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QUESTION 1

Which one of the following statements is correct with regard to an individual taxpayer who has elected to amortize the
premium on a bond that yields taxable interest? 

A. The amortization is treated as an itemized deduction. 

B. The amortization is not treated as a reduction of taxable income. 

C. The bond\\'s basis is reduced by the amortization. 

D. The bond\\'s basis is increased by the amortization. 

Correct Answer: C 

Choice "c" is correct. The bond\\'s basis is reduced by the amortization of the premium. 

Choice "a" is incorrect. For bonds acquired after 12/31/87, the amortization of the premium is an offset to 

interest income on the bond rather than a separate interest deduction. 

Choice "b" is incorrect. The amortization of the premium will reduce taxable income. 

Choice "d" is incorrect. The bond\\'s basis will be decreased by the amortization. 

 

QUESTION 2

On December 31, 1989, a building owned by Pine Corp. was totally destroyed by fire. The building had fire insurance
coverage up to $500,000. Other pertinent information as of December 31, 1989 follows: 

During January 1990, before the 1989 financial statements were issued, Pine received insurance proceeds of $500,000.
On what amount should Pine base the determination of its loss on involuntary conversion? 

A. $520,000 

B. $530,000 

C. $550,000 

D. $560,000 

Correct Answer: B 

Choice "b" is correct. $530,000 basis of involuntary converted building. 
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QUESTION 3

Wallace purchased 500 shares of Kingpin, Inc. 15 years ago for $25,000. Wallace has worked as an owner/employee
and owned 40% of the company throughout this time. This year, Kingpin, which is not an S corporation, redeemed
100% of Wallace\\'s stock for $200,000. What is the treatment and amount of income or gain that Wallace should
report? 

A. $0 

B. $175,000 long-term capital gain. 

C. $175,000 ordinary income. 

D. $200,000 long-term capital gain. 

Correct Answer: B 

Choice "b" is correct. An investment in a capital asset (e.g., stock) results in the income being capital (either a capital
loss or a capital gain). Ownership percentage is not a factor in the calculation, and, in this question, nor is the fact that
the corporation is not an S corporation. The calculation is simple: Wallace invested $25,000 in the stock and received
$200,000 for 100% of his investment 15 years later. The capital gain is $175,000 ($200,000 - $25,000), and it is
considered long-term because the stock was held for greater than one year. Choice "a" is incorrect. There is $175,000
of gain on the transaction ($200,000 - $25,000). This type of transaction is not a transaction that is excluded from tax in
the tax code. Choice "c" is incorrect. An investment in a capital asset (e.g., stock) results in the income being capital
(either a capital loss or a capital gain). Although the calculation of the income is correct (i.e., $175,000), ordinary income
is not the proper treatment for this transaction. Choice "d" is incorrect. Although this transaction does result in a long-
term capital gain, Wallace has basis in the stock ($25,000), and the gain is calculated as the proceeds from the sale
($200,000) less the basis in the stock. 

 

QUESTION 4

Elm Corp. is an accrual-basis calendar-year C corporation with 100,000 shares of voting common stock issued and
outstanding as of December 28, 1996. On Friday, December 29, 1996, Hall surrendered 2,000 shares of Elm stock to
Elm in exchange for $33,000 cash. Hall had no direct or indirect interest in Elm after the stock surrender. Additional
information follows: 
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What amount of income did Hall recognize from the stock surrender? 

A. $33,000 dividend. 

B. $25,000 dividend. 

C. $18,000 capital gain. 

D. $17,000 capital gain. 

Correct Answer: D 

Choice "d" is correct. $17,000 capital gain. Amount realized: 

Choices "a" and "b" are incorrect. Dividends are distributions of earnings. These proceeds are from the 

sale of stock. 

Choice "c" is incorrect, per above. Accumulated earnings and profits do not effect the gain calculation, they 

only affect the taxability of dividends paid to shareholders. 

 

QUESTION 5

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 $8,400 in gross receipts from their rental property during 1994. The expenses for the
residential rental property were: 

A. $0 

B. $500 

C. $900 

D. $1,000 

E. $1,250 

F. $1,300 

G. $1,500 

H. $2,000 

I. $2,500 

J. $3,000 
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K. $10,000 

L. $25,000 

M. $50,000 

N. $55,000 

O. $75,000 

Correct Answer: I 

"I" is correct. $2,500. Rental activity net income is reported on page one; the gross income ($8,400) is fully reportable;
and all deductions listed (total = $5,900) are fully deductible for a net of $2,500. 

