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QUESTION 1

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. 

 

QUESTION 2

Porter was unemployed for part of the year. Porter received $35,000 of wages, $4,000 from a state unemployment
compensation plan, and $2,000 from his former employer\\'s company-paid supplemental unemployment benefit plan.
What is the amount of Porter\\'s gross income? 

A. $35,000 

B. $37,000 

C. $39,000 

D. $41,000 

Correct Answer: D 

RULE: Gross income includes all income unless it is specifically excluded in the tax code. 

Choice "d" is correct. Wages and all unemployment compensation are not excluded from being taxable; 

therefore, there are included in the taxpayer\\'s gross income for tax purposes. 
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Choice "a" is incorrect. All forms of unemployment compensation are included as part of gross income. Choice "b" is
incorrect. The $4,000 of state unemployment compensation received is included as part of gross income. Choice "c" is
incorrect. The $2,000 of his former employer\\'s company-paid supplemental unemployment benefit plan is included as
part of gross income. 

 

QUESTION 3

Adams owns a second residence that is used for both personal and rental purposes. During 2001, Adams used the
second residence for 50 days and rented the residence for 200 days. Which of the following statements is correct? 

A. Depreciation may not be deducted on the property under any circumstances. 

B. A rental loss may be deducted if rental-related expenses exceed rental income. 

C. Utilities and maintenance on the property must be divided between personal and rental use. 

D. All mortgage interest and taxes on the property will be deducted to determine the property\\'s net income or loss. 

Correct Answer: C 

Choice "c" is correct. Because the second property was personally used more than 14 days, any net loss 

from the rental of the property will be disallowed. 

All related expenses must be prorated between the personal use portion and the rental activity portion. 

Prorated depreciation is permitted for the rental activity. 

 

QUESTION 4

On December 1, 1997, Krest, a self-employed cash basis taxpayer, borrowed $200,000 to use in her business. The loan
was to be repaid on November 30, 1998. Krest paid the entire interest amount of $24,000 on December 1, 1997. What
amount of interest was deductible on Krest\\'s 1997 income tax return? 

A. $0 

B. $2,000 

C. $22,000 

D. $24,000 
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Correct Answer: B 

Choice "b" is correct. Cash basis taxpayers deduct interest in the year paid or the year to which the interest relates,
whichever is later. Even though all of the interest on this loan was paid on December 1, 1997, only the interest relating
to December 1997 can be deducted in 1997. The question does not give an interest rate, but because the loan is to be
repaid in a lump sum at maturity, 1/12 of the interest, or $2,000 applies to each month. Choice "a" is incorrect. Because
$2,000 of the interest relates to 1997, this amount is deductible in 1997. Choice "c" is incorrect. This is the amount that
cannot be deducted until 1998, the year to which the interest relates. Be sure to read questions like this very carefully,
because if you had simply misread the question as seeking the amount deductible in 1998, you would get the question
wrong despite understanding the rule. Choice "d" is incorrect. Cash basis taxpayers can deduct interest in the year paid
or the year to which the interest relates, whichever is later, thus 11 months of the interest will not be deductible until
1998. 

 

QUESTION 5

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.

 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.,
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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. 
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