting practices. Today Revenue Procedure 64-16r 

through its successor Revenue Procedure 7 0-27 (197 0), is 

still used as a guide for the treatment of changes of 

accounting practices. 

Given the same set of data pertaining to a prepaid 

income situation, the amount of the tax revenue loss will be 

the same as long as there is some adjustment to take into 

consideration. The length of the adjustment time only 

spreads the tax revenue loss out over a longer period of 
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time. With no adjustment or suspense account the tax 

revenue loss is suffered in the shortest period and 

conversely as the length of the adjustment period is 

extended the impact is protracted. The revenue loss will 

be permanent as long as the unearned revenue account 

balance remains constant or increases. 

Costs of the pre-transition advances deductible 

after the transition date are an additional problem. These 

deductions in the post-transition period are not subject to 

any special treatment. 

The most extreme method of transition would be 

where there was no allowance for duplicate income and the 

taxpayer would have to include the income a second time 

with no partial or full deduction in the year of recogni

tion. This method would probably be the most unpopular of 

the alternatives. Here the revenue loss would be zero and, 

in fact, the Treasury would gain a windfall. This method's 

likelihood of adoption is negligible since it is contrary 

to the adjustment procedures under Section 481 which calls 

for the prevention of omissions and the elimination of 

duplication. 

Another possibility exists in referring back to the 

tax years before the transition and making adjustments. The 

adjustment would involve the advances which, under the 

accrual basis, are recognized after the transition but 

involves receipt before the transition. The number of past 
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years would be dependent on the terms of the advances. By 

going back to the prior years, duplication of income could 

be eliminated. The net effect of the pre-transition adjust

ments would be similar to putting the pre-transition years 

on the accrual basis in terms of the prepaid income. 

At present the Code does not endorse the use of 

reopening pre-transition years and subjecting them to the 

use of the new accounting method or practice. Section 481, 

"Adjustment Required by Changes in Method of Accounting," 

does provide for the adjustment of prior year's tax 

liability but takes any adjustments into consideration for 

the year of change and subsequent years if the provisions 

of Revenue Procedure 7 0-27 apply. The major concern of 

Section 481 is preventing omissions or duplications due to 

a change in accounting methods on a post-transition basis. 

The authority for Revenue Procedure 64-16 and its 

successor Revenue Procedure 7 0-27 stems from Section 446 of 

the Code and Regulation 1.446-1 (e).. As long as the change 

from the cash basis for prepaids to the deferral method is 

considered a change in accounting practice and not a 

change in accounting method, the omissions and duplications 

would be allocated over a ten-year period including and 

subsequent to the year of change. 
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IRS's Booking Requirement 

"Advance payments may be included in income ... in 

the taxable year in which properly accruable under the tax

payer's method of accounting if the method used is not at 

variance with the method used by the taxpayer for purposes 

of all reports (including consolidated financial state

ments) to shareholders, partners, other proprietors, 

beneficiaries, and for credit purposes" [Reg. 1.451-5(b) (2)]. 

This and another similar remark in Revenue Procedure 7 0-21 

required the use of deferral of prepayments in the tax

payer's financial statements. This booking requirement is 

found in only one other place in tax accounting and that is 

in the use of the last-in, first-out (LIFO) inventory method 

for tax purposes requiring the use of the LIFO method for 

financial accounting purposes. 

In Revenue Procedure 71-21 (1971), the amount of 

prepaid revenue which has to be recognized on the tax

payer1^ financial statements cannot be more than the amount 

of prepayments includible in the taxable year of receipt. 

This booking requirement was also part of Revenue Procedure 

71^21's predecessor. Revenue Procedure 7 0-21, 

Section 472(c) states: 

iThe lastr-in, first-out inventory methodj shall 
apply only if the taxpayer establishes to the satis
faction of the Secretary or his delegate that, 
[the LIFO method was used] in inventorying such goods 
to ascertain the income, profit, or loss of the 
first taxable year for which [LIFOJ is to be used, 
for the purpose of a report or statement covering 
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such taxable year ... to shareholders, partners, 
other proprietors\ or to beneficiaries or for 
credit purposes. 

This booking requirement for the conformance of book with 

tax accounting was part of the original legislation per

mitting the general use of the LIFO method for tax 

purposes passed as part of the 193 9 Revenue Act [1939 Code 

Section 22 (d) (2).] . 

On April 14, 1971 the Internal Revenue Service 

released Information Release (I.R.) 1125, "Tax Accounting— 

Methods of Accounting--Change of Accounting Methods." The 

release indicated that "As a condition to its consent to a 

new tax accounting method, it is the practice of the IRS to 

provide in most cases that the requested new tax method may 

be used only if the taxpayer agrees to use a consistent 

financial accounting method." As of the date of the 

release the IRS was undertaking a study to determine under 

what circumstances the conformance should be mandatory in 

order to receive the Commissioner's permission to change a 

method of accounting. Upon completion of this study, the 

IRS intends to issue proposed regulations. 

The influence of tax accounting on financial 

accounting was explored by the American Accounting Associa

tion in its publication, Accounting Principles and Taxable 

Income, which was prepared by the Committee on Concepts 

and Standards Underlying Corporate Financial Statements 

(19 52), The Committee undertook the study of several 
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questions, two of which were: "If such differences [tax 

accounting and financial accounting] appear, to what extent 

should income tax practice be recognized in determining 

net income for financial accounting purposes?" and "Should 

financial accounting procedures or reporting methods ever 

be decreed by Congressional Statute?" (p. 428). 

The committee's conclusion in response to the first 

question was "no"; "Corporate accounting practice for 

purposes of published financial statements should be 

governed wholly by generally accepted accounting principles, 

irrespective of measurements of taxable income under pro

visions of the tax laws." The second question was also 

answered with a negative response and the statement, 

"Accounting principles should not be formulated or public 

reporting methods prescribed by directives of the tax 

laws; the body of accounting principles and the methods of 

reporting should evolve from the needs and uses of the 

broad public interest" (Committee on Concepts and Standards^ 

1952, p. 428). 

Irt discussing their conclusions, the committee noted 

several major factors which cause divergency between 

financial and tax accounting. One factor was the granting 

of special concessions such as either excluding some items 

of income from taxation or the denial of deduction for 

certain types of expenses. Another factor is the process 

by which the acceptable methods of accounting are derived 
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for tax accounting purposes. The law may prescribe an 

acceptable method or the acceptable accounting method for 

tax purposes may be the result of administrative action 

such as regulations or revenue procedures or the result of 

a series of court decisions. Most of the actions by the 

government and the courts are intended to aid in the 

raising of tax revenue while generally accepted accounting 

principles are evolved from the continuing process of trying 

to improve methods of measuring business income. 

The committee, supporting the position of many 

writers in the accounting profession, subscribed to the 

position that tax accounting should conform to financial 

accounting and not the reverse. As the price for allowing 

a taxpayer to change a method of accounting the IRS intends 

to require conformance of financial records with the newly 

adopted tax method. It would seem that both the profession 

and the IRS are promoting the idea of conformance of 

accounting methods, but each on its own terms. 

The cases of tax accounting affecting financial 

accounting are somewhat select but include the LIFO method 

and accelerated depreciation. Both methods did not enjoy 

general acceptance in financial accounting until they became 

acceptable for tax purposes, The LIFO method received 

recognition from the accounting profession in 1941 just two 

years after the method was allowed for general use for 

income tax purposes (AICPA, 1941, p. 298). The accelerated 
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depreciation method, double-declining balance method and 

the sum-of-the-year' s digits method were quickly recognized 

by the accounting profession as acceptable methods of 

accounting once they received approval for tax purposes in 

1954. 

Another area of conflict was the financial 

accounting treatment of the reinstated investment credit 

in 1971. Apparently there was some pressure via lobbying 

to insure that the tax credit could be reported in the most 

advantageous way for financial reporting purposes. This 

freedom to use the more liberal "flow-through" method was 

threatened. There was pressure to allow only the 

"normalizing" or "deferred" method of reporting the tax 

credit. This freedom of selection in the reporting of the 

tax credit was written into the 1971 Revenue Act. The 

pertinent section states: "iNo] taxpayer shall be required 

to use, for purposes of financial reports subject to juris

diction of any Federal agency [including the SECJ or 

reports made to any Federal agency, any particular method 

of accounting for the credit allowed by such Section 38 

. . .11 {Revenue Act of 1971, 1971, Section 101(c) (1) (A)] . 

The law continues, "a taxpayer shall use the same method of 

accounting for such credit in all such reports made by 

him, unless the Secretary of the Treasury or his delegate 

consent to a change to another method" [Section 

101(c)(1)(C)J. 



This tendency of the IRS to assume an active role 

in the formulation of financial accounting methods has been 

viewed with some alarm in accounting circles. Perhaps 

these actions by the IRS will prompt the accounting profes

sion to assert its leadership role in the promulgation of 

accounting practices. 

Accounting for the Transition 

In situations where the taxpayer has received 

advance payments which are taxable in the year of receipt 

and recognized on an accrual basis in a subsequent fiscal 

period, interperiod tax allocation would be necessary for 

financial reporting. The prepaid revenue case results in a 

deferred charges account for income taxes. This treatment 

is in conformance with Accounting Principles Board (1967b) 

Opinion Number 11, "Accounting for Income Taxes." As long 

as the advances received each year remain constant or 

increase, the deferred charges tax account will remain 

constant or in the latter case increase. Interperiod tax 

allocation is discussed in Chapter 3. 

The tax and financial accounting practice of 

recognizing advances in the year of receipt are presented 

in Tables 4, 5, and 6. The presentation assumes that the 

taxpayer is on the accrual basis with the exception of 

advances, the tax rate is fifty per cent; the advances are 

a constant $50,000 with variable expenses being sixty per 
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Table 4. Resulting Tax Return Data for $50,000 Advance 

Years 

Items 1 2 

O
 

iH 1 on 

Gross income $100,000 $100,000 $100,000 

Fixed expenses 20,000 20,000 20,000 

Variable expenses 30,000 60,000 60,000 

Taxable income 50,000 20,000 20, 000 

Income tax expense $ 25,000 $ 10,000 $ 10,000 

Table 5. Income Statements with Interperiod Tax 
for $50,000 Advance 

Allocation 

Years 

Items 1 2 3-10 

Revenue $50,000 $100,000 $100,000 

Fixed expenses 20,000 20,000 20,000 

Variable expenses 30,000 60,000 60,000 

Net income before taxes -0- 20,000 20,000 

Income tax expense -0- 10,000 10,000 

Net income </
> 1 O
 

1 $ 10,000 $ 10,000 
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Table 6. Balance Sheet with Tax Allocation for $50,000 
Advance (End of Year) 

Years 

1 2 3-10 

Assets: 
Deferred charges, income taxes $25,000 $25,000 $25,000 

Liabilities: 
Federal income taxes payable $25,000 $10,000 $10,000 

Unearned revenue $50,000 $50,000 $50,000 

cent of earned revenue and fixed expenses at a uniform 

$20,000 a period. The taxpayer receives the first advance 

in year 1 and continues to receive the $50,000 advance 

payments through and beyond year 10. The advance payments 

are for services and are earned by the end of the subse

quent year. Under interperiod tax allocation, the taxpayer 

will have a deferred charges account for the advance pay

ments amounting to $25,000. Table 4 presents the income 

tax computations, Table 5 the income statement, and Table 6 

the balance sheet. 

If the taxpayer at some later date elects to change 

the method of accounting for advances, the balance of the 

income tax deferred charges account will be amortized in 

accordance with Revenue Procedure 70-27 at the rate*of ten 
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per cent per annum. The ten-year amortization of the 

deferred charges account would coincide with the ten-year 

allocation of the duplicate amounts pursuant to Revenue 

Procedure 7 0-27. 

Table 7 illustrates the income tax payments if the 

taxpayer continued to recognize advances in the year of 

receipt. Table 7 demonstrates the tax liabilities as a 

result of the taxpayer in year zero changing the tax 

accounting practice for prepaids in conformance with the 

Revenue Procedures 71-21 and 7 0-27. 

Table 7. Tax Liabilities with Change to the Deferral 
Method in Year Zero (000's Omitted) 

Years 

Items -2 -1 0 1-9 10 

Gross Income $100 $100 $100 $100 $100 

Fixed Expenses 20 20 20 20 20 

Variable Expenses 30 60 60 60 60 

Duplicated Revenue 
Deduction — — 5 5 — 

Taxable Income 50 20 15 15 20 

Tax Liability 25 10 7.5 7.5 10 

Tax Savings Due to Change -0- -0- 2,5 2,5 -0-
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Since the taxpayer is changing the method of 

recognizing income to conform with financial reporting, the 

timing difference which initiated the need for interperiod 

tax allocation will be eliminated over a ten-year period. 

After the ten-year transition period is over, the income 

recognized for financial purposes will be the same as that 

recognized for tax purposes in each fiscal period. 

Assuming the taxpayer began receiving advance pay

ments and recognizing them for tax purposes in the year of 

receipt, the change in the tax accounting practice of using 

the accrual basis for recognizing advance payments would 

generate a tax savings equal to the amount in the deferred 

charges account. The impact of this tax savings would be 

allocated over a ten-year period in accordance with Revenue 

Procedure 7 0-27. The net income as determined for financial 

reporting remains unaffected by the change in the tax method 

of accounting. 