 

QUESTION 6

In evaluating the hierarchy of authority in tax law, which of the following carries the greatest authoritative value for tax
planning of transactions? 

A. Internal Revenue Code. 

B. IRS regulations. 

C. Tax court decisions. 

D. IRS agents\\' reports. 

Correct Answer: A 

Note: This question is addressed in your Appendix D text materials. We are confident that our students 

would be able to respond correctly over 85% of the time without any guidance on this topic. The answer is 

rather obvious. Just by looking at the answer options, you will immediately notice that Option A is 

presented in title case. This would be a quick sign that it may be the correct response. Further, we suspect 

that most students would narrow the options down to "a" or "b" by simply using common sense. 

While we are confident that our students would fare well on this question if it appeared on their exams, we 

present the following detailed explanation of the answer options. 

Choice "a" is correct. According to the IRS\\'s website under Tax Code, Regulations and Official Guidance, 

the "federal tax law begins with the Internal Revenue Code (IRC), [which was] enacted by Congress in 

Title 26 of the United States Code (26 U.S.C.)." The IRC holds the most authoritative value. 

Choice "b" is incorrect. According to the IRS\\'s website under Tax Code, Regulations and Official Guidance, 

the IRS regulations or "Treasury regulations (26 C.F.R.)-commonly referred to as Federal tax regulations-pick up where
the Internal Revenue Code (IRC) leaves off by providing the official interpretation of the IRS by the U.S. Department of
Treasury." Regulations give directions on how to apply the law outlined in the Internal Revenue Code. Regulations have
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the second most force and effect, second only to the IRC. Choice "c" is incorrect. Tax court decisions interpret the
Internal Revenue Code. They do not have the authority of the IRC. Choice "d" is incorrect. The reports of IRS agents
are used to report on specific taxpayer situations. IRS agents\\' reports apply the Internal Revenue Code, IRS
regulations, and other forms of authoritative literature, but they do not hold the value that the IRC, the IRS regulations,
or even tax court decisions have. 

 

QUESTION 7

Conner purchased 300 shares of Zinco stock for $30,000 in 1980. On May 23, 1994, Conner sold all the 

stock to his daughter Alice for $20,000, its then fair market value. Conner realized no other gain or loss 

during 1994. On July 26, 1994, Alice sold the 300 shares of Zinco for $25,000. 

What amount of the loss from the sale of Zinco stock can Conner deduct in 1994? 

A. $0 

B. $3,000 

C. $5,000 

D. $10,000 

Correct Answer: A 

Choice "a" is correct. Even though Conner has a realized loss of $10,000 on this transaction he cannot deduct the loss
since it was incurred in a transaction with his daughter, a related party. Choice "b" is incorrect. $3,000 is the limit on
deductible net capital losses. However, Conner cannot deduct this loss, since it was incurred in a transaction with his
daughter, a related party. Choice "c" is incorrect. Conner\\'s realized loss on the sale is $10,000 ($20,000 proceeds less
$30,000 basis). However, Conner cannot deduct this loss, since it was incurred in a transaction with his daughter, a
related party. Choice "d" is incorrect. $10,000 is Conner\\'s realized loss on the sale. However, Conner cannot deduct
this loss, since it was incurred in a transaction with his daughter, a related party. 

 

QUESTION 8

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. Tom\\'s 1994 wages were $53,000. In addition, Tom\\'s employer provided group-term life insurance on
Tom\\'s life in excess of $50,000. The value of such excess coverage was $2,000. 

A. $0 

B. $500 

C. $900 

D. $1,000 

E. $1,250 

F. $1,300 
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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: A 

"N" is correct. $55,000. The value of employer-provided group term life insurance for which the face amount exceeds
$50,000 is taxable income to the insured employee and the $53,000 in wages would both be included on page one,
Form 1040. 

 

QUESTION 9

Rich is a cash basis self-employed air-conditioning repairman with 1993 gross business receipts of $20,000. Rich\\'s
cash disbursements were as follows: 

What amount should Rich report as net self-employment income? 

A. $15,100 

B. $14,900 C. $14,100 

D. $13,900 

Correct Answer: A 

Choice "a" is correct. Deductions to arrive at net self-employed income include all necessary and ordinary expenses
connected with the business. Estimated federal income tax payments are not an expense. Charitable contributions by
an individual are only deductible as an itemized deduction on Schedule A. This assumes the contribution was not made
with the "expectation of commensurate financial return." 
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Choice "b" is incorrect. Charitable contributions are an itemized deduction unless there is an expectation of 

commensurate financial return. 

Choice "c" is incorrect. Federal income taxes paid are not a deductible expense. 

