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QUESTION 1

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 2

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
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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 3

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 had no capital loss carryovers from prior years. During 1994, the Moores had the following
stock transactions, which resulted in a net capital loss: 

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: J 
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"J" is correct. $3,000. The capital loss on Revco ($10,000 loss) is added to the capital gain on Abbco ($4,000) to
produce a net capital loss of ($6,000). The Moores can claim $3,000 of the loss on their 1994 income tax return and
carry the balance forward to 1995. 

 

QUESTION 4

DAC Foundation awarded Kent $75,000 in recognition of lifelong literary achievement. Kent was not required to render
future services as a condition to receive the $75,000. What condition(s) must have been met for the award to be
excluded from Kent\\'s gross income? 

I. Kent was selected for the award by DAC without any action on Kent\\'s part. 

II. 

Pursuant to Kent\\'s designation, DAC paid the amount of the award either to a governmental unit or to a charitable
organization. 

A. 

I only. 

B. 

II only. 

C. 

Both I and II. 

D. 

Neither I nor II. 

Correct Answer: C 

Choice "c" is correct. Generally, the fair market value of prizes and awards is taxable income. However, an 

exclusion from income for certain prizes and awards applies where the winner is selected for the award 

without entering into a contest (i.e., without any action on their part) and then assigns the award directly to 

a governmental unit or charitable organization. Therefore, conditions "I" and "II" must be met in order for 

Ken to exclude the award from his gross income. 

Choice "a" is incorrect. "II" is a necessary condition as well. See explanation above. 

Choice "b" is incorrect. "I" is a necessary condition as well. See explanation above. 

Choice "d" is incorrect. "I" and "II" are both necessary conditions. See explanation above. 

 

QUESTION 5
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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.,
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 
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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 6

Freeman, a single individual, reported the following income in the current year: 

Guaranteed payment from services rendered to a partnership $50,000 Ordinary income from a S corporation $20,000 

What amount of Freeman\\'s income is subject to self-employment tax? 

A. $0 

B. $20,000 

C. $50,000 

D. $70,000 

Correct Answer: C 

Choice "c" is correct. Guaranteed payments are reasonable compensation paid to a partner for services rendered (or
use of capital) without regard to his ratio of income. Earned compensation is subject to selfemployment tax. Payments
not guaranteed are merely another way to distribute partnership profits. The ordinary income reported from an S
corporation are taxable income to the individual or their own individual tax return but is not subject to self-employment
tax. The ordinary income reported from a partnership may be subject to self-employment tax (if to a general partner). 

 

QUESTION 7

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. 
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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 8

In the current year Jensen had the following items: 

What is Jensen\\'s AGI for the current year? 

A. $44,000 

B. $59,000 

C. $62,000 

D. $84,000 

Correct Answer: B 

Choice "b" is correct. The question asks for AGI, but all of the items in the list are items of potential gross income. There
are no adjustments included in the list; therefore, in this case, AGI is the same as gross income. The calculation is as
follows: 

Choices "a", "c", and "d" are incorrect, per the above calculation. 
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QUESTION 9

Barkley owns a vacation cabin that was rented to unrelated parties for 10 days during the year for $2,500. The cabin
was used personally by Barkley for three months and left vacant for the rest of the year. Expenses for the cabin were as
follows: 

Real estate taxes $1,000 Maintenance and utilities $2,000 

How much rental income (loss) is included in Barkley\\'s adjusted gross income? 

A. $0 

B. $500 

C. $(500) 

D. $(1,500) 

Correct Answer: A 

RULE: If a vacation residence is rented for less than 15 days per year, it is treated as a personal residence. The rental
income is excluded from income, and mortgage interest (first or second home) and real estate taxes are allowed as
itemized deductions. Depreciation, utilities, and repairs are not deductible. 