Because of the change in income recognition for tax 

purposes, the deferred charges account will be phased out 

beginning with the year of transition, year zero. The 

journal entries establishing the deferred charges in year 

minus two were: 

Income tax expense -0-
Deferred charges, 
income taxes 25,000 

Taxes payable 25,000 
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Year minus one has the gross income for tax 

reporting equal to the income recognized for financial 

reporting with: 

Income tax expense 10,000 
Income taxes payable 10,000 

After the transition in year zero, the balance of 

the deferred charges account is reduced by ten per cent a 

year: 

Income tax expense 10,000 
Deferred charges, 
income taxes 2,500 

Taxes payable 7,500 

Finally in year ten, the transition to the new 

method of recognizing advances is completed: 

Income tax expense 10,000 
Income taxes payable 10,000 

The deferred charges for income taxes at the 

beginning of the transition period is equal to the 

duplicated revenue multiplied by the tax rate. Or, the 

duplicated revenue to be reported in the post-transition 

period is equal to the deferred taxes account multiplied 

by the reciprocal of the tax rate. 

Transitional Duplication of Revenue 

To illustrate the concerns related to the transi

tional revenue void when changing from a non-deferral 

method to a deferral situation, Table 8 demonstrates the 

problems involved in the deferral for services under the 

repealed Section 452 and the current Revenue Procedures 



Table 8. Tax Revenue Void Due to Change of Accounting Method for Services 
(Constant Advances) 

Years 

-2 -1 0 1 2 3-8 9 10 

Case I: 
Gross income from services 
(revenue recognition— 
cash basis) $10, 000 $10,000 $10, 000 $10, 000 $10, 000 $10,000 $10, 000 $10,000 

Revenue recognition under 
Section 452 10, 000 10,000 5, 000 10, 000 10, 000 10,000 10, 000 10,000 

Variable expenses (40%) 2, 000 4,000 4, 000 4, 000 4, 000 4,000 4, 000 4,000 
Taxable income $ a, 000 $ 6,000 $ 1, 000 $ 6, 000 $ 6, 000 $ 6,000 $ 6, 000 $ 6,000 
Income tax paid 4, 000 3,000 500 3, 000 3, 000 3,000 3, 000 3,000 
Tax savings by changing — — 2, 500 -0 1— -0 i— -0- -0 1— -0-

Case II: 
Using Revenue Procedures 
71-21 and 70-27 

Gross Income $10, 000 $10,000 $10, 000 $10, 000 $10, 000 $10,000 $10, 000 $10,000 
Deductions (40%) 2, 000 4,000 4, 000 4, 000 4, 000 4,000 4, 000 4,000 
10% of duplicated revenue — — 500 500 500 500 500 — 

Total Deductions 2, 000 4,000 4, 500 4, 500 4, 500 4,500 4, 500 4,000 
Taxable Income 8, 000 6,000 5, 500 5, 500 5, 500 5,500 5, 500 6, 000 
Income tax paid 4, 000 3,000 2, 750 2, 750 2, 750 2,750 2, 750 3,000 
Tax savings by changing — -0- 250 250 250 250 250 -0-
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71-21 and 70-27. In each case the firm receives $10,000 a 

year in advance for services which are half-performed by 

the end of the year of receipt. Prior to the year of 

transition (year zero) the taxpayer recognized for tax 

purposes service revenue in the year of receipt of the 

advance payment. Case I illustrates the transition as it 

would occur under Section 452, which did not take into 

consideration any suspense account for duplicated amounts 

of revenue. In Case I an arbitrary variable cost of forty 

per cent of the gross income cost figure was used which 

resulted in $5,000 of gross income with deductions of 

$4,000 or taxable income of $1,000, In the pre-transition 

period the taxable income would have been $6,000 or the 

difference of the same $5,000 change in gross income. As 

can be noted, the taxable revenue in year zero dropped by 

fifty per cent or $5,000. Assuming a tax rate of fifty per 

cent, the tax savings in year zero would be $2,500 which 

is the amount of the deferred charges for income taxes. 

The tax saving indicated in Table 8 is the same amount 

which is used to reduce and eliminate the deferred charges 

pertaining to income taxes. In subsequent years the gross 

income has returned to its pre-transition level of $10,000. 

The deductions which match the pre-transitional prepayments 

are deducted in year zero when the expenses of providing 

the services are incurred. 
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During the hearings pertaining to the repeal of 

Section 452, the Treasury expressed concern over the total 

dollar amount of the reduction in tax revenues in the years 

involving the transition from non-deferral to the deferral 

method. It could be implied from the Secretary of the 

Treasury's remarks that the tax revenue void was too severe 

a price to pay for closer conformance of tax accounting and 

financial accounting. (For additional comments see 

Chapter 7.) 

In Case II the taxpayer was receiving $10,000 in 

advance for services under the same conditions as outlined 

in Case I. Following the procedures called for by Revenue 

Procedures 71-21 and 70-27, the taxpayer recognizes for the 

second time the revenue related to the advances received in 

year minus one. This new basis for the recognition of an 

already taxed income item (the second half of the year 

minus one's prepayment) is what Section 481 considers a 

duplicated amount. This duplicated income item of $5,000 

is then treated as a deduction of $500 (ten per cent) for 

ten years beginning with the year of transition. At the end 

of the ten-year period total gross income is $100,000. The 

deductions which are set at an arbitrary forty per cent of 

revenue, will be $4,000 per year with the additional $500 

for the duplicated income recognized in the year of 

transition or total deductions of $4,500 per year for ten 

years. The total taxable income for the ten years would be 
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$55,000 or $5,000 less than would be the case if the tax

payer would have never changed methods of accounting for 

prepaid services. 

Just as in Case I the total savings in taxes 

amounted to the same $2,500. However, in this case the tax 

saving was spread out over ten years. As in all situations 

involving tax savings one should remember that any time 

there is a tax savings by the taxpayer the Treasury has a 

reduction in tax receipts. Apparently the Treasury is 

willing to grant some tax savings, in these cases $2,500, 

but only on the condition that the revenue loss is spread 

over ten years. 

Both methods of accounting for the duplicated income 

result in a temporary drop in taxable income of $5,000. The 

major difference arises in connection with the timing of 

the revenue void. It must be noted that this timing 

difference will also occur in the case of advances for 

goods. 

Tables 9 and 10 illustrate the transition problem 

involving prepayment for goods. In Cases I and III the 

taxpayer receives $9,000 a year in advance for goods to be 

delivered—half in the year of receipt and the remaining 

half in the subsequent year. In Cases II and IV the tax

payer receives $9,000 in advance, one-third of which is 

earned in the year of receipt and the remaining two-thirds 

ratably over the two subsequent years. In all cases the 



Table 9. Tax Revenue Void Due to Change of Accounting Method for Goods in 
Accordance with Section 452 

Years 

-2 -1 0 1 3 -9 10 11 

Case I: 
Cash inflow per year $9,000 $9, 000 $9, 000 $9, 000 $9, 000 $9,000 $9,000 
Revenue earned half in year of receipt 
Revenue recognition under Section 452 $9,000 $9, 000 $4, 500 $9, 000 $9, 000 $9,000 $9,000 
Cost of Goods sold (40%) 3,600 3, 600 3, 600 3, 600 3, 600 3,600 3,600 
Gross Income $5,400 $5, 400 $ 900 $5, 400 $5, 400 $5,400 $5,400 
Income Tax Paid 2,700 2, 700 450 2, 700 2, 700 2,700 2,700 
Tax savings by Changing — — $2, 250 — •- — — 

Case II: 
Revenue earned one-third in year of receipt 
Revenue recognition under Section 452 $9,000 $9, 000 $3, 000 $6, 000 $9, 000 $9,000 $9,000 
Cost of Goods Sold (40%) 3,600 3, 600 3, 600 3, 600 3, 600 3,600 3,600 
Gross Income $5,400 $5, 400 $( 600) $2, 400 $5, 400 $5,400 $5,400 
Income Tax Paid 2,700 2, 700 •0- 1, 200 2, 700 2, 700 2,700 
Refund (300) — — — — — — 

Tax Savings Due to Change — - $3, 000 $1, 500 - — — 



Table 10. Advances for Goods Tax Revenue Void Due to Change of Accounting Method 
for Goods in Accordance with Regulation 1.451-5 and Revenue Procedure 
70-27 

Years 

-2 -1 0 1 2 3 -9 10 11 

Case III: 
Revenue recognition $9,000 $9,000 $9, 000 $9, 000 $9, 000 $9, 000 $9,000 $9,000 
Cost of goods sold (40%) 3, 600 3, 600 3, 600 3, 600 3, 600 3, 600 3,600 3,600 
Duplication deduction (10%) — — 450 450 450 450 -0- -0-
Total deductions 3,600 3, 600 4, 050 4, 050 4, 050 4, 050 3,600 3, 600 
Taxable income 5,400 5,400 4, 950 4, 950 4, 950 4, 950 5,400 5,400 
Income tax paid 2,700 2,700 2, 475 2, 475 2, 475 2, 475 2,700 2,700 
Tax savings due to change — — 225 225 225 225 -0- -0-

Case IV: 
Revenue recognition $9,000 $9,000 $9, 000 $9, 000 $9, 000 $9, 000 $9,000 $9,000 
Cost of goods sold (40%) 3, 600 3,600 3, 600 3, 600 3, 600 3, 600 3,600 3,600 
Duplication deduction (10%) — — 600 600 600 600 -0- -0-

— — — 300 300 300 300 -0-
Total deductions 3,600 3,600 4, 200 4, 500 4,, 500 4, 500 3,900 3,600 
Taxable income 5,400 5,400 4, 800 4, 500 4, 500 4, 500 5,100 5,400 
Income tax paid 2,700 2,700 2, 400 2, 250 2, 250 2, 250 2, 550 2,700 
Tax savings due to change — -0- 300 450 450 450 150 -0-
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the cost of goods sold is forty per cent with a tax rate of 

fifty per cent. Table 9 illustrates the transition as would 

occur under Section 452 which did not take into considera

tion any suspense account for duplicated amounts. As Case I 

results indicate, the gross income for the year of transi

tion (year zero) was reduced by $4,500 or an amount equal to 

the revenue which was deferred from the pre-transitional 

period to be accrued in the post-transitional period. The 

Treasury felt that the reduction in gross income was too 

severe a price to pay for closer conformance of financial 

and tax accounting. 

In Case I the tax savings in year zero was $2,250 or 

the amount which would have been in the deferred charges 

account. In subsequent years tax liability returned to its 

pre-transition level. As in the situation involving 

advances for services under Section 452, the tax revenue 

void is concentrated in one period. 

As Table 9 indicates, under Case II the reduction 

of gross income was equal to the total amount of income 

which was deferred from the pre-transitional period or 

$9,000 ($6,000 from year minus one, and $3,000 from year 

minus two). The dollar-for-dollar change in income is 

reflected in the reduction of the taxable income. The post-

transitional reductions in taxable income are reflected in 

year zero and in year plus one. In Case II the tax reduc

tion is larger than Case I because of a greater proportion 
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of the advance payments being earned in subsequent years. 

The total tax savings due to the transition is $4,500 with 

$3,000 in year zero and $1,500 in year plus one. 

Case III and Case IV presented in Table 10 involve 

the same conditions as those which existed in Cases I and 

II respectively, with the exception that the duplicated 

revenue items in the post^-transition period will be subject 

to treatment under Revenue Procedure 70-27 and Regulation 

1.451-5. In Case III the total reduction in taxable income 

is the same $4,500 with the exception that the duplicated 

revenue is allowed as a deduction at the rate of ten per 

cent per year for the next ten years. The revenue which 

was deferred from the pre-transition period is accrued when 

it is earned in the post-transitional period. In Case III 

the total tax reduction is $2,250 or $225 per year for ten 

years. This tax savings is the same amount as that saved 

under the Section 452 treatment with identical conditions. 

In Case IV the pre-transition deferrals are included 

in post-transition period gross income with the correspond

ing ten per cent annual deduction for the duplicated revenue 

items reported in the post'-transitional period. The reduc

tion of taxable income is the same $9,000 as in Case II, but 

the revenue reduction is allocated over eleven years. 

In Case IV the total tax reduction is $4,500 with 

$300 in year zero, $450 in years one through nine and $150 

in year ten. The allocation of the tax savings would take 
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longer due to the delay in the duplicate recognition of some 

of the advances in the post-transitional period. 

Again as in the situations involving advances for 

services, the reduction in taxable income is the same with 

one difference—timing of the reduction. The Treasury is 

apparently willing to accept the same tax revenue void 

today that it would not accept back in 1955; the major 

difference being the timing of the tax revenue loss. 

The other alternative of inclusion of the duplicated 

revenue in the year of transition with no corresponding 

deduction for the duplicated income items would be contrary 

to Section 481. If this method were used the revenue loss 

would be zero since gross income and deductions would 

remain constant, but most taxpayers would not be too willing 

to pay such a high price for closer conformance between tax 

accounting and financial accounting. This method would also 

tend to encourage the development of some new forms of tax 

avoidance maneuvers which are covered under the topic of tax 

avoidance. 