Choice "d" is incorrect. Charitable contributions are an itemized deduction unless there is an expectation of 

commensurate financial return. Federal income taxes paid are not a deductible expense. 

 

QUESTION 10

An individual had the following capital gains and losses for the year: 

What will be the net gain (loss) reported by the individual and at what applicable tax rate(s)? 

A. Long-term gain of $16,000 at the 15% rate. 

B. Short-term loss of $3,000 at the ordinary rate and long-term capital gain of $86,000 at the 15% rate. 

C. Long-term capital gain of $3,000 at the 15% rate, collectibles gain of $10,000 at the 28% rate, and Section 1250 gain
of $56,000 at the 25% rate. 

D. Short-term loss of $3,000 at the ordinary rate, long-term capital gain of $10,000 at the 15% rate, collectibles gain of
$10,000 at the 28% rate, and Section 1250 gain of $56,000 at the 25% rate. 

Correct Answer: A 

Choice "a" is correct. Specific netting procedures for capital gains and losses are outlined in the Internal Revenue Code
for non-corporate taxpayers. 

Gains and losses are netted within each tax rate group (e.g., the 15% rate group). The facts of this question have
already performed this step for us. 

Short-term Capital Gains and Losses 

1.
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 If there are any short-term capital losses (this includes any short-term capital loss carryovers), they are first offset
against any short-term gains that would be taxable at the ordinary income rates. 

2.

 Any remaining short-term capital loss is used to offset any long-term capital gains from the 28% grate group (e.g.,
collectibles). 

3.

 Any remaining short-term capital loss is then used to offset any long-term gains from the 25% group (e.g., un-
recaptured Section 1250 gains). 

4.

 Any remaining short-term capital loss is used to offset any long-term capital gains applicable at the lower (e.g., 15%)
tax rate. 

Long-term Capital Gains and Losses 

1.

 If there are any long-term capital losses (this includes any long-term capital loss carryovers) from the 

28% rate group, they are first offset against any net gains from the 25% rate group and then against net gains from the
15% rate group. 

2. 

If there are any long-term capital losses (this includes any long-term capital loss carryovers) from the 15% rate group,
they are offset first against any net gains from the 28% rate group and then against net gains from the 25% rate group. 

In this case, we are given net short-term capital losses of $70,000 to start with. Following the rules above, this first goes
to offset any short-term gains at the ordinary income rates, but there are none in the facts. So, the next step is to offset
the losses against any 28% rate gain long-term capital gains. The facts provide that there is $10,000 in gains from
collectibles (taxable at the 28% rate). The remaining short-term loss ($60,000) is next used to offset the long-term
capital gains at the 25% rate. The facts give us unrecaptured Section 1250 gains of $56,000 (taxed at the 25% tax rate).
The remaining short-term capital loss is $4,000 ($70,000 - $10,000 - $56,000 = $4,000). The balance of the short-term
capital losses is finally used to offset any capital gains taxed at the 15% tax rate, which the facts give us as $20,000.
Therefore, after the $4,000 remaining short-term capital loss is applied to offset the $20,000 long-term capital gain taxed
at the 15% tax rate, there is an amount of $16,000 remaining of long-term capital losses to be taxed at the 15% tax rate.
Choices "b", "c", and "d" are incorrect, per the ordering rules discussed above. 

 

QUESTION 11

Baum, an unmarried optometrist and sole proprietor of Optics, buys and maintains a supply of eyeglasses and frames to
sell in the ordinary course of business. In 1999, Optics had $350,000 in gross business receipts and its year-end
inventory was not subject to the uniform capitalization rules. Baum\\'s 1999 adjusted gross income was $90,000 and
Baum qualified to itemize deductions. During 1999, Baum recorded the following information: Business expenses: 
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What amount should Baum report as 1999 net earnings from self-employment? 

A. $243,250 

B. $252,000 

C. $273,000 

D. $281,750 

Correct Answer: D 

Choice "d" is correct. Baum should report $281,750 as 1999 net earnings from self-employment (line 12 of the Form
1040), calculated as follows: 

Choices "a", "b", and "c" are incorrect. Self-employment tax and self-employment health insurance expenses are
adjustments from total gross income. They are not deducted from self-employment earnings (i.e., not reported net on
line 12 of the Form 1040). Note: There are many distracters in this question, all relating to items that are either
deductible as part of itemized deductions or not deductible. Be careful to read the requirement of the question before
spending unnecessary time on the question. The statement that Baum\\'s year-end inventory was not subject to the
uniform capitalization rules is a distracter as well. There is not enough information given in the facts to apply the rules if
he had been subject to them. 
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QUESTION 12

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 $500 security deposit on their rental property in 1994. They are required to return
the amount to the tenant. 

