C ORPORATE B USINESS

The best news coming from Revenue Ruling
2004-23 may be for tax practitioners, who may no
longer have to guard against what their clients say
to the press about enhancing shareholder value
when discussing an impending spin-off. Indeed,
what may have once been an unspoken motiva-
tion behind some corporate spin-off transactions
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may in some situations now be plastered all over
the press with impunity. In addition, the interests
of tax practitioners and investment bankers,
which were so often at loggerheads, may by
virtue of Revenue Ruling 2004-23 become more
closely aligned in planning corporate separa-
tions.
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Tax Accounting

By James E. Salles

The Internal Revenue Service’s (IRS’s) promised
rewrite of Revenue Procedure 71-21, the long-stand-
ing procedure allowing deferral of advance pay-
ments for services, appeared in May. Revenue
Procedure 2004-34' generally resembles the pro-
posed revenue procedure that was included in
Notice 2002-79 (2002 proposed procedure). The
accompanying Announcement 2004-48 discusses
some of the considerations taken into account and
the choices made in drafting.

Eligible “Advance Payments”

Revenue Procedure 2004-34 substantially mod-
ernizes Revenue Procedure 71-21 and expands its
coverage. The earlier procedure was issued contem-
poraneously with Treasury Regulations
Section 1.451-5, which addressed advance payments
for goods. Apart from items relating to long-term
contracts, relief under Treasury Regulations
Section 1.451-5 is confined to accrual taxpayers.
Such taxpayers normally recognize income when an
amount is received, or becomes currently due, or
upon performance, whichever happens first’ The
regulation provides relief when an amount is
received (or becomes due) before performance.®
Similar rules applied under Revenue Procedure
71-217

Revenue Procedure 2004-34, however, is not
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limited. to accrual taxpayers and introduces some
technical innovations. Revenue Procedure 71-21
determined whether a potentially deferrable
“advance payment” existed by reference to actual
performance, but then limited the deferral to the
amount deferred on the taxpayer’s books.® Revenue
Procedure 2004-34 tidies up the analysis by using
the same definition of “earned” in determining
whether an amount is an “advance payment” and
determining when it should be reported. An :
amount that has not been earned as of the end of i
the year in which it would normally be reportable
as income is potentially deferrable.’

The definition of the taxpayer’s “books” has
also evolved. Revenue Procedure 71-21, similar to
Treasury Regulations Section 1.451-5, looked to
“books and records and all reports . . . to sharehold-
ers, partners, other proprietors or beneficiaries and
for credit purposes.””® The 2002 proposed procedure
referred somewhat ambiguously to the date that
amounts were includable “for financial reporting
purposes.”" Revenue Procedure 2004-34 sets forth a
hierarchy of “applicable financial statements”
derived from the rules under the former AMT
“book income adjustment.”” In descending order of
priority, a taxpayer’s “applicable financial state-
ment” is:

|

o A statement that is required to be provided to
the Securities and Exchange Commission
(SEC);
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e A “certified audited financial statement” used
for credit purposes, shareholder reporting, or
other “substantial non-tax purpose”; or

e A statement that is required to be provided to
a federal or state agency apart from the SEC or
the IRS.?

When a payment is earned is determined by ref-
erence to the “applicable financial statement” if pos-
sible, or otherwise based on when the taxpayer pro-
vides the goods, services, or other consideration.™

The new way of arriving at the deferrable
amount can make a difference in some cases. For
example, tour operators were formerly generally
ineligible for deferral. As their services are normally
performed when the tour is booked, their receipts
would not be “advance payments” under Revenue
Procedure 71-21 even if the tour did not actually
take place until a later year.” Revenue Procedure
2004-34 allows deferral if the taxpayer’s “applicable
financial statement” reports the income on the tour
date.’

Types of Payments Covered

Revenue Procedure 71-21 was generally limited
to payments for services, although it covered serv-
ice contracts if the taxpayer commonly offered them
separately from the associated goods.” Revenue
Procedure 2004-34 permits deferral of a broader
array of payments for:

e (Goods, services, and software;

o The license, lease, or other use of intellectual
property;

e Rentals “ancillary” to the provision of services;

e Guaranties or warranties “ancillary” to any of
the above; .
Subscriptions and memberships; or

e Any combination of the foregoing.”