Advantages and Disadvantages of Using the 
Deferral Method 

Under certain conditions, it would definitely be to 

the taxpayer's advantage to change to a deferral method or 

to use a deferral method from the very beginning. This 

author examined three prepayment patterns, namely: increasing 

advances, constant advances, and declining advances and 
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their impact on cash flow and earnings under various 

conditions. 

Table 11 examines a situation where the taxpayer's 

cost structure consists of annual fixed costs of $20,000 

and variable costs totaling sixty per cent of the revenue 

associated with the advance payments when the services are 

provided, and an income tax rate of fifty per cent. The 

taxpayer begins with a $100,000 advance which is half-

satisfied by the end of the year of receipt. In the 

following year the remaining half is earned. In subsequent 

years the advances increase at an annual rate of $20,000. 

The largest single impact on cash flow occurs in the first 

year where net cash flow under the deferral method results 

in $50,000; without deferral, $25,000. In subsequent years 

the difference in net cash flow drops to a $5,000 annual 

advantage for the deferral method. The deferral method is 

simply the recognition of revenue on the same basis as that 

used in regular financial accounting reports. 

Table 12 indicates the effect on cash flows in a 

situation where advances are a constant $100,000; half 

earned by the end of the year of receipt, the balance 

earned in the following year. The cost structure is the 

same for this case as in Table 11, with $20,000 in fixed 

charges, variable costs at sixty per cent of earned revenue 

and a tax rate of fifty per cent. With the exception of the 

cash flow advantage of the deferral method in the initial 
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Table 11. Cash Flow Analysis with Increasing Advance Pay
ments ($20,000 per Year Increase) 

Years 
(000 Omitted) 

12 3 4 Totals 

Financial Accounting Reporting: 
Revenue 50 110 130 150 440 
Fixed expenses 20 20 20 20 20 
Variable expenses 30 66 78 90 264 
Net income before taxes -0- 24 32 40 96 
Accrued income taxes -0- 12 16 20 48 
Net income -0- 12 16 20 48 

Cash Flow from Operations: 
Gross receipts 100 120 140 160 520 
Expenditures 50 86 98 110 344 
Cash flow from operations 50 34 42 50 176 

Cash Flow—Non-deferral: 
Cash flow from operations 50 34 42 50 176 
Tax liability 25 17 21 25 88 
Net cash flow 25 17 21 25 88 

Cash Flow with Deferrals: 
Cash flow from operations 50 34 42 50 176 
Tax liability -0- 12 16 20 48 
Net cash flow 50 22 26 30 128 

Comparison of Cash Flows: 
With the deferral method 50 22 26 30 128 
Without deferral 25 17 21 25 88 
Difference 25 5 5 5 40 
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Table 12. Cash Flows Analysis with Constant Advances of 
$100,000 

Years 
(000 Omitted) 

12 3 4 Totals 

Financial Accounting Reporting: 
Revenue 50 100 100 100 350 
Fixed expenses 20 20 20 20 80 
Variable expenses 30 60 60 60 210 
Net income before taxes -0- 20 20 20 60 
Accrued income tax expense -0- 10 10 10 30 
Net income -0- 10 10 10 30 

Cash Flow from Operations: 
Gross receipts 100 100 100 100 400 
Deductions 50 80 80 80 290 
Cash flow from operations 50 20 20 20 110 

Cash Flow-~Non-deferral: 
Cash flow from operations 50 20 20 20 110 
Tax liability 25 10 10 10 55 
Net cash flow 25 10 10 10 55 

Cash Flow with Deferrals: 
Cash flow from operations 50 20 20 20 110 
Tax liability -0- 10 10 10 30 
Net cash flow 50 10 10 10 80 

Comparison of Cash Flows: 
With deferral method 50 10 10 10 80 
Old cash basis--non-deferral 25 10 10 10 55 
Difference 25 -0- -0- -0- 25 
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year of receipt of advances, the cash flow under either 

alternative is identical. 

The case of declining advance payments is presented 

in Table 13. In this example the initial advance payment is 

$280,000, which is half-earned by the end of the year of 

receipt with the balance earned in the following year. The 

expenses are: $20,000 fixed, variable at sixty per cent of 

earned revenue and taxes at fifty per cent. As in the other 

cases there is a cash flow advantage using the deferral 

method in the initial year of advance payments. However, in 

the subsequent years the cash flow advantage is reversed 

with the larger net cash flow accruing to the non-deferral 

method. 

After reviewing these three cases, one can generalize 

that with the exception of the year in which there is an 

initial advance payment, the deferral method will result in 

a definite cash saving advantage when advances have a 

pattern of increasing in subsequent years. Just the reverse 

would be true in the case of declining advance payments 

where the non-deferral method would result in an increase 

in net cash flows. In the case of a series of constant 

advance payments the net cash flow would be identical. 

These conclusions are subject to many factors remaining 

constant such as the tax rate, fixed expenses remaining 

stable and the variable costs remaining a constant per

centage of the earned income. 
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Table 13. Cash Flow Analysis with Declining Advance Pay
ments ($20,000 per Year Decrease) 

Years 
(000 Omitted) 

1 2 3 4 Totals 

Financial Accounting Reporting: 
Revenue 140 270 250 230 890 
Fixed expenses 20 20 20 20 80 
Variable expenses 84 162 150 138 534 
Net income before taxes 36 88 80 72 276 
Accrued tax expense (50%) 18 44 40 36 138 
Net income 18 44 40 36 138 

Cash Flow from Operations: 
Gross receipts 280 260 240 220 1000 
Deductions 104 182 170 158 614 
Cash flow from operations 176 78 70 62 386 

Cash Flow—Non-deferral: 
Cash flow from operations 17 6 78 70 62 386 
Tax liability 88 39 35 31 193 
Net cash flow 88 39 35 31 193 

Cash Flow with Deferral: 
Cash Flow from operations 176 78 70 62 386 
Tax liability 18 44 40 36 138 
Net cash flow 158 34 30 26 248 

Comparison of Cash Flows: 
With the deferral method 158 34 30 26 248 
Without deferral 88 39 35 31 193 
Difference 70 (5) (5) (5) 55 
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In consideration of the effect of the tax rate on a 

deferral-non-deferral situation, Tables 14, 15, and 16 

should be examined. The same basic relationships of 

deferral versus non-deferral in terms of effects on net 

cash flows is maintained whether the tax rate is forty per 

cent, fifty per cent, or sixty per cent. Where increasing 

advances are concerned, the higher the tax rate the greater 

the advantage of a deferral method over the non-deferral 

method. In declining advances, the cash or non-deferral 

method will result in a greater net cash flow. In terms of 

the effect of the tax rate, the higher the tax rate the 

greater the advantage in terms of net cash flow of the non-

deferral method. As might be expected in the case of 

constant advances, there is no difference in the net cash 

flow subsequent to the first year when comparing the 

deferral and non-deferral methods. 

Considering the factors of tax rate and the pattern 

of advances it would appear that with the exception of the 

initial year of receipt of advances it would not be benefi

cial for a taxpayer to change to the accrual method of 

recognizing prepaid revenue unless the volume of advances 

was to increase. In accordance with Revenue Procedure 7 0-27, 

if a taxpayer changes to the deferral method, a special ten 

per cent deduction should be taken into consideration on the 

income which was included in income twice. This special 

ten per cent deduction would give a cash flow advantage to 
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Table 14. Analysis of Cash Flow and Effects of Differing 
Tax Rates for Increasing Advance Payments (Data 
from Table 11) 

Years 
(000 Omitted) 

1 2 3 4 Total 

Cash Flow from Operations: 
(before taxes) 50 34 42 50 176 

Comparisons of Cash Flows: 
40% tax rate 

deferral method 50 24. 4 29.2 34 137. 6 
non-deferral method 30 20. 4 25.2 30 105. 6 
difference 20 4 4 4 32 

50% tax rate 
deferral method 50 22 26 30 128 
non-deferral method 25 17 21 25 88 
difference 25 5 5 5 40 

60% tax rate 
deferral method 50 19. 6 22.8 26 118. 4 
non-deferral method 20 13. 6 •16.8 - 20 70. 4 
difference 30 6 6 6 48 
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Table 15. Analysis of Cash Flow and the Effects of Differ
ing Tax Rates for Constant Advance Payments 
(Data from Table 12) 

Years 
(000 Omitted) 

1 2 3 4 Total 

Cash Flow from Operations: 
(before taxes) 50 20 20 20 110 

Comparisons of Cash Flows: 
40% tax rate 

deferral method 50 12 12 12 86 
non-deferral method 30 12 12 12 66 
difference 20 0 0 0 20 

50% tax rate 
deferral method 50 10 10 10 80 
non-deferral method 25 10 10 10 55 
difference 25 0 0 0 25 

60% tax rate 
deferral method 50 8 8 8 74 
non-deferral method 20 8 8 8 44 
difference 30 0 0 0 30 
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Table 16. Analysis of Cash Flow and the Effects of Differ
ing Tax Rates for Declining Advance Payments 
(Data from Table 13) 

Year 
(000 Omitted) 

Total 

Cash Flow from Operations: 
(before taxes) 

Comparisons of Cash Flows: 
40% tax rate 

deferral method 
non-deferral method 
difference 

50% tax rate 
deferral method 
non-deferral method 
difference 

60% tax rate 
deferral method 
non-deferral method 
difference 

176 78 70 62 

161.6 
105. 6 
56 

158 
88 
70 

154.4 
70.4 
84 

42.8 
46.8 
(4) 

34 
39 
(5) 

25.2 
31.2 
( 6 )  

38 
42 
(4) 

30 
3_5 
(5 / 

22 
28 
( 6 )  

33.2 
37.2 
(4) 

26 
31 
(5) 

18.8 
24.8 
( 6 )  

386 

275. 6 
231.6 
44.0 

248 
193 
55.0 

220.4 
154.4 
66.0 
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the use of a deferral method in situations where the 

difference in cash flow would have been zero, as in the 

situation of constant advances. For constant advances the 

net cash flow benefits of the deferral method would cease 

after the ten-year transition period is over. With small 

diminishing advances, the ten-year, ten per cent allocation 

under Revenue Procedure 70-27 may be enough to offset the 

cash flow disadvantage of the deferral method for a short 

time, but when the ten-year allocation ends the taxpayer 

will be faced with the problem of a net cash flow dis

advantage with the deferral method. In the situation of 

increasing advances, the switch from the cash method of 

treatment for prepaids to a deferral method presents the 

greatest advantage especially when the "normal" advantage 

in terms of cash flow is augmented by the ten per cent, 

ten-year allocation of duplicated income items. 

All of the analyses in terms of the patterns of 

advances have the built-in assumption of no change in these 

patterns. This assumption of consistent patterns is subject 

to criticism. Most taxpayers would take into consideration 

the cash flow problems associated with advance payments. In 

the case where deferrals are permitted, the advance payment 

would be totally available for working capital purposes. 

With deferrals being permitted, the taxpayer would probably 

actively increase his emphasis on generating advance payment 

agreements. By receiving the advances initially with no 
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reduction for marginal taxes thereon, the taxpayer could 

generate a significant amount of working capital by means of 

requiring advance payments. This form of fund raising could 

be an important factor where a taxpayer has little working 

capital to spare and the item or service to be delivered in 

a subsequent year requires a relatively large amount of 

working capital to be tied up for a long period until 

delivery and final payment. As the tax rate rises, the 

taxpayer on a cash basis for advances would tend to retain 

a smaller portion of the advances due to the marginal taxes 

on the advances. Because of this loss of cash due to the 

taxation of advances, many taxpayers with long-term contracts 

and anticipated heavy outlays of cash would be wise to 

change their method of accounting for prepaid revenue 

items. 

One important element of the taxpayer's behavior 

which is critical to this paper is: will the taxpayer 

increase, and if so to what extent, the emphasis on 

generating or requiring advance payments from clients and 

customers. 

Avoidance Problems of Transition 

In the case of a taxpayer who decides to change 

methods of accounting for prepaid revenue, the accrual 

method is first applied in the year of transition, which 

can give rise to the duplicate reporting of income which was 
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reported in the pre-transitional period when the advance 

was received. The taxpayer does receive relief from 

double taxation by means of Revenue Procedure 7 0-27 which 

permits the ten-year, ten per cent series of deductions. 

The taxpayer with the greatest cash advantage from 

the transition to the deferral method is one who has no 

duplicated income items recognized for the second time. The 

question or problem then for a taxpayer with a sizeable 

backlog of prepaid items, is how to reduce or eliminate any 

recognition of these items in the post-transitional period. 

There are several possible alternatives to reducing or 

eliminating such revenue duplication problems. Sobeloff 

(1970) analyzed some of the possible methods a taxpayer 

could use to minimize the transition problems. 

One solution, which is probably the least compli

cated, is to fulfill the obligations under the contract 

before the year of transition. This could be done only in 

cases where the terms of the contract permitted acceleration 

of the delivery of goods or the providing of the contracted 

services. In situations involving contracts which were 

specific as to the dates services are to be provided—such 

as those obligations which are time related; e.g., member

ship dues or rents, acceleration would be impossible. Also 

in the case of goods to be delivered at a future date, the 

recipient may not or cannot take delivery before the 

original contracted delivery date. 
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If the taxpayer cannot accelerate recognition of a 

significant amount of prepaid items, two other alterna

tives of avoiding the post-transitional recognition problem 

exist. One course is the disposing of the obligation; thus 

revenue recognition, to a third party. The second course 

is the renegotiation of the original contract in order to 

convert it to a form of contract which would not be 

eligible for deferral; thus not subject to recognition in 

the post-transitional period. 