A. $0 

B. $500 

C. $900 

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: A 

"A" is correct. $0. The security deposit is not taxable income because the Moores are required to return it when the
tenant leaves. If the deposit is applied to damages in a later tax year, the portion the Moores retain would be income to
them in the year they retain the deposit, and the money they spend to repair the damage would be a deduction to them. 

 

QUESTION 13

Conner purchased 300 shares of Zinco stock for $30,000 in 1980. On May 23, 1994, Conner sold all the 

stock to his daughter Alice for $20,000, its then fair market value. Conner realized no other gain or loss 

during 1994. On July 26, 1994, Alice sold the 300 shares of Zinco for $25,000. 

What was Alice\\'s recognized gain or loss on her sale? 
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A. $0 

B. $5,000 long-term gain. 

C. $5,000 short-term loss. 

D. $5,000 long-term loss. 

Correct Answer: A 

Choice "a" is correct. Alice has a realized gain of $5,000 on the transaction: $25,000 sales price less $20,000 purchase
price. However, she can reduce the gain, but not below zero, by the amount of loss her father could not deduct on the
sale to her. Thus, Alice can reduce her gain by up to $10,000, but not below zero. Here, the gain is $5,000, so it is
reduced to zero. Conner should have sold the stock in the open market so that he could deduct the entire loss. Alice
could then have purchased the stock in the open market. Choice "b" is incorrect. $5,000 is Alice\\'s realized long-term
gain on the sale. However, she can reduce the gain, but not below zero, by the amount of loss her father could not
deduct on the sale to her. Choice "c" is incorrect. Alice has a realized gain of $5,000 on the sale. However, since she is
related to Conner, her holding period includes his holding period. Therefore, her realized gain is long-term. In addition,
she can reduce the gain, but not below zero, by the amount of loss her father could not deduct on the sale to her.
Choice "d" is incorrect. Alice can reduce the gain by the amount of loss her father could not deduct on the sale to her.
However, she cannot reduce the gain below zero. 

 

QUESTION 14

Which one of the following will result in an accruable expense for an accrual-basis taxpayer? 

A. An invoice dated prior to year end but the repair completed after year end. 

B. A repair completed prior to year end but not invoiced. 

C. A repair completed prior to year end and paid upon completion. 

D. A signed contract for repair work to be done and the work is to be completed at a later date. 

Correct Answer: B 

RULE: An accruable expense is one is which the services have been received/performed but have not been paid for by
the end of the reporting period. 

Choice "b" is correct. The facts indicate that a repair was completed prior to year end but not yet invoiced. If it has not
yet been invoiced, it is assumed that it has also not yet been paid for. Therefore, this is a situation in which the repair
expense would be accrued at year end. Services have been performed, but they have not been paid for, as they have
not even been invoiced yet. Choice "a" is incorrect. If the repair was completed after year end, then the expense is not
accruable, as the benefit of the services hasn\\'t been received as of year end. The fact that the repair was invoiced
prior to year end does not impact the situation. Choice "c" is incorrect. If a repair was completed and paid for prior to
year end, no accrual is appropriate. On the accrual basis, the expense is taken in the year the repair is completed and
the benefit is received. In this case, the account payable was also paid in the same year, but this has no effect on the
expense. Choice "d" is incorrect. The facts indicate that the work is to be completed at a date later than year end.
Therefore, the expense is not accruable at year end, as the benefit of the repair hasn\\'t been received as of year end. It
is reasonable that a signed contract for the repair work exists, but this has no effect on the accrual. 

 

QUESTION 15
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The uniform capitalization method must be used by: 

I. Manufacturers of tangible personal property. 

II. 

Retailers of personal property with $2 million dollars in average annual gross receipts for the 3 preceding years. 

A. 

I only. 

B. 

II only. 

C. 

Both I and II. 

D. 

Neither I nor II. 

Correct Answer: A 

Choice "a" is correct. I only. 

Rule: The uniform capitalization rules apply to the following: 

1. 

Real or tangible personal property produced by the taxpayer for use in a trade or business. 

2. 

Real or tangible personal property produced by the taxpayer for sale to customers. 

3. 

Real or personal property acquired by the taxpayer for resale. 

4. 

However, the uniform capitalization rules do not apply to property acquired for resale if the taxpayer\\'s annual gross
receipts for the preceding three tax years do not exceed $10,000,000 (not $2 million). 
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