This list has essentially carried over from the
2002 proposed procedure, except for the addition of
payments for software as a separate item, probably
to head off classification controversies.” Payments
that are actually—not merely potentially—account-
ed for under alternative methods, including
Treasury Regulations Section 1.451-5, are excluded.
Overall, the drafters seem to have taken some care
to avoid unnecessary disputes about the new proce-
dure’s scope.
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Revenue Procedure 2004-34 generally covers
prepayments for goods, except when the taxpayer
elects Treasury Regulations Section 1.451-5. Some
sellers may choose the new procedure over the reg-
ulation, especially since it may be used—as the reg-
ulation cannot—by sellers that the IRS has recently
allowed to report on the cash basis.? Of course,
when a taxpayer does elect to account for goods
under Treasury Regulations Section 1.451-5, com-
bined payments will still have to be apportioned
between the two deferral regimes. After soliciting
comments,” the IRS has allowed taxpayers to allo-
cate receipts between items accounted for under the
procedure and items that are not—or between items
that are accounted under the procedure but subject
to different deferral schedules—based on “objective
criteria.” An allocation that is based on the taxpay-
er’s separate charges for the different components is
generally “deemed” to be based on objective crite-
ria.” Other allocation methods have to obtain the
IRS’s approval.®

Revenue Procedure 71-21 was
generally limited to payments
for services, although it covered
service contracts if the taxpayer
commonly offered them
separately from the
associated goods.

The new procedure thus covers a lot of miscella-
neous payments that were previously excluded.
Specific examples address broadcasting rights,* and
“shopping club” membership fees, ® both ruled
ineligible for deferral under Revenue Procedure
71-21.

Revenue Procedure 71-21 provided special rules
for “bus and streetcar tokens or transportation tick-
ets with open dates” and prepaid photographic
mailers. These rules basically allowed one year’s
deferral, while waiving the usual requirement that
redemption be contractually required within one
year. As that requirement has now been eliminated,
the special rule is no longer necessary.”

Moreover, the new procedure is also available
for other prepaid entitlements, such as gift cards,
videogame tokens, and cruise packages.” Tickets
to sports and entertainment events, which were
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previously controversial,” seem likely to be cov-
ered. A typical gambling package is arguably cov-
ered if non-redeemable casino tokens represent
future gambling “services” rather than cash.* The
IRS does not seem to have addressed the potential
overlap with Treasury Regulations Section
1.451-4’s obscure but mandatory accounting
method for “trading stamps or premium coupons”
that are redeemable in “merchandise, cash, or
other property.”*

Exclusions

The procedure covers most common types of
advance payments, but is not comprehensive. For
example, commenters™ had suggested extending
deferral to payments relating to the recipient’s future
goods purchases,® but the IRS has not gone that far.

Revenue Procedure 2004-34, similar to Revenue
Procedure 71-21, does not cover most rentals.* The
earlier procedure included an exception allowing
deferral of payments for the use of “rooms and
other space” if “significant services” (within the
meaning of the subchapter S rules for “passive
income”) were provided to the occupant.” The new
procedure allows deferral if “the occupancy or use
[of property] is ancillary to the provision of servic-
es.” The two standards probably amount to much
the same thing so far as rentals of space are con-
cerned. The new formulation, however, can apply
in other situations, such as when a cable company
rents modems “ancillary” to Internet services.”

Payments “with respect to” financial instru-
ments are specifically excepted from coverage.
Among other things, this clause codifies the IRS’s
long-standing denial of deferral under Revenue
Procedure 71-21 to credit card companies’ annual
fees, which are now addressed in separate guid-
ance.” Other exceptions cover insurance premiums
received by taxpayers subject to subchapter L, and
warranties and guaranty payments under which a
third party is the primary obligor, so that the tax-
payer is basically an agent.®

The final procedure also added exclusions for pay-
ments subject to Internal Revenue Code (IRC) Section
83, and payments to nonresidents that are potentially
subject to withholding under the rules for “periodic”
income not connected with a trade or business.” The
IRS explained that it wanted to avoid overriding (and
complicating) IRC Section 83’s specific timing rules,
which apply to non-cash “property” transferred in
connection with services.® As to the second exception,

5
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a nonresident taxpayer reports such payments on a
cash basis, and the withholding normally settles the
tax liability.” Deferral would require the nonresident
to claim a refund and then report income and pay the
tax in a later year. This approach would both be com-
plicated and defeat the purpose of withholding, which
is to ensure collection of the tax.

Mechanics of Deferral

One of Revenue Procedure 71-21’s most significant
drawbacks was its limitation on the duration of the
agreements covered. In most cases, deferral was only
available when the agreement expressly required all of
the services to be performed before the end of the tax-
able year following the payment.” This limitation
necessitated an anti-avoidance rule collapsing “sub-
stantially consecutive” agreements providing for
“substantially similar” performance,” and produced
arbitrary results.

The new procedure scraps the limitation on the
agreement and just requires that any particular
advance payment be deferred no more than one year
after the year in which it would otherwise be report-
ed.* Parallel examples illustrate the effects of this
change. A taxpayer gives dancing lessons under a
two-year contract that spans three taxable years.
Under Revenue Procedure 71-21, no deferral was pos-
sible.® Under Revenue Procedure 2004-34, payment is
reported partially in the year of receipt and partially
in the following year.* Reacting to public comments,
the IRS also added a special provision that extends
the deferral period when the second year is made up
of three months or less.”