The disposal of the obligation to a third party has 

some precedent relationship in City Stores Company v. Smith, 

Commissioner (154 F. Supp. 348, 1957). In City Stores the 

taxpayer sold outstanding accounts receivable prior to the 

year elected to use the installment method of reporting 

income under Section 453. By disposing of accounts 

receivable the taxpayer avoided post-transition recognition 

of income items; i.e., the collection of the accounts 

receivable, in the post-transitional period. In all 

probability the costs involved in the disposal of the 

obligations would be deductible as ordinary and necessary. 

It is unknown at this time what the reaction of the IRS 

would be to such an arrangement. There is one non-tax 

difficulty which may arise from this action; namely, the 

third party may end up with the customer once the original 

contract is satisfied. This potential loss of a customer 
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may be too high a price to pay for any short-run tax 

advantage. 

The other alternative of renegotiating a new 

contract involves the amending of the old pre-transitional 

contract so as to extend the terms to a longer period 

before the obligation is satisfied. In situations involving 

services, the original contract may have required services 

to be furnished by the end of the year following the year of 

receipt; the original arrangement might be modified to 

lengthen it beyond the second year after the year of 

receipt. This lengthened contract would not be eligible 

for deferral in the post-transitional period; therefore, 

the advance involved would not be recognized for the second 

time. Without recognition after the transition, taxable 

income would be minimized. 

Both of the last two alternatives are by their very 

nature somewhat blatant tax avoidance maneuvers and as such 

would probably be subject to challenge by the IRS. Tax 

avoidance behavior of this type could possibly jeopardize 

the Commissioner's acceptance of the taxpayer's change of 

accounting practices. Furthermore, the Commissioner might 

require the taxpayer to use some form of phantom reporting 

for the amounts which would have been includible if the 

taxpayer had not used an avoidance scheme. The taxpayer 

would then be compelled to sue since such a system of 

accounting was not included in the revenue procedure. The 
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Commissioner would have a strong position except for the 

numerous private rulings which have been issued along the 

lines of those in City Stores without any question or 

problem with a transition adjustment as outlined in 

Section 453 (c). 



CHAPTER 9 

ALTERNATIVE ADJUSTMENTS FOR THE TRANSITION 

Shapiro's Study 

Included in the 1959 House Ways and Means Tax 

Revision Compendium, Donald Shapiro (1959) reviewed prepaid 

income and estimated expenses in his paper, "Tax Accounting 

for prepaid Income and Reserves for Future Expenses." As 

part of the discussion of prepaid income and estimated 

expenses, Shapiro traced the legislative, judicial, and 

administrative histories as they pertained to the above 

topics. In his analysis, Shapiro noted Congress's and the 

Treasury's reluctance to allow Sections 452 and 462 to 

remain law due to the large anticipated tax revenue loss. 

Transition from the cash receipts method to the 

accrual or deferral of prepaid income involyed the problem 

of how to treat the income items which would be recognized 

for the second time as a result of a change of accounting 

methods; this duplicated revenue is referred to as the 

transition amount. Shapiro illustrated several alternative 

methods of treating the transition amount. Shapiro charac

terized the post-transitional deductions of the transition 

amounts into three patterns: (1) recognized immediately and 

deducted upon the transition to the new method, (2) 

206 
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allocated over future years based upon some system which 

would be equitable to both the taxpayer and the Treasury, 

and (3) allocated ratably over a fixed number of years. 

Method (1) allows an immediate deduction for the 

transition amount. There were two basic procedures which 

could be used. The first was part of Section 452, which 

provided that the duplicated amounts of prepaid revenue 

could be excluded from gross income in the year in which the 

item would be recognized under the newly adopted method of 

accounting. In most cases the exclusion would probably take 

place in the year of transition and one or two years there

after. The second procedure is what Shapiro considers the 

most likely treatment under Section 481(a). In this situa

tion all of the transition amount would be deducted in the 

year of transition which could result in a very sudden and 

large decline in taxable income or even a net operating loss. 

The income recognized in the year of transition would be in 

accordance with the newly adopted basis of accounting with 

some of the duplicated income being recognized in the year 

of transition and in subsequent years. Of all possible 

methods of considering the treatment of the transition 

amount, the 481(a) procedure would be the most severe for 

the Treasury because of the reduction in tax revenue being 

concentrated in one year. 

Under method (2) the equitable scheme referred to by 

Shapiro appears to be original with Shapiro. This author 



208 

has not uncovered any mention of this plan by any other 

source. The general plan of this process was to use the 

transition amounts as deductions when the accrual net 

income process results in a higher income than would be the 

case if the taxpayer had continued with the old cash receipt 

method for the same period. The transition amount is the 

amount of prepaid income which would be listed on an opening 

balance sheet in the year of transition. Shapiro further 

explains his system by analyzing the changes in the balance 

of the prepaid income account. The year's beginning balance 

of the prepaid income account is reduced during the year as 

the prepaid income items are recognized and the balance of 

the account is increased as new advances are recorded during 

the year. From the change in the balance of the prepaid 

income account, it can be ascertained whether the income 

reported under the accrual mode would be larger or smaller 

than the income reported under the tax method based upon 

cash receipts. Where the ending balance was smaller than 

the beginning balance, the prepaid income reported on the 

accrual basis would be greater than under the cash receipts 

basis. In the case where the balance of the prepaid income 

account increases, thus receiving advances at a faster rate 

than the prior advances are earned on the accrual basis, the 

income under the accrual basis would be less than that under 

the cash receipts basis. By making a comparison between the 

beginning and ending balance of the prepaid income account 
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over any length period—month, year, or a series of years— 

one can ascertain whether prepaid income on the accrual 

basis is greater than or less than prepaid income on the 

cash receipts basis. Shapiro's (1959) scheme allocates the 

transition amount in such a way which he claims, "avoids 

inequity to taxpayers." The beginning of the period for the 

comparison of the changes of the balance of the prepaid 

income account starts with the beginning of the year of 

transition and the date of the "ending" balance of the pre

paid income account, is the end of the current tax year. In 

the first year when the ending balance of the prepaid income 

is less than the balance at the beginning of the transition 

period, the difference is deducted in that year to reduce 

the income from prepaid revenues. This difference is then 

deducted from the beginning or transition amount. In each 

succeeding year this comparison is made with the adjusted 

transition amount and in any case where the adjusted transi

tion amount is found to be larger than the ending balance in 

a particular year, the difference is deducted from the 

current prepaid revenue recognized and the adjusted transi

tion amount. Eventually the transition amount will be 

reduced to zero and the transition mechanics are complete. 

In the situation where the taxpayer would have constant 

and/or increasing advances, the transition amounts would 

never be reduced and used as deductions in subsequent years. 

The cash receipts from advances would have to be reduced 
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possibly for several years especially if the advances were 

deferred over several years before the balance in the pre

paid revenue account would drop far enough to be less than 

the transition amount. Examples of this and the other 

systems of deferral transition will be illustrated in a 

later section of this chapter. 

Under method (3) referred to by Shapiro, the 

transition amount was deducted ratably over a fixed period 

following the transition. Today this is a common means of 

treating transition amounts by means of Revenue Procedure 

70-27. 

Examples of Transition Adjustments 

The balance in the prepaid revenue account at the 

beginning of the transition period is a function of two 

factors: the average amount of the advances received each 

year and the number of years over which the advance is 

deferred. Under these conditions the balance in the pre-

N • A paid account can be stated by the equation: ^ • = transition 

amount, where N is the number of years over which the 

advance is deferred and A represents the average amount of 

the annual advances. Thus, in a situation where the 

advances were to be earned over a ten-year period the 

transition amount would be five times the average annual 

advance. The transition amount can be derived from the 

taxpayers financial balance sheet, assuming that the 
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taxpayer was on an accrual basis with the exception of the 

recognition of advance receipts. The following tables 

represent the same pattern of advances over a fifteen-year 

period being subject to a series of different forms of 

recognizing the transition amount as a reduction of income 

in the post-transition period. The example is constructed 

in such a way that by the end of the fifteenth year all the 

unearned revenues will have been satisfied with no balance 

remaining in the unearned revenue account. The pattern of 

advance payments is such that it is not consistent, but 

increases and decreases several times before the end of the 

fifteen year time span. In the accrual revenue recognition 

pattern of advances one-sixth of the advance is earned in 

the year of receipt, one-third in each of the next two 

years and the remaining one-sixth in the third successive 

year. The taxpayer changed the process of accounting for 

advances at the beginning of year four. Prior to year four 

the taxpayer was recognizing advances as includible in 

income in the year of receipt. The revenue recognition 

under the various methods is indicated in Table 17. These 

various methods of treatment of the transition amount 

($17 2) follow Shapiro's presentations. The transition 

amount is the result of advances received in years one, 

two, and three which accrue in the years after the transi

tion, or years four, five, and six. 



Table 17. Suggested Methods of Recognizing Duplicate Revenue Items 
when Changing from Cash Receipts Method to Deferral Methi 
for the Recognition of Advance Payments 

Method 1 
Method 2 

Strict Tax Rules 
Accrual Accounting-

Annual 
Income 

Year 
(Cash 
Receipts) 

Cumulative 
Income Annual 

Cumulative 
Income 

1 $ 72 $ 72 $ 12 $ 12 
2 12 0 192 44 56 
3 120 312 84 140 
4 1st Year of Accrual 120 432 112 252 
5 180 612 130 382 
6 180 792 150 532 
7 120 912 160 692 
8 96 1008 146 838 
9 150 1158 127 965 
10 180 1338 132 1097 
11 120 1458 146 1243 
12 48 1506 133 1376 
13 0 1506 86 1462 
14 0 1506 36 1498 
15 0 $1506 8 $1506 

Totals $1506 $1506 

aSpecial deductions of: = 34.4/yr Yr. 4 Yr. 5 Yr. 6 

92/10 60/10 20/10 
Yr. 4 92 

Yr. 5 60 for years 4-8 inclusive 

Yr. 6 20 

$172 deduction in Yr. 4. 



enue Items 
erral Method 

Method 2 

Accounting-— Income 

prepaid 
Cumulative Income 
Income 

Method 3 

Transition Under 
Sec. 452 

Method 4 Method 

E.O.Y. Annual Cumulative 

Allocating Transition 
Adjustment Over 5 Years 

(Shapiro Style) 

Allocation Tr 
Adjustment Over 
(Revenue Proced 

$  1 2  $ 60 $ 72 $ 72 $ 72 $ 72 $ 72 
56 136 120 192 120 192 120 
140 172 120 312 120 312 120 
252 180 20 332 77. 6a 389. 6 102.8 
382 230 70 402 95.6a 485. 2 114.8 
532 260 13 0 532 115*6J 600. 8 132.8 
692 220 160 692 125.6a 726. 4 142.8 
838 170 146 838 111.6a 838 128.8 
965 193 127 965 127 965 109.8 
1097 241 132 1097 132 1097 114.8 
1243 215 146 1243 146 1243 128.8 
1376 130 133 1376 133 1376 115.8 
1462 44 86 1462 86 1462 68.8 
1498 8 36 1498 36 1498 28 
$1506 $ o $ 8 $1506 $ 8 $1506 $ 6 

5 Yr. 6 

) 20/10 



Method 6 
Met 

Shapiro's Method 
Transit 

ition Annual Transition Sec. 
Years Accrual Amount 
70-27) Income Annual Cumulative Balance Adjustments Annual 

$ 72 $ 12 $ 72 $ 72 $ $ $ 72 
192 44 120 192 120 
312 84 120 312 172 120 H 
414.8 112 112 424 172 (60) 
529.6 130 130 554 172 130 
662.4 150 150 704 172 150 
805.2 160 160 864 172 160 
934 146 144 1008 17 0 2 146 
1043.8 127 127 1135 17 0 127 
1158.6 132 132 1267 170 132 
1287.4 146 146 1413 170 146 
1403.2 133 93 1506 130 40 133 
1472 86 o' 1506 44 86 86 
1500 36 0 1506 8 36 36 
$1506 8 $ o $1506 $ o 8 8 

$1506 $172 $1506 



ncorae 

$ 12 
44 
84 
112 
130 
150 
160 
146 
127 
132 
146 
133 
86 

36 
8 

$1506 

212 

Method 6 
Method 7 

Shapiro's Method 
Transition Under 

Transition Sec. 481(a) 
Amount 

Annual Cumulative Balance Adjustments Annual Cumulative 

$ 72 $ 72 $ $ $ 72 $ 72 
120 192 120 192 
120 312 17 2 120 h 312 
112 424 172 (60) 252 
130 554 172 130 382 
150 704 172 150 532 
160 864 172 160 692 
144 1008 17 0 2 146 838 
127 1135 170 127 965 
132 1267 17 0 132 1097 
146 1413 170 146 1243 
93 1506 130 40 133 1376 
o" 1506 44 86 86 1462 
0 1506 8 36 36 1498 

$ o $1506 $ o 8 8 $1506 
$172 $1506 
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Table 18 illustrates the years the prepaid income is 

earned on a year-by-year basis. The advances are for 

thirty-six months; six months in the year of receipt, two 

full years and six more months in the fourth year. 

