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QUESTION 1

Don Wolf became a general partner in Gata Associates on January 1, 1989, with a 5% interest in Gata\\'s profits,
losses, and capital. Gata is a distributor of auto parts. Wolf does not materially participate in the partnership business.
For the year ended December 31, 1989, Gata had an operating loss of $100,000. In addition, Gata earned interest of
$20,000 on a temporary investment. Gata has kept the principal temporarily invested while awaiting delivery of
equipment that is presently on order. The principal will be used to pay for this equipment. Wolf\\'s passive loss for 1989
is: 

A. $0 

B. $4,000 

C. $5,000 

D. $6,000 

Correct Answer: C 

Choice "c" is correct. Wolf\\'s passive loss for 1989 is $5,000 ($100,000 operating loss ?5% interest in 

partnership). 

Choice "a" is incorrect. Wolf did not materially participate in the partnership, so the loss was passive. 

Choice "b" is incorrect. Wolf\\'s passive loss of $5,000 could not be reduced by his distributive share of the 

partnership\\'s "interest income" totaling $1,000. Interest income is considered "portfolio income," and 

neither the partnership nor a partner can offset it against passive losses. 

Choice "d" is incorrect. No items of income or deduction from portfolio income or activities in which the 

taxpayer materially participates may be combined or offset with passive losses unless the activity 

generating the loss is completely disposed of in a taxable transaction. 

 

QUESTION 2

Which of the following sales should be reported as a capital gain? 

A. Sale of equipment. 

B. Real property subdivided and sold by a dealer. 

C. Sale of inventory. 

D. Government bonds sold by an individual investor. 

Correct Answer: D 

Choice "d" is correct. Government bonds held by an individual investor are considered capital assets in the hands of the
investor. When these types of security investments are sold, the resulting gain or loss is reported as capital. Choice "a"

Latest CPA-REGULATION Dumps | CPA-REGULATION PDF Dumps | CPA-REGULATION VCE Dumps                               2 / 5

https://www.lead4pass.com/cpa-regulation.html
https://www.lead4pass.com/cpa-regulation.html
https://www.lead4pass.com/cpa-regulation.html


https://www.lead4pass.com/cpa-regulation.html
2023 Latest lead4pass CPA-REGULATION PDF and VCE dumps Download

is incorrect. In this case, we must assume that the BEST answer is option "d" (as that option would ALWAYS result in
capital gain or loss treatment) and that the examiners are assuming that the equipment is depreciable equipment that
has been used in a business for over one year. [If the equipment had been considered a personal asset by the
examiners and had sold for a gain, it would also be a capital asset that sold for a capital gain, and there would be two
correct answers. Remember that the correct answer is the option that best answers the question.] Depreciable
equipment used in a business and held for over one year falls under the category of Section 1245 property. When
Section 1245 assets are sold at a gain, all the accumulated depreciation on the asset is recaptured as ordinary income
(the same category as the depreciation expense was deducted against), and any remaining gain (typically, in practice,
this is not the case, though, as the asset would have had to sell for an amount greater than its purchase price) is capital
gain under Code Section 1231. [Note that Section 1245 applies only to gains. If the asset had sold for a loss, the loss
would have been ordinary under Section 1231.] Choice "b" is incorrect. Real property sold by a dealer is considered
inventory and results in ordinary income or ordinary losses upon sale. Inventory is not a capital asset and is not afforded
the capital gain benefits. Choice "c" is incorrect. Inventory is not a capital asset and is not afforded the capital gain
benefits. The sale of inventory results in ordinary income or loss (e.g., gross profit on sales) being reported on the tax
return, as inventory is an asset held for sale in the ordinary course of business. 

 

QUESTION 3

Darr, an employee of Sorce C corporation, is not a shareholder. Which of the following would be included in a
taxpayer\\'s gross income? 

A. Employer-provided medical insurance coverage under a health plan. 

B. A $10,000 gift from the taxpayer\\'s grandparents. 

C. The fair market value of land that the taxpayer inherited from an uncle. 

D. The dividend income on shares of stock that the taxpayer received for services rendered. 

Correct Answer: D 

 

Choice "d" is correct. An individual receiving common stock for services rendered must recognize the fair 

market value as ordinary income. Any dividends received on that stock would also result in income 

recognition. 

Choice "a" is incorrect. Employer-provided medical insurance is a tax-free fringe benefit. 

Choices "b" and "c" are incorrect. Gifts and inheritances are both tax-free to the recipient. (Remember tax 

is often paid by the person giving the gift or the estate at death.) 

 

QUESTION 4

Under a $150,000 insurance policy on her deceased father\\'s life, May Green is to receive $12,000 per year for 15
years. Of the $12,000 received in 1987, the amount subject to income tax is: 

A. $0 

B. $1,000 
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C. $2,000 

D. $12,000 

Correct Answer: C 

Choice "c" is correct. $2,000. 

 

QUESTION 5

Which of the following is subject to the Uniform Capitalization Rules of Code Sec. 263A? 

A. Editorial costs incurred by a freelance writer. 

B. Research and experimental expenditures. 

C. Mine development and exploration costs. 

D. Warehousing costs incurred by a manufacturing company with $12 million in annual gross receipts. 

Correct Answer: D 

Choice "d" is correct. Uniform capitalization rules apply to the following: (1) real or tangible personal property produced
by the taxpayer for use in his or her trade or business; (2) real or tangible personal property produced by the taxpayer
for sale to his or her customers; and (3) real or tangible personal property acquired by the taxpayer for resale, provided
the taxpayer\\'s annual average gross receipts for the preceding three years exceeds $10,000,000. Warehousing costs
incurred by a manufacturing company (making inventory for sale to its customers) are subject to the Uniform
Capitalization Rules. Further, they are the only item on the list that is real or tangible personal property. In this case, the
inventory is not acquired for resale (it is produced by the taxpayer for sale to his or her customers), so the fact that the
annual sales are $12,000,000 does not matter in this case. The sales could have been less than $10,000,000 annually,
and the Uniform Capitalization Rules would still have applied. Choices "a", "b", and "c" are incorrect, based on the
above discussion. 
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