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QUESTION 1

Under the uniform capitalization rules applicable to taxpayers with property acquired for resale, which of the following
costs should be capitalized with respect to inventory if no exceptions have been met? 

A. Option A 

B. Option B 

C. Option C 

D. Option D 

Correct Answer: A 

Choice "a" is correct. Direct material, direct labor, and factory overhead (applicable indirect costs) are 

capitalized with respect to inventory under the uniform capitalization rules for property acquired for resale. 

Applicable indirect costs include depreciation and amortization, insurance, supervisory wages, utilities, 

spoilage and scrap, design expenses, repair and maintenance and rental of equipment and facilities 

(including offsite storage), some administrative costs, costs of bonus and other incentive plans, and 

indirect supplies and other materials (including repackaging costs). 

Choices "b", "c", and "d" are incorrect, per the above discussion. 

 

QUESTION 2

Tom and Joan Moore, both CPAs, filed a joint 1994 federal income tax return showing $70,000 in taxable income.
During 1994, Tom\\'s daughter Laura, age 16, resided with Tom. Laura had no income of her own and was Tom\\'s
dependent. Determine the amount of income or loss, if any that should be included on page one of the Moores\\' 1994
Form 1040. The Moores received a stock dividend in 1994 from Ace Corp. They had the option to receive either cash or
Ace stock with a fair market value of $900 as of the date of distribution. The par value of the stock was $500. 

A. $0 

B. $500 

C. $900 
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D. $1,000 

E. $1,250 

F. $1,300 

G. $1,500 

H. $2,000 

I. $2,500 

J. $3,000 

K. $10,000 

L. $25,000 

M. $50,000 

N. $55,000 

O. $75,000 

Correct Answer: C 

"C" is correct. $900. If a taxpayer has the option of taking a dividend either in stock or in other property (e.g., cash), the
dividend is taxable regardless of the option the taxpayer selects. 

 

QUESTION 3

Gibson purchased stock with a fair market value of $14,000 from Gibson\\'s adult child for $12,000. The child\\'s cost
basis in the stock at the date of sale was $16,000. Gibson sold the same stock to an unrelated party for $18,000. What
is Gibson\\'s recognized gain from the sale? 

A. $0 

B. $2,000 

C. $4,000 

D. $6,000 

Correct Answer: B 

Choice "b" is correct. Losses are disallowed on most related party sales transactions even if they were made at an
arm\\'s length (FMV) price. The basis (and related gain or loss) of the (second) buying relative depends on whether the
second relative\\'s resale price is higher, lower, or between the first relative\\'s basis and the lower selling price to the
second relative. In this case, the $4,000 capital loss on the sale by Gibson\\'s adult child to Gibson [$12,000 SP -
$16,000 Basis] is disallowed. Gibson\\'s basis is determined by his selling price to a third party. In this case, the selling
price is $18,000, which is HIGHER than the original basis of Gibson\\'s adult child. Gibson\\'s basis in the stock is,
therefore, his adult child\\'s basis of $16,000. 

Gibson\\'s recognized basis is calculated as follows: 
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Choice "a" is incorrect. There would be a zero gain or loss if the selling price were between the adult child\\'s basis and
Gibson\\'s purchase price, but this is not the case in the facts. Choice "c" is incorrect. This answer option uses the fair
market value of the stock at the date of purchase as the basis. As is discussed above, the rules do not provide for this
treatment. [$18,000 SP - $14,000 FMV = $4,000] Choice "d" is incorrect. This would be the answer if the basis were
Gibson\\'s purchase price of $12,000; however, because the stock sold for more than Gibson\\'s child\\'s basis and the
child had a disallowed loss on the sale to Gibson, Gibson is allowed to use his child\\'s original basis of $16,000 as his
basis for the stock on the date of the second sale. [$18,000 SP - $12,000 PP = $6,000] 

 

QUESTION 4

In 19X4, Smith, a divorced person, provided over one half the support for his widowed mother, Ruth, and his son, Clay,
both of whom are U.S. citizens. During 19X4, Ruth did not live with Smith. She received $9,000 in Social Security
benefits. Clay, a 25 year-old full-time graduate student, and his wife lived with Smith. Clay had no income but filed a
joint return for 19X4, owing an additional $500 in taxes on his wife\\'s income. How many exemptions was Smith entitled
to claim on his 19X4 tax return? 

A. 4 

B. 3 

C. 2 

D. 1 

Correct Answer: C 

Choice "c" is correct. Smith is entitled to an exemption for himself. He is also entitled to an exemption for his mother
Ruth (qualifying relative). Ruth has $9,000 in Social Security payments during 19X4, but since that is her only income,
the Social Security is not taxable, and nontaxable income does not count in calculating whether an exemption can be
taken for a dependent. Clay cannot be taken as a dependent because he filed a joint return with his wife. Since the joint
return was filed for a purpose other than simply claiming a refund, the joint return prevents Smith from claiming an
exemption for Clay. An exemption cannot be taken for Clay\\'s wife because she filed a joint return with Clay. Smith is
entitled to two exemptions. Choice "a" is incorrect. Clay cannot be taken as a dependent because he filed a joint return
with his wife. Since the joint return was filed for a purpose other than simply claiming a refund, the joint return prevents
Smith from claiming an exemption for Clay. An exemption cannot be taken for Clay\\'s wife because she filed a joint
return with Clay. Choice "b" is incorrect. Clay cannot be taken as a dependent because he filed a joint return with his
wife. Since the joint return was filed for a purpose other than simply claiming a refund, the joint return prevents Smith
from claiming an exemption for Clay. An exemption cannot be taken for Clay\\'s wife because she filed a joint return with
Clay. Choice "d" is incorrect. Smith is entitled to an exemption for his mother, Ruth. Ruth has $9,000 in Social Security
payments during 19X4, but because that is her only income, the Social Security income is not taxable, and nontaxable
income does not count in calculating whether an exemption can be taken for a dependent. 

 

QUESTION 5

A cash basis taxpayer should report gross income: 
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A. Only for the year in which income is actually received in cash. 

B. Only for the year in which income is actually received whether in cash or in property. 

C. For the year in which income is either actually or constructively received in cash only. 

D. For the year in which income is either actually or constructively received, whether in cash or in property. 

Correct Answer: D 

Choice "d" is correct. A cash basis taxpayer should report gross income for the year in which income is 

either actually or constructively received, whether in cash or in property. 

Choice "a" is incorrect. Income also be constructively received in property - not only actually in cash. 

Choice "b" is incorrect. Income also be constructively received - not only actually. Choice "c" is incorrect. Income also
be received in property - not only cash. 
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