Due to the self-liquidating nature of the pattern of 

the advances, the total income which should be recognized 

for the fifteen-year period is $1506. The transition 

adjustments illustrated all have one thing in common, the 

avoidance of double inclusion of the transition amount of 

$172, thus overstating the cumulative revenue of the fifteen 

years. 

Transitional Methods 

As part of the analysis of the various procedures 

of allocating the transition amount, income recognition in 

accordance with the strict cash receipts basis and the 

accrual basis is presented as contracts with the various 

allocation systems. In the case where the taxpayer changes 

from the cash basis to the accrual method for the recogni

tion of prepaid income, the duplicate or transition amount 

must be deducted from the post-transition period or the 

taxpayer will be forced to pay tax on the same income 

twice. As part of the study of the problem of making the 

transition from the cash to the accrual basis, a number of 

alternative approaches are reviewed. 



Table 18. Years of Inclusion for Advances—Accrual Basis (Years 1 Through 15) 

Ad Year Year Year Year Year Year Year Year Year Year Year Year Year Year Year 

Year vance 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 

1 $ 72 12 24 24 12 
2 120 20 40 40 20 
3 120 20 40 40 20 
4 120 20 40 40 20 
5 180 30 60 60 30 
6 180 30 60 60 30 
7 120 20 40 40 20 
8 96 16 32 32 16 
9 150 25 50 50 25 
10 180 30 60 60 30 
11 120 20 40 40 20 
12 48 8 16 16 8 
13 0 
14 0 
15 0 

$1506 12 44 84" 112 130 150 160 146 127 132 146 133 86 36 8 



215 

Method One—Strict Tax Rule Consistently 
Followed 

The amounts of the annual advances received which 

are taxable income under the continued use of the cash 

receipt practice of accounting are presented in the first 

column. The second column is the cumulative income earned 

under this process of accounting for prepaid revenues. 

Method Two—Accrual Accounting Process Used 
Consistently 

The first column identifies the annual income 

includible if the accrual form had been applied consistently 

starting with year one. The second column indicates the 

cumulative income under the accrual mode. The third column 

contains the end-of-the-year balance for the prepaid revenue 

account. 

Method Three—Transition in Conformance with 
Section 452 

The first column indicates the annual income 

recognized on the cash receipts basis in years one, two, and 

three and the subsequent use of the deferral practice 

beginning in year four. The second column represents the 

cumulative income recognized on the cash receipts basis and 

then the deferral basis. Table 18 indicates the accrual 

recognition of the deferred revenue items by years and 

amounts assuming consistent use of the accrual system 

starting in year one. The advances are for thirty-six 
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months with one-sixth being earned in the year of receipt. 

The transition adjustments are: 

Year Amount 

4 $ 92 
5 60 
6 20 

Total $172 

The above amounts are excluded in the respective years, thus 

reducing the income for the first three years of the post-

transition period. 

Method Pour—Transition of Duplicated Income 
Over Five Years 

The first column lists the annual income recognized 

on the cash receipts basis in the pre-transitional years 

one, two, and three, and the corresponding accrual income 

which was recognized in the post-transitional years subject 

to the five-year transition adjustment as described by 

Shapiro. 

In the five-year allocation scheme (Method Four) 

mentioned by Shapiro, the total transition amount is 

divided ratably over the first five years of the post-

transition period starting with the year of transition. The 

annual amount of the deduction is $34.4 ($172/5 years). 

Method Five—Transition in Conformance with 
Revenue Procedure 70-27 

The first column lists the income recognized on a 

cash, receipts basis for years one, two, and three, and the 
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income recognized on the accrual basis subject to the 

adjustments under Revenue Procedure 7 0-27 for years four 

through fifteen. The second column contains the cumulative 

total of income recognized. 

In the treatment of the transition amount in 

accordance with Revenue Procedure 70-27 (Method Five) there 

is a combination of the transition under Section 452 and 

the five-year allocation plan with the exception that the 

allocation is over ten years. The extent of the duplicated 

amount is: 

The above amounts are then allocated over ten years at the 

rate of ten per cent annually 'beginning with the year the 

duplicated amount would be included under the newly adopted 

accrual program. The schedule of deductions is: 

Year Amount 

4 
5 
6 

$ 92 
60 
20 

$172 

Years Annual Amount 

4^13 
5-14 
6-15 

$9.2 
6 . 0  
2 . 0  

Years Cumulative Deductions/Year 

4 
5 
6-13 

$ 9.2 
15.2 
17.2 

8 . 0  
2,0 

14 
15 
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Since deductions overlap they reach their maximum in 

the third year and hold at that level for eight years until 

the oldest ten-year allocation is exhausted. Finally, in 

year fifteen the deduction is reduced to the last year of 

the youngest allocations. 

Method Six—Transition in Accordance with the 
Method Suggested by Shapiro 

The first column represents the income recognized 

on the cash basis in years one, two, and three, and on the 

accrual basis in the post-transitional years subject to 

adjustments due to the transition deductions as determined 

under Shapiro's method. The second column is the cumulative 

income recognized. Column three represents the transition 

amounts as they are reduced when the transition adjustments 

are deducted from the current accrual income. The fourth 

column is the annual adjustment to the post-transition 

income. 

The transition adjustment under Shapiro's method 

(Method Six) is based upon the adjustment in any one year 

being equal to the amount by which the beginning balance 

(transition amount) exceeds the current year's ending 

balance of prepaid revenues. If the prepaid revenue balance 

at the beginning of the period under the new accounting 

procedure is greater than the ending balance then the income 

under the cash receipts basis would be less than that 

recognized on the accrual basis; it is this difference or 
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the balance of the transitional amount (subject to adjust

ments) , whichever is less, that is deducted from the current 

income as determined on the accrual basis. The transition 

amount is reduced by the amount of the current deduction 

until the balance reaches zero. At a zero balance all the 

duplicated prepaid revenue has been deducted from the post-

transition period. The deduction can also be computed by 

comparing the total of the income which was recognized in 

the pre-transition period plus cumulative income which was 

recognized on the accrual basis in the post-transition 

period, or the amount in column two of Shapiro's method 

(cumulative income) against the cumuldtive total under the 

strict cash receipts basis; any excess is then deducted in 

the current year in order to reduce recognized income. The 

amount of the deduction is also subtracted from the transi

tion amount. . The adjustment deductions are: 

Year Amount 

8 $ 2 
12 40 
13 8 6 
14 36 
15 8 
Total $172 

In year eight the transition amount of $172 is $2 

greater than the $170 ending balance of deferred revenue and 

a $2 deduction is allowed. Not until year twelve is the end

ing balance of the deferred revenue ($130) less than the $170 

adjusted transition amount and a deduction of $40 allowed. 
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In year thirteen the end-of-the-year balance of prepaid 

revenue was $44 which was $86 less than the adjusted transi

tion amount of $130. The deduction allowed in year thirteen 

is $86. In year fourteen the end-of-the-year balance of 

deferred revenue was $8 which was $36 in excess of the 

adjustment amount and a $36 deduction was allowed. Year 

fifteen had an ending balance of zero which was $8 less than 

the adjusted transition amount of $8. As a result, the 

last of the adjusted transition amount is allowed as a 

deduction in year fifteen. At this point the adjustment 

amount has been reduced to zero thus eliminating all dupli

cation. 

A major drawback to the application of Shapiro's 

way is the uncertainty as to the timing of any transition 

deductions. Under the other systems of treatment, the 

timing and the annual amounts can be determined with a high 

degree of certainty. In fact, as one of the current 

requirements of Revenue Procedure 70-27, the taxpayer has 

to indicate to the Commissioner at the time of the request

ing of permission to change accounting methods, how the 

transition amounts will be handled. Under Shapiro's 

allocation process, the total transition amount might 

conceivably be deducted in one year or may not be deducted 

until the business is liquidated; it all depends on the 

pattern of the advances and their consistency. 
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Method Seven—Transition in Accordance with 
Section 481(a) and Regulation 1.481-1(c) (4) 

The first column represents the income recognized 

with years one, two, and three being on the cash receipts 

basis and the post-transitional years being on the accrual 

basis subject to adjustment for the transition amount. The 

second column represents the cumulative income as recog

nized in column one. 

Under the adjustment procedure in accordance with 

Section 481, the duplicated revenue would be deducted in 

the year of transition, year four. The income recognized 

in year four would be $112, or the amount vjhich would be 

recognized under the accrual mode. The deduction would be 

the entire transition amount of $172. 

All the methods presented in this chapter have one 

common characteristic; namely, all the adjustments repre

senting duplicated revenue are deducted in the post-

transition period. None of the procedures go back and 

reopen any old tax year and recompute the taxable income. 

All of the systems ultimately have the same total effect on 

gross income, except for timing of the tax savings. If any 

one of these practices are to be acceptable to the IRS, 

other than Revenue Procedure 70-27, probably the present 

value of the tax savings would have to be less than or equal 

to that of Revenue Procedure 7 0-27. From the repeal of 

Section 452, it is apparent that the present value of 



method three's tax reduction is too high. This assumption 

of valuing the tax savings by means of a present value 

technique is bolstered by the fact that the total tax 

.savings under each method is identical with the exception 

of the timing of these savings. 

Another possible way of achieving a transition from 

a cash basis recognition of advances may possibly exist in 

an adjustment such as that now permitted under Section 1341. 

Section 1341 allows a taxpayer a deduction for restoration 

of more than $3,000 because the item was included in gross 

income for a prior year under a claim of right. If the 

amount restored is greater than $3,000, the taxpayer's tax 

for the year of restoration is the lesser of (1) the tax 

for the taxable year computed with the restoration treated 

as a deduction, or (2) the tax for the current year without 

the deduction for restoration less the reduction in the tax 

for the original year of inclusion due to the exclusion of 

the restored amount from the prior yearns gross income. 

An example of this treatment in accordance with 

Section 1341 is illustrated in Table 19. Basically this 

method does the same thing as the treatment under Section 

452. Instead of just excluding the duplicated revenue from 

gross income the second time, Section 1341 treatment takes 

into consideration the impact on the income rates since most 

taxpayers may be in different tax brackets in the original 

year of receipt and the year when the advance is included 
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Table 19. Transition in Accordance with Section 1341 Type 
Adjustments 

Year 
Annual 
Income 

Tax at 
50% 

1 $ 72 $ 36 

2 120 60 

3 120 60 

4 1st Year Accrual 112a iob 

5 13 0a 35b 

6 150a 65b 

7 160 80 

8 146 73 

9 127 • 63. 5 

10 132 66 

11 146 73 

12 133 66.5 

13 86 43 

14 36 18 

15 8 4 

Totals $1678 $753 

Duplicated revenue included. 

Net of reduction for duplication. 
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in gross income for the second time. If the taxpayer was 

being taxed at the same marginal rate in both years, then 

the adjustment under Section 452 and Section 1341 would be 

identical in effect. Section 1341 treatment would probably 

have the same flow that Section 452 had; namely, the drop in 

tax revenue would be concentrated in too short a period of 

time starting with the year of transition. This scheme does 

present a distorted picture of gross revenue since the 

duplicated items are included in gross income; the only 

relief for the taxpayer being a special calculation of the 

tax liability. 



CHAPTER 10 

SUGGESTED METHODS OF DEFERRAL FOR PREPAID INCOME 

Two major types of prepaid revenue are not at 

present covered by either Revenue Procedure 71-21 or 

Regulation 1.451-5, rent and interest. As stated earlier, 

the purpose of this study was to develop a method of 

deferral for tax purposes which would be sound from a 

financial accounting point of view and at the same time 

acceptible to the United States Treasury. The method 

suggested in this study was developed from a study of 

Accounting Principles Board (1971) Opinion No. 21, Section 

4 83 of the Code, and Revenue Procedure 70-27. One over

riding principle of the proposed method was the loan-like 

nature of prepaid income which perhaps was summed up best 

by Paton (1961) and Consolidated-Hammer (see Chapter 1). 

APB Opinion No. 21 

Since the prepayment for goods and services does 

have many of the characteristics of a debtor-creditor 

relationship, it is considered appropriate to utilize some 

of the accounting principles which were classified in 

Accounting Principles Board (1971) Opinion No. 21, "Interest 

on Receivables and Payables." This opinion was concerned 

with the balance sheet presentation of receivables and 
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payables which represents contractual rights or obligations 

to receive or pay money on either fixed or determinable 

dates. The major objectives of APB Opinion No. 21 were: 

notes, debentures, and mortgage notes. The opinion did not 

cover normal trade receivables or payables due within a 

year, security deposits, retainers and receivables of a 

financial institution. Two additional exceptions were the 

types of obligations of a firm which were affected by tax 

attributes such as industrial revenue bonds and transactions 

between or within a consolidated group of corporations. The 

exception which was most relevant to this study was the one 

for "amounts which do not require repayment in the future, 

but rather will be applied to the purchase price of the 

property, goods, or services involved ..." (APB, 1971, 

paragraph 3). The opinion thus had excluded advance pay

ments from coverage. 