Allowing deferral for multiple-year contracts
raises issués about allocating particular payments to
particular services (or other performance). Taxpayers
must establish the portion of each advance payment
that is “unearned” and therefore potentially
deferrable. If three taxable years are involved
because of the special rule for short taxable years,
then the taxpayer must also establish the amount
that is “earned,” and therefore must be reported,
during the short taxable year.” These determinations
are made by reference to the taxpayer’s “applicable
financial statement,” if possible, or otherwise based
on actual performance.

The new procedure adapts and carries over
Revenue Procedure 71-21’s rules for agreements for
contingent services, such as service contracts and the
like.” If the taxpayer is determining “earnings”
based on actual performance and the extent to which
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a particular payment is “earned” cannot be deter-
mined directly, the taxpayer is entitled to assume
that income is earned ratably if the contract calls for
a fixed term and that assumption is not “unreason-
able.” Altetnatively, it may use statistical methods or
“any other basis that in the opinion of the
Commissioner results in a clear reflection of
income.”*

One of Revenue Procedure
71-21’s most significant
drawbacks was its limitation
on the duration of the
agreements covered.

As under Revenue Procedure 71-21, the taxpayer
must report deferred income immediately if it is no
longer obliged to perform or if its existence terminates,
with certain exceptions. Revenue Procedure 71-21
allowed for continued deferral in corporate reorganiza-
tions subject to IRC Section 381(a).” Revenue Procedure
2004-34 adds an exception for certain transfers of a trade
or business within a corporate consolidated group if the
transferee also defers receipts under the procedure.®

Revenue Procedure 2004-34 is a bit more liberal
and easy to use than its predecessor. It is not, howev-
er, as advantageous as Treasury Regulations
Section 1.451-5 for sales where performance takes
place over an extended period. As discussed previ-
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ously, deferral under the procedure will normally be
limited to one year. Furthermore, although the IRS
requested® and received™ suggestions that sellers be
allowed to estimate future performance costs when
they include income, as they generally can under the
regulation,” the final procedure does not provide
such a deduction.” The procedure does not, therefore,
as some practitioners had hoped, effectively super-
sede the regulation.”

Method Changes

The final version of the new procedure added
detailed rules for changes in accounting method.
Changes to deferring—or not deferring—income
under the procedure are generally eligible for auto-
matic consent under normal rules.® The usual limita-
tions on such changes are generally waived for
changes during 2004 or 2005, so long as the taxpay-
er’s method of accounting for advance payments is
not “under consideration” in an ongoing examina-
tion.®.Changes of method involving either: (1) alloca-
tions of combined payments that are not based on
the taxpayer’s charges for the different components;
or (2) statistical or other non-ratable methods of
determining how much of a payment is earned are
not eligible for automatic consent and have to be
applied for under the rules for discretionary
changes.® A special rule permits a deferral election
otherwise eligible for automatic consent to be com-
bined with a pending application for a change to an
accrual method.”
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Multistate Taxation

By Randy Holloway and Nicole Schreck

The New Jersey Division of Taxation (NJDT)
issued a technical bulletin that outlines the NJDT’s
interpretation of the sales and use tax treatment of
software transfers.' The NJDT bulletin generally
provides as follows:

¢ Retail sales of non-custom software contained
in discs, CDs, and other tangible storage media
are subject to tax.

e The sale of a license to use software or the
rental of software is treated as the “sale” of
software.

e Modified pre-written software is taxable,
except for a separately stated, commercially
reasonable charge for the professional service
of modifying the software. If the vendor fails
to identify a separate fee for customization and
charges a lump sum, the entire charge is sub-
ject to tax.

e Software that is “entirely custom-made” for the
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exclusive use of a specific customer is treated
"as a nontaxable professional service. This result
"applies even though the customer may receive
the software in some tangible medium.

" The download or electronic transmission of
any kind of software to a customer is nontax-
able. However, if the vendor delivers a copy of
the program in a tangible medium as a follow-
up, the transaction is subject to tax, unless the
program is designed for the exclusive use of
the specific purchaser.

» “Load-and-leave” and related transactions
(e.g., load and mail), when a tangible storage
medium is used in the installation, are subject

- to tax, except for custom software and modifi-
cations when separately stated.

e Charges for the sale of maintenance contracts
for non-custom software are generally subject
to tax. However, software maintenance con-
tracts that cover only the provision of updates
by electronic means, or only the provision of
training, consultation, or advice, help, and cus-
tomer support via telephone or online are

nontaxable.
1 N.J. Div. Taxa., TB-51, 1/20/04.
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