Choice "a" is correct. Applying the rule above, if a vacation residence is rented for less than 15 days per year, it is
treated as a personal residence. The rental income ($2,500 in this case) is excluded from income. A Schedule E is not
filed for this property (i.e., no income is reported, the taxes are reported as itemized deductions, and the maintenance
and utilities are not deductible), so the effect on AGI is zero. Choice "b" is incorrect. This assumes that the property
taxes are reported as itemized deductions but that the rental income ($2,500) less the maintenance and utilities ($2,000)
are reported net on Schedule E. Per the above RULE, the rental income is excluded from income, and the maintenance
and utilities are not deductible. Choice "c" is incorrect. This assumes that all of the items shown are reported net on the
Schedule E-$2,500 - $1,000 - $2,000 = ($500). Per the above RULE, the rental income is excluded from income, the
maintenance and utilities are not deductible, and the property taxes are reported on Schedule A as an itemized
deduction. Choice "d" is incorrect, per the above rule and discussion. 

 

QUESTION 10

Ryan, age 57, is single with no dependents. On July 1, 1997, Ryan\\'s principal residence was sold for the net amount of
$500,000 after all selling expenses. Ryan bought the house in 1963 and occupied it until sold. On the date of sale, the
house had a basis of $180,000. Ryan does not intend to buy another residence. What is the maximum exclusion of gain
on sale of the residence that may be claimed in Ryan\\'s 1997 income tax return? 

A. $320,000 

B. $250,000 

C. $125,000 

D. $0 

Correct Answer: B 

Choice "b" is correct. $250,000 maximum exclusion from taxable income. 

Rule: An individual may exclude from income up to $250,000 gain provided that the property was the 
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taxpayer\\'s primary residence for 2 of the last 5 years. Married taxpayers may exclude gains up to 

$500,000. 

Choice "a" is incorrect. $320,000. Ryan, age 57, was not married. Thus, his exclusion was limited to 

$250,000. 

Choice "c" is incorrect. The $125,000 exclusion was old law and eliminated for sales after 5/6/97. 

Choice "d" is incorrect, per the above rule. 

 

QUESTION 11

Doris and Lydia are equal partners in the capital and profits of Agee and Nolan, but are otherwise unrelated. The
following information pertains to 300 shares of Mast Corp. stock sold by Lydia to Agee and Nolan: 

The amount of long-term capital loss that Lydia realized in 1988 on the sale of this stock was: 

A. $5,000 

B. $3,000 

C. $2,500 

D. $0 

Correct Answer: A 

Choice "a" is correct. $5,000 long term capital loss "realized" in 1988 by Lydia. Be careful, and always check the
question being asked. In this case, the question is how much of a capital loss Lydia realized in 1988. 

Choice "b" is incorrect. $3,000 represents the portion of the $5,000 realized loss that would currently be recognized
unless there were additional capital transactions resulting in gains. Remember that the deduction for capital losses for
an individual is limited to $3,000 each year. Choice "c" is incorrect. $2,500 represents the pre-1986 portion of the $5,000
realized loss that would have given rise to a recognized loss. Pre-1986 law required $2 of net long term loss to give the
benefit of $1 of tax deduction. Current law gives a dollar-for-dollar deduction limited to $3,000 in any year. Choice "d" is
incorrect. $0 would have been the amount of loss recognized if Lydia owned more than a 50% interest in the
partnership. Losses realized on transactions between a partnership and a partner owning more than a 50% interest are
not deductible as the parties would be considered related and any realized loss would be disallowed. 
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QUESTION 12

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 13

Which payment(s) is(are) included in a recipient\\'s gross income? 

I. Payment to a graduate assistant for a part-time teaching assignment at a university. Teaching is not a requirement
toward obtaining the degree. 

II.

 A grant to a Ph.D. candidate for his participation in a university-sponsored research project for the benefit of the
university. 

A. 

I only. 

B. 

II only. 

C. 

Both I and II. 

D. 

Neither I nor II. 
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Correct Answer: C 

Choice "c" is correct. 

I. A payment to a student for a part-time teaching assignment is taxable income just as a payment for any other campus
job would be. This is not a scholarship or fellowship. II. There is no exclusion in the tax law for amounts paid to a degree
candidate for participation in university-sponsored research. 

 

QUESTION 14

Smith, an