The receivables and payables covered by this 

opinion are presented on the balance sheet in terms of their 

present value. To help determine a reasonable rate of 

interest for the discounting process, the opinion then lists 

some characteristics of the parties to the contract and of 

the contract itself that are used. Some of the items which 

are examined included: the credit standing of the 

issuer, restrictive covenants, the collateral, and payment 

schedule. In addition to the above items, some elements of 

the credit market would be considered such as: the prime 
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rate, bond rates, interest being paid on similar obliga

tions, and the present rates on first and second mortgages. 

When one considers this large number of variables, an 

appropriate interest rate for the discounting process could 

be somewhat difficult to determine. 

Once an appropriate rate of interest has been 

determined, the contract amount of the future payments or 

receipts is then discounted back to the balance sheet date. 

The discount amount which is deducted from the contract 

amount is recognized in future years as interest income or 

expense as the case may be. 

Section 4 83 and Imputed Interest 

Discounting of future payments or deferred payments 

has been part of the Internal Revenue Code since 196 4. 

Section 483, "Interest on Certain Deferred Payments," 

provides that in the case of deferred payments which involve 

the sale of capital assets or Section 1231 assets, there 

shall be some portion of the deferred payment which will be 

treated as interest. Section 483's major function is to 

remove from the deferred payment any unstated interest at a 

rate to be determined by the Treasury. Congress's main 

purpose in passing this law was to reduce the amount of the 

so-called sales price by the imputed interest which may have 

been included in the sales price if there were any deferred 

payments. The reason for the concern about any imputed 



228 

interest is that the sale of a capital asset could result 

in a long-term capital gain; thus any imputed interest 

included in the "sales price" would in effect convert 

interest income which is treated as ordinary income, into 

a capital gain for the seller. As long as the seller has 

included a sufficient amount of interest in the deferred 

payments, the mechanics of Section 483 will not adjust the 

sales price for any unstated interest. At present the 

regulations pertaining to Section 483 require that any 

payments which are due after six months from the date of 

sale must be discounted to the sales date at the rate of 

six per cent simple interest. The Treasury included a set 

of tables in the regulations for computing the present value 

of the deferred payments. If the sum of the deferred pay

ments after discount is less than the sales price then there 

is some unstated interest included in the deferred payments 

and sales price. If there is no unstated interest (the sum 

of present value of the deferred payments is greater than 

the sales price), then the seller recognizes the interest 

income as it is computed under his sales contract. In the 

event there is unstated interest, the Treasury mandates the 

use of a seven per cent, compounded semi-annually, table to 

compute the interest portion of the deferred payments. 

Since in the case of unstated interest the seller has to use 

an interest rate higher than that which he may have been 

using, the present value of the deferred payments was 
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reduced along with the sales price and ultimately the 

capital gain. In addition to adjusting the sales price for 

the seller, the purchase price for the buyer is also 

adjusted in the case of unstated interest. In addition 

to using present value techniques for deferred payments 

involving capital gain type of sales and purchases, the 

purchase price of stock acquired under a qualified stock 

option plan may be adjusted in the case of a deferred 

payment plan. 

In many situations involving prepayments the advance 

is for the full purchase price of some goods or services. 

The future buyer normally recognizes a prepaid expense of 

some form or possibly a receivable. The payee, on the other 

hand, recognizes a liability. As Paton and other 

authorities suggest, these advances are a form of loan 

being repaid in the form of merchandise or services. 

Since the advance payments are considered a 

liability by the payee, it would not seem unreasonable to 

apply some of the present value techniques in order to 

determine the appropriate value for balance sheet presenta

tion. Because the payments are for future services or 

goods, these sums should be discounted back from the 

estimated time of revenue recognition to the year of 

receipt. 
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Discounting Advance Payments 

If the future revenue amounts are discounted back to 

the present, the problem of a suitable discount rate 

arises. Accounting Principles Board (1971) Opinion No. 21 

suggests a list of factors which should be considered in the 

selection of an appropriate interest rate. These factors 

may be adequate for financial accounting purposes but for 

income tax purposes the somewhat subjective nature of these 

characteristics could lead to many potential conflicts 

between the Treasury and the taxpayers. As a remedy to the 

problem of selecting an appropriate interest rate, the rates 

used in Regulation 1.483-1 could be applied. Because of 

this discounting, it is quite possible the payee received an 

advance which was greater than the present value of the 

future revenue. In terms of the future revenue, the amount 

which should be discounted is the fair market value or the 

normal selling price of the item covered by the advance. In 

some cases the present value of the future revenue will 

exceed the amount of the advance; the "extra" or "premium" 

received could be considered interest income in the year of 

receipt. Remembering the loan nature of an advance, this 

premium could be compared to the "points" involved in some 

forms of mortgage financing. 

Discounting can also take place on the books of the 

payor. The payor has advanced cash to the seller in 

exchange for the future delivery of goods or the rendering 
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of services. Here, as in the case of the seller, the buyer 

in an economic sense would advance the present value of the 

future benefits; any amount paid in excess of this would be 

similar to paying "points" on a mortgage loan. 

From the standpoint of the buyer this excess which 

was paid is a form of financial expense, i.e., interest 

expense. From the standpoint of the seller, this excess 

received is considered as interest income. 

At this point, a few examples are in order. One 

case involves an advance for services such as rent which is 

for the last month's rent in a five-year contract. The 

first item to be determined is whether there is any element 

of prepaid interest included in the advance. In order to 

make this test it is necessary to discount back to the year 

of receipt the present value of the contract amount covered 

by the advance payment. This first test is similar to the 

test for unstated interest under Section 483. Since the 

regulations pertaining to Section 483 prescribe interest 

rates of six and seven per cent, the methods used in this 

study will adhere to the six and seven per cent rates as 

well. 

The information contained in Table 2 0 is basically 

the discount factors from Regulation 1.8 43-1 (g) applied to 

deferred payments entered into after July 24, 1975. Since 

this study allowed for only a maximum five year deferral, 

the table ended with the 57 to 60 month interval. Table 20 
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Table 20. Present Value of Deferred Earnings 

Number of Months 
Deferred Beyond 
the End of the 
Year of Receipt 

More But Not 
Than More Than 

Column B 
Column A 

. Present Value of $1 
Present Value of $1 at 7 Per Cent 

at 6 Per Cent Compounded Semi-
Simple Interest Annually 

0 6 1.00000 1.00000 

6 9 .97087 .96618 

9 15 .94340 .93351 

15 21 .91743 .90194 

21 27 .89286 .87144 

27 33 .86957 .84197 

33 39 .84746 .81350 

39 45 .82645 .78599 

45 51 .80645 .75941 

51 57 .78740 .73373 

57 60 .76923 .70892 
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is the factor for single event situations. The table 

contains six per cent factors (Column A) and the seven per 

cent factors (Column B). 

These tables lend themselves quite well to situa

tions where the deferred income is recognized in a pre

dictable pattern such as rents, interest, or any other Class 

I type of advances (see Chapter 3 for details). The follow

ing four cases illustrate the income recognition and 

mechanics involved in a prepaid rent situation. In all 

four cases the advance involves a lease arrangement where 

the last month's rent is paid when the contract is executed. 

The monthly rent is $500. The final month of the lease is 

the sixtieth month after the end of the year of receipt of 

the advance. The advance in each case was: Case A, $5 00; 

Case B, $400; Case C, $360; and Case D, $300. The advance 

was tested for any unstated interest by means of the six 

per cent simple interest factors in Column A of Table 20. 

The 57 to 60 month factor from Table 20 in the six per cent 

column is 0.76923. The factor multiplied times the $500 

monthly rent was $384.62. This present value is compared 

with the actual cash advance payment in order to test for 

any "hidden" interest. In Cases A and B there was unstated 

interest. In Cases C and D the advance payments were less 

than the present value of the $500 revenue discounted at 

the six per cent rate. If there was any unstated interest, 

the future revenue was discounted at seven per cent 
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compounded semi-annually (Column B of Table 20) in order to 

determine the amount of the advance which will be recog

nized in the year of receipt. These cases were presented 

in Table 21. Both Cases C and D had no unstated interest 

included in the advance payments so it was not necessary to 

compute their present value at the seven per cent rate. 

In addition to the computations in the year of 

receipt, some adjustments may have to be made in the year 

the advance was recognized. In the last month the entire 

$500 will be recognized as revenue. Since in some cases 

some income related to the advance was recognized in the 

year of receipt, recognition of the entire amount of the 

$500 could have some income included in gross income twice. 

In order to avoid the duplicate recognition, a deduction 

equal to the income recognized in the year of receipt would 

be allowed. This type of deduction would be necessary in 

Cases A and B where the advance was greater than the 

present value of the future income. Table 22 illustrates 

the income recognition for Cases A, B, C, and D. This still 

left the problem of income recognition for the situations 

where the advance payment was less than the present value 

of the future earnings. In these cases the amount of 

revenue recognized was reduced from $500 by the amount that 

the present value exceeded the amount paid in advance. 

Both Cases C and D had advances which were less than the 

present value of the future earnings. In the event an 



Table 21. Discounting and Income 
counted for 60 Months) 

Recognition of $500 Rent Advance Payment (Dis-

Case 
Amount 
Received 

Present Value 
at 6% Simple 

Any Unstated 
Interest? 

Present Value 
at 7% 

Year One Revenue 
Recognized 

A $500 $384.62 Yes $354.46 $145.54 

B 400 384.62 Yes 354.46 45.54 

C 360 384.62 . No — —-

D 300 384.62 No _ 



Table 22. Income Recognition in Year of Accrual for Advance Payment 

Amount Duplicated Net Revenue Excess of 6% Net Revenue 
Case Recognized Income Recognized Present Value Recognized 

A $500 $145.54 $354.46 

B 500 45.54 454.46 

C 500 — -- $24.62 $475.38 

D 500 — ~ 84.62 415.38 
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advance would be equal to the six per cent present value, 

there would be income recognized in the year of receipt and 

the $500 would be included in the year of accrual with no 

adjustment. In this case the income recognized is greater 

than the amount collected in advance. This type of increase 

has the characteristics of a discounted loan arrangement 

where the advance is the present value of the future 

revenue. 

Tables 23 and 24 contain the interest factors for 

earnings which would be accrued monthly such as rent or 

interest. The tables assume uniform amounts of earnings 

(annuity certain) for each month. The tables also use the 

same interest factors for the monthly earnings as are shown 

in Table 2 0. Table 23 would be used to determine the 

present value of the advances when there was an element of 

unstated interest. An example of the use of Tables 23 and 

2 4 would be a lease arrangement in which the owner received 

various amounts in advance for the use of property which 

rents for $200 per month. Table 24 is used to test for 

unstated interest income. In Cases A and B the sum of the 

advances for the two years was greater than the present 

value at six per cent, therefore there was an element of 

interest income in the year of receipt. Because there was 

an element of interest income, the amount of the interest 

income was equal to the excess of the amount received over 

the present value as computed by means of the interest 
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Table 23. Present 
Interest 

Value of 
a 

$1 Annuity Certain; 6% Simple 

Months Factor Months Factor Months Factor 

0-6b 6. 000 25 23.64903 43 39.04273 

7 6.97087 26 24.54189 44 39.86918 

8 7.94174 27 25.43475 45 40.69563 

9 8.91261 28 26.30432 46 41.50208 

10 9.85601 29 27.17389 47 42.30853 

11 10.79941 30 28.04346 48 43.11498 

12 11.74281 31 28.91303 49 43.92143 

13 12.68621 32 29.78260 50 44.72788 

14 13.62961 33 30.65217 51 45.53433 

15 14.57301 34 31.49963 52 46.32173 

16 15.49044 35 32.34709 53 47.10913 

17 16.40787 36 33.19455 54 47.89653 

18 17.32530 37 34.04201 55 48.68393 

19 18.24273 38 34.88947 56 49.47133 

20 19.16016 39 35.73693 57 50.25873 

21 20.07759 40 36.56338 58 51.02796 

22 20.97045 41 37.38983 59 51.79719 

23 21.86331 42 38.21628 60 52.56642 

24 22.75617 

3 
Interest factors are those used in Table 20. 

Six months or less, the present value is equal to 
1.000. 
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Table 24. Present Value of $1 Annuity Certain; 7% 
Compounded Semi-Annuallya 

Months Factor Months Factor Months Factor 

0-6 1.000 Nob 
Discount 25 23.39700 43 38.21666 

7 6.96618 26 24.26844 44 39.00265 

8 7.93236 27 25.13988 45 39.78864 

9 8.89854 28 25.98185 46 40.54805 

10 9.83205 29 26.82382 47 41.30746 

11 10.76556 30 27.66579 48 42.06687 

12 11.69907 31 28.50776 49 42.82628 

13 12.63258 32 29.34973 50 43.58569 

14 13.56609 33 30.19170 51 44.34510 

15 14.49960 34 31.00520 52 45.07883 

16 15.40154 35 31.81870 53 45.81256 

17 16.30348 36 32.63220 54 46.54629 

18 17.20542 37 33.44570 55 47.28002 

19 18.10736 38 34.25920 56 48.01375 

20 19.00930 39 35.07270 57 48.74748 

21 19.91124 40 35.85869 58 49.45640 

22 20.78268 41 36.64468 59 50.16532 

23 21.65412 42 37.43067 60 50.87424 

24 22.52556 

aInterest factors are those used in Table 20. 

Six months or less, the factor is equal to 1.000. 
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factor from Table 24. Since the payments covered months 1 

through 24, the factor at seven per cent compounded semi

annually was 22.52556. In Cases A and B the interest 

revenue recognition in the year of receipt was $294.89 and 

$94.89 respectively. 

Table 25 contains the schedule illustrating the 

income recognition for the year of receipt. In Cases C and 

D the amount received in advance was less than the present 

value of six per cent and no interest income was recognized. 

Table 25. Discounting and Income Recognition of 24-Month 
Advance Payments ($200 per Month Revenue) 

Present Present 
Amount Value Unstated Value Revenue 

Case Received at 6% Interest? at 7% Recognition 

A $4800 $4,551.23 Yes $4505. 11 $294.89 

B 4600 4,551.23 Yes 4505. 11 94. 89 

C 4500 4,551.23 No — 

D 4000 4,551.23 No — — — 

The next step was the computation of the income to 

be recognized in the years the advance payments accrued. 

Table 2 6 contains the schedule for income recognition in 

the years for accrual for the advance payments. In both 

Cases A and B there was some income recognized in the year 



Table 26. Income Recognition in Years of Accrual for Advance Payments 

Case Year 1 Year 2 Income Year 1 Year 2 Present Value Year 1 Year 2 

A $2400 $2400 $294.89 $2,252.55 $2,252.55 

B 2400 2400 94.89 2,352.55 2,352.55 

C 2400 2400 ' — — — $ 51.23 $2,374.38 $2,374.38 

D 2400 2400 — — -- 551.23 2,124.38 2,124,38 

aThe 

b 
The 

duplicated income is prorated for the years covered by the advance payments, 

excess of the 6% present value over the amount received is prorated. 
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of receipt; thus the problem of duplicated revenue appears 

when the entire $2400 was recognized in years one and two. 

In addition to the problem of duplicated revenue there was 

the question of how the duplicated revenue should be 

allocated between the years which are included in the 

advance. The simplest method of allocation is to prorate 

the duplicated amount on the basis of the revenue which was 

paid in advance. This proration system is similar to that 

used in Section 483 pertaining to unstated interest for 

deferred payments. The revenue for years one and two was 

equal so the duplicated revenue was divided equally between 

the two years or $147.45 per year for Case A and $47.45 per 

year for Case B. In Cases C and D the advances were less 

than the present value at six per cent; this excess of the 

present value over the advances was deducted on a prorata 

basis in years one and two. The deduction for Case A was 

$25.62 and $275.62 for Case D. 

Types of Income Eligible for Deferral 

Some forms of advances are presently eligible for 

deferral if the taxpayer is on the accrual basis. The 

present deferrals include services, with the exception for 

interest and rents, over a one-year period beyond the year 

of receipt as proscribed in Revenue Procedure 71-21. 

Advances for goods are permitted under Regulation 1.451-5. 

In both the cases for goods and services the accrual of the 
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revenue may be subject to action by the client or customer 

and revenue recognition may not be subject to an accurate 

prediction. By way of contrast, interest and rents are 

subject to very accurate estimates as to the point of 

income recognition since both forms of revenue are more a 

function of time than any action by one of the parties to 

the contract. 

As far as suggesting changes for the treatment of 

advances, the method now used for goods under Regulation 

1.451-5 appears to be very lenient and it would serve no 

useful purpose to suggest any changes for goods. In terms 

of the treatment for advances concerning services, the 

accrual for only one year appears to be rather severe con

sidering the treatment accorded advances concerning goods. 

At this time there is no deferral for prepaid rents or 

interest; it was the intent of the proposal in this study 

to permit the deferral of prepaid rent and interest for a 

maximum of five years or sixty months beyond the year of 

receipt. In the case where an advance was for a longer 

period than permitted by this proposal, the excess would be 

recognized in the year of receipt. The presence of 

advances which extend beyond the five-year limit would not 

cause all of the advances to be included in gross income in 

the year of receipt. The deferral method would be available 

for any advance which would accrue during the five-year 

deferral period. 
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Analysis of 1954 Data 

In order to ascertain the amount of prepaid income 

taxpayers would collect if they were permitted to defer 

advances, the Statistics of Income—1954, Corporation 

Income Tax Returns (U. S. Treasury, 1957) was reviewed. 

The corporate taxpayer listed prepaid income as a separate 

balance sheet item for the first and only time in 1954. The 

total liability for advances reported for 1954 was $471 

million. By studying the data in the 1954 report it was 

possible to determine the amount of prepaid income for each 

major industrial group. Table 27 contains the data by major 

industrial groups. From the distribution of deferred 

revenues, it was apparent that manufacturing had the 

largest balance of advances, $148 million, with the 

financial group second with $147 million. The major indus

trial groups presented in the tax report were subdivided 

into industries such as those used in Table 29 (p. 249). 

The tax revenue loss due to corporations adopting 

the deferral method can be estimated by applying the average 

tax rate to the total prepaid income. The corporate tax 

structure in 1954 was: a 30 per cent normal tax on income 

with a 22 per cent surtax on taxable income over $25,000. 

Based upon the total net income for all reporting corpora

tions the tax paid in 1954 averaged 46.1 per cent. Applying 

the average tax rate to the total of prepaid income resulted 

in an estimated tax savings of $217 million. The relative 
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Table 27. Prepaid Income by Major Industrial Groups, 1954 
Data COOO's Omitted) 

Groups Amounts Percentage 

Agriculture, Forestry, and Fishing $ 3, 275 0. 7 

Mining and Quarrying 6, 217 1. 3 

Construction 52, 963 11. 2 

Manufacturing 148, 122 31. 5 

Public Utilities 21, 047 4. 5 

Trade, Wholesale, and Retail 54, 886 11. 7 

Financial, Insurance Carriers, Real 
Estate, Building Lessors 147, 622 31. 4 

Services u>
 
o
 

608 6. 5 

Nature of Business not Allocable 6, 073 1. 3 

Totals $470, 813 100. oa 

Does not total to 100 due to rounding errors. 
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magnitude of the tax savings could be ascertained by com

paring it to the total, $16,645 million, income taxes paid 

by corporations. The tax savings for 1954 would have been 

approximately 1.3 per cent of corporate income taxes. The 

net tax savings due to the passage of Section 452 might be 

subject to some adjustment since some taxpayers such as 

publishers were using the deferral method before the law 

was passed. It appeared that the Treasury was correct in 

its prediction that the $50 million original estimate of 

tax revenue loss was far too conservative. 

Table 2 8 indicated the distribution of prepaid 

income in terms of the corporate taxpayers grouped on the 

basis of total assets. This table also indicated the number 

of taxpayers within each group and the average balance of 

prepaid income. The largest dollar balance of advances 

occurred in the over $1 million and under $2.5 million 

class with $73.5 million. From this table it was apparent 

that on an average basis it was the largest corporations 

that benefited the most from the use of the deferral method. 

With one exception, the average balance per taxpayer 

continued to increase with the size of the taxpayer. The 

difference was rather dramatic when the average of $32.99 

for the smallest class was compared with the $167,243 

average balance for the largest taxpayer. The distribution 

of the corporate taxpayers by total assets was skewed to 

| the right with the average size at $1,206 million and the 
I 
i 

| 

i 



Table 28. 1954 Distribution of Prepaid Income 

1954 Corporate Returns 

Size of Total Assets 
Number of 
Returns Per Cent 

Dollar 
Amount 
(000's) Per Cent 

Average 
per Return 

Under $25,000 167,604 . 25. 1 $ 5,529 1. 2 $ 32.99 
25,000 under $50,000 105,441 15. 8 7,094 1. 5 67.28 
50,000 under $100,000 117,001 17. 5 18,090 3. 8 154.61 
100,000 under $250,000 134,299 20. 1 40,754 8. 7 303.45 
250,000 under $500,000 60,356 9. 0 38,377 8. 2 635.84 
500,000 under $1,000,000 33,617 5. 0 42,501 9. 0 1,264.27 

1,000,000 under $2,500,000 24,906 3. 7 73,537 15. 6 2,952.58 
2,500,000 under $5,000,000 10,864 1. 6 53,727 11. 4 4,945.42 
5,000,000 under $10,000,000 6,324 0. 9 28,731 6. 1 4,543.17 
10,000,000 under $25,000,000 4,228 0. 6 29,628 6. 3 7,007.57 
25,000,000 under $50,000,000 1,490 0. 2 18,328 3. 9 12,300.67 
50,000,000 under $100,000,000 794 0. 1 25,500 5. 4 32,115.87 
100,000,000 under $250,000,000 541 0. 1 23,625 5. 0 43,669.13 
$250,000,000 and over 391 0. 1 65,392 13. 9 $167,242.96 

Totals 667,856 100. 0 470,813 100. 0 704.96 per 
return 
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median at $7 6,018. In terms of the balances of prepaid 

income, the average was $7 04.96 and the median group's 

average balance of prepaid income was $4,945. The distribu

tion of the balances of advances appeared to be skewed to 

the right. 

Table 28 illustrated the average balance of prepaids 

for each class. The average balance of advances did remain 

relatively small, under $1,000, until the taxpayer's size 

reached $500,000 of total assets. There are probably 

several reasons, including size, for the larger corpora

tions having had a greater proportion of prepaid income. 

Another reason is that financial institutions had approxi

mately a third of the prepaid income and these types of 

firms tend to be very large due to the high degree of 

financial leverage which is characteristic of this industry. 

The importance of the larger corporations can be appreciated 

when it was pointed out that only 7.5 per cent (total assets 

of $1 million or more) of the total population had 76.6 per 

cent of the corporations' prepaid income. 

By making an analysis of the major industrial 

categories and their respective subcategories it was 

possible to group the advances into several major types 

such as advances for goods, services, rents, and interest. 

This distribution by subcategories is illustrated in 

Table 29. The distribution of the total advances was: 

goods, $268.7 million or 57 per cent; services, $64.1 



Table 29. Distribution of Advances by Revenue Classes (with Balances Greater than 
$5,000,000), 1954 (0001s Omitted) 

Industrial Group Goods Services Interest Rents Others 

Construction $ 52,963 
Beverages 8,14 6 
Lumber & Wood Products (except 
furniture) 8,357 

Printing, publishing & allied Indus. 45,612 
Petroleum & Coal Products 40,947 
Fabricated Metal Products 5,560 
Machinery 12,336 
Transportation equipment 
(except motor vehicles) 5,475 

Transportation (Utilities) $15,154 
Wholesale commission merchant 5,706 
Other wholesalers 17,014 
Retail, general merchandise 11,309 
Automotive dealers & filling 
stations 6,368 

Bank and trust companies $31,754 
Credit agencies other than banks 38,599 
Insurance carriers 10,774 
Real Estate $64,863 
Business services 5,268 
Motion pictures 5,649 
Other services, including schools 11,400 
Goods not allocated due to smallness 48,912 
Services not allocated due to 
smallness 15,816 

Nature of business not allocated ' $2,831 

Totals $268,705 $64,061 $70,352 $64,863 $2,831 
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million or 13.6 per cent; interest, $70.4 million or 14.9 

per cent; rents, $64.9 million, or 13.7 per cent; and 

unclassified, $2.8 million or 0.8 per cent of the total 

advances. The industries listed had to have at least a 

$5 million balance of prepaid income before being listed 

individually. Many of those with less than the $5 million 

were in the less than $1 million category. 

Table 30 .indicates the distribution of total 

receipts for the goods, services, interest, and rental 

income categories. In terms of the percentages of prepaid 

income total receipts the distribution was: goods, 0.058 per 

cent; services, 0.095 per cent; interest, 0.66 per cent; and 

rents, 1.12 per cent of total receipts. It would appear 

that both rental income and interest income did have a dis

proportionately high rate of prepaid income. 

Impact of Change on Tax Receipts 

Since one of the purposes of this paper was the 

estimation of the tax revenue loss at the time of adoption, 

it was necessary to determine any relationship between pre

paid income and rents and interest revenue. This analysis 

of the prepaid income data involved the use of multiple 

regression. Several tests were run trying various combina

tions of independent variables consisting of total assets, 

gross sales, gross receipts from operations, other interest 

(.non-governmental obligations), and rents. The dependent 



Table 30. Distribution of Total Receipts for 1954 (000's Omitted) 

Industry Goods Services Interest Rents 

Agriculture 2,225,750 
Mining & Quarrying 8,180,825 
Construction 17,214,823 
Total Manufacturing 264,966,087 
Public Utilities 42,037,865 
Trade 170,588,886 
Finance, Banks & Trust Co. 7,176,087 
Credit Agencies 3,408,703 
Other Financial 1,810,464 
Insurance 11,196,600 
Rental 5,813,753 
Services 12,266,571 
Not Allocated (114,845) 

Totals 547,001,259 463,176,371 67,311,500 10,584,790 5,813,753 
Prepaid 470,813 268,705 64,061 70,353 64,863 
Percentage 0.086% 0.058% 0.095% 0. 66% 1.12% 
Per cent of total receipts 84. 7% 12. 3% 1.9% 1.1% 
Per cent of prepaid income 57. 0% 13.6% 14. 9% 13. 7% 
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variable was prepaid income. The data were grouped by means 

of the major industrial groups used by the Treasury in their 

reports of corporate returns. The classifications totaled 

sixty-five separate groups. Since the major concern of this 

study was the effects of rents and interest on prepaid 

income, the study included these items in the set of 

independent variables. The independent variables were 

selected because of their potential positive correlation 

with the amount of prepaid income a firm may report. 

As part of the analysis a stepwise regression was 

used with the independent variables having the largest F 

value entering first. The most significant independent 

variable was rental revenue with other interest income 

second, receipts third, and sales fourth. The last 

variable and the least significant was total assets. Table 

31 indicates the relative importance of the independent 

variables and their impact in explaining the total variation 

of the dependent variable prepaid income. This degree of 

impact was evidenced by the amount of change in R square 

as a new variable was added in a stepwise fashion. The 

multiple regression equation with all four independent 

variables was: Prepaid income = $2591 (Constant) + 0.01843 

(Rents) + 0.01454 (Other Interest) + 0.00114 (Receipts) + 

0.00028 (Sales) + 0.00016 (Total Assets). The proportion 

of prepaid income's total variation explained by these 

five variables was 0.44868 (R square). The F-test number 
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Table 31. Summary of Independent Variables 

Variable 

F to 
Enter or 
Remove Significance 

R 
Square 

R Square 
Change 

Rents 19.80339 . 000 .23916 .23916 

Other Interest 9.55839 . 003 .34079 .10163 

Receipts 5.20372 . 026 .39261 .05181 

Sales 4.23489 . 044 .43265 .04004 

Total Assets 1.71554 .195 . 44868 .01603 

was 9.604 with 5 and 59 degrees of freedom for a level of 

significance less than one per cent. 

Because this study was concerned with the relation

ship of rents and interest, the regression analysis was 

repeated with only rents and interest used as independent 

variables. With these two variables the equation for 

prepaid interest was: Prepaid Income = $5045 (Constant) + 

0.01807 (Rents) + 0.00659 (Other Interest). For this 

equation the F-value was 16.03 with two and sixty-two 

degrees of freedom for a level of significance of less than 

one per cent. The R square value was .3 4079 which indi

cates that slightly more than thirty-four per cent of the 

variation of prepaid income can be explained by changes in 

the two independent variables, rent and interest. The 
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analysis included the confidence intervals for the partial 

coefficients and the constant. The coefficients for the 

two-variable and the five-variable equation are detailed 

in Tables 32 and 33. 

Once the equation had been tested for significance, 

the next step was to estimate the prepaid income associated 

with rent and interest income. A simple estimate of the 

effects of rents and interest was ascertained by means of 

the partial coefficients for rent and interest. These 

coefficients indicated the change in the dependent variable, 

prepaid income, due to one unit change in the independent 

variable. In the case of the two-variable regression, the 

coefficient for rents was 0.018068 and 0.006593. Using the 

1954 data, the total rents were $4,648,733,000 and the 

total interest (non-governmental obligations) was 

$8,928,323,000. Using the two coefficients, the estimated 

prepaid income associated with rent and interest was 

$83,994,000 and $58,864,000 respectively, plus the constant 

of $5,045,000 for a total of $147,903,000. This estimate 

was compared with the amounts of prepaid income in industries 

which had a large amount of interest and rent income such as 

banking, financial, insurance, and lessor of real property. 

This group had 94 per cent of the 1954 interest income and 

67 per cent of the rent revenue for 1954. The total pre

paid income estimated by the two partial coefficients, 

$147,903,000, did compare rather closely with the prepaid 
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Table 32. Multiple-Regression: Prepaid Income with Rents, 
Interest, Receipts, Sales, and Total Assets 

Variable B 
Standard 
Error 

95% Confidence 
Interval 

Rents 0.018433 0.003905 0.010620, 0.026246 

Other Interest 0.014519 0.006381 0.001750, 0.027288 

Receipts 0.001139 0.000395 0.000348, 0.001930 

Sales 0.000278 0.000115 0.000048, 0.000508 

Total Assets -0.000162 0.000124 -0.000410, 0.000086 

Constant $2590.86 $1543.53 -$497.74 $5679.45 

Table 33. Multiple-Regression: Prepaid Income with Rents 
and Interest 

Variable B 
Standard 
Error 

95% Confidence 
Interval 

Rents 0.018068 0.003973 0.010126, 0.026011 

Interest 0.006593 0.002133 0.002330, 0.010856 

Constant $5,045.40 $1,337.27 $2,372.23, $7,718.57 



256 

income of these industries. From this relationship it could 

be inferred that the partial coefficients could be used to 

make a reasonable estimate of the prepaid income which was 

associated with rent and interest revenue. 

The tax loss from deferral of all advances would 

have amounted to 1.3 per cent of total taxes paid by 

corporations in 1954. The tax losses due to the deferral 

for rents and interest would have been $38,721,000 and 

$27,136,000 respectively for a total of $65,857,000 or 0.4 

per cent of total corporate taxes. 

This estimation procedure was attempted on more 

current data published by the Treasury Department; namely, 

1971 corporate income tax data. A survey of the financial, 

insurance, and real estate industry indicated that this 

industrial group had 89 per cent of the total interest 

reported and 54 per cent of the total rent income (U. S. 

Treasury, 1976). These percentages for 1971 were somewhat 

less than the comparable percentages for 1954. It would 

appear that interest income and rent income were distributed 

in 1971 in much the same way as in 1954. Using the partial 

coefficients from the 1954 data an estimate could be made 

of the prepaid income which might be associated with the 

interest and rent income in 1971. Multiplying the respec

tive coefficients for rent, 0.018433 x $15,300,671,000 and 

interest, 0.014519 x $65,595,50 9,000, the totals were: 

| $282,037,260 for rents and $952,381,190 for interest. The 

I 
I I 
! 

I 
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sum of estimated prepaid income for rents and interest was 

$1,234,418,450. The major assumption underlying this 

estimate was that the taxpayer corporations would behave 

in the same fashion in 1971 as they did in 1954 when 

deferrals were first permitted. 

As with the 1954 data the estimate of the tax 

revenue loss in 1971 would be the product of the average 

tax rate times the estimated deferrals for rents and 

interest. The average tax rate for 1971 was 44.7 per cent 

of taxable income. The estimated tax loss due to the 

deferral of prepaid rents and interest was $126,070,650 and 

$425,714,390 respectively for a total of $551,785,040. As 

an indication of the relative impact of the deferral method 

the estimated tax savings of $551,785,000 was 1.5 per cent 

of the $37,510,264,000 corporate taxes. 

These estimates of deferrals and the potential tax 

revenue losses were based on the measures developed from the 

1954 data. This was the only year where deferrals were 

permitted and this was the only year the Treasury had 

tabulated data on the balances of prepaid income. The 

reader should bear these limitations in mind when he 

studies these estimates. 



CHAPTER 11 

SUMMARY AND RECOMMENDATIONS 

Prepaid rents and interest are the only major forms 

of income which are denied the use of any deferral for 

income tax accounting. One of the purposes of this study 

was to develop a method of deferral which would be reason

able for financial accounting and not a significant tax loss 

for the Treasury. 

Conclusions 

This study did develop a method of deferral which 

was a combination of APB Opinion No. 21, Section 483, and 

Revenue Procedure 20-27, The method of deferral considered 

advances as a loan with imputed interest being computed on 

the basis of present value techniques. If the present value 

of the future revenue is less than the advance, the balance 

would be considered interest income in the year of receipt, 

The advance to the extent of the present value of the 

future revenue will not be recognized in the year of 

receipt. At the point in time when the revenue is recog

nized, the "maturity" value of the prepaid income will be 

included in gross income with a corresponding deduction for 

any revenue previously in the year of receipt. The use of 

258 
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present value techniques reflects the financial nature of 

most advances. 

The allowance of the deferral method does not come 

without its price in terms of losses of tax revenues. This 

study estimated the effects for the year 1971 to be approxi

mately $551,785,000 or 1.5 per cent of the corporate taxes. 

This revenue loss would be subject to a downward revision if 

there were any element of advances in excess of the present 

value of prepaid rents and interest. This reduction due to 

the recognition in the year of receipt of any excess of 

advances over the present value of the same would at the 

very most amount to approximately 20 per cent. The maximum 

of 20 per cent would be only if all advances were for five 

years and all the advances were equal to the future amounts 

specified in the contracts. 

There is another factor which may reduce the use of 

advances for interest and that is the treatment of prepaid 

interest from the payor's standpoint. Prior to changes 

brought about in the late 1960's, cash basis taxpayers 

were deducting prepaid interest, thus sheltering other 

income from taxation. After this change, cash basis tax

payers have not been able to deduct any significant prepaid 

interest. This change could have a tendency to reduce a 

cash basis taxpayer's willingness to prepay interest. The 

effects of this change in the law were not measured. 
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Some of the potential problems with this suggested 

deferral method are: the lack of a simple procedure, the 

discount rate would be subject to change, and the problem of 

recomputed gross income if there was a cessation of the 

liability under the contract after the advance payment had 

been received. The procedural question would involve only 

accrual basis taxpayers and then only if they elected to 

defer advance payments, The procedures used currently under 

Section 483 are similar, and no real problem in terms of 

adherence to the law is anticipated. In terms of the second 

problem, the rates used under this proposed law would 

probably be the same as those used under Section 483. 

The third problem of changes in the contract or 

conditions, such as death or bankruptcy, could be somewhat 

complex. Under the rules of Revenue Procedure 71-21 these 

conditions accelerate the recognition of any advances which 

were being deferred. In addition, Regulation 1,451-5 also 

contains the same provision in the case the taxpayer ceases 

to exist. 

Another potential problem area is the accrual tax

payer who, prior to the election for the deferral method, 

had been recognizing advances in the year of receipt. This 

is the problem of recognizing the same revenue twice. This 

problem of a transition from a cash basis to an accrual 

basis for advances concerning prepaid rents and interest 

could be handled in the same manner as that used for the 
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transition of advances for goods and services under Revenue 

Procedure 70-27. Since in the pretransition period the 

entire advance was recognized, the present value techniques 

would not be used for these pretransition advances. The 

normal ten per cent method with the ten-year allocation 

procedures under Revenue Procedure 70-27 would be applied. 

Recommendations for Future Research 

If a study of this type concerning prepaid income 

was to be duplicated, the author should consider the lack 

of information pertaining to prepaid income. Currently, the 

Treasury does not keep any information as to the amounts of 

prepaid income shown on the corporate balance sheet. Any 

liability of this type is included in "other liabilities." 

The corporate reconciliation schedule, M-l, on the corporate 

return, does not detail any deferred tax situations in

volving prepaid income. The data concerning deferred taxes 

situations for any prepaid income is not accumulated by the 

Treasury, This type of information might possibly be 

derived through some sampling techniques if the researcher 

had access to corporate income tax returns. This sampling 

may be impossible for non-Treasury personnel due to the 

privacy of income tax returns. 

Another method for deriving information --:ould be the 

sampling of financial statements for industries which have 

a large amount of the type of revenue being studied. 
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Because almost all forms of revenue could -have some advances, 

the researcher should limit himself to one or two classes or 

types of revenue. If advances are a material amount for a 

particular company, this deferred income should be listed 

on the financial balance sheet. 

Since data concerning prepaid income is difficult 

to obtain, the researcher would probably be confined to the 

types of information which are published by corporate tax

payers. Lack of information from the non-corporate taxpayer 

does present a problem when trying to evaluate the effect of 

a change in the tax law. The lack of information may not be 

too serious since most non-corporate taxpayers are on the 

cash basis and are relatively small when compared with 

corporate taxpayers. To do any analysis of prepaid income, 

the researcher would need some balance sheet information 

such as the amount of prepaid income. 

Because of the limited data which are available, the 

researcher will need to work closely with the Internal 

Revenue Service and its planning and research department. 

Published information concerning this area is not readily 

available through government publications either out of the 

Treasury or the Department of Commerce and its industrial 

types of publications. Any person contemplating research in 

the area of income taxes and prepaid income will need to 

have a close liaison with the Treasury Department. 
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One area which has promising research potential is 

the extent to which corporations would adopt this study's or 

any other method of deferral. The 1954 data are available 

but a survey or study of taxpayers electing the present 

deferral systems would give a better indication of the 

types and quantities of adopting taxpayers. The population 

data would be available because the use of the deferral 

method is an election made by an accrual taxpayer only after 

approval by the Commissioner, In order for a taxpayer to 

adopt the deferral system, certain financial information 

pertaining to the amounts of prepaid revenue has to be filed 

with the Commissioner. This information, if attainable, 

would reveal a great deal of information pertaining to the 

characteristics of taxpayers which find it advantageous to 

switch to a deferral method. 

Another area of interest which could be researched 

is the impact of the denial of deductions of prepaid 

interest on taxpayer's use of prepaying interest. Because 

of the denial of any significant deduction for interest 

paid in advance, many cash basis taxpayers have dis

continued utilizing the practice, A study could be under

taken to determine to what extent the change had an effect 

in discouraging this tax avoidance device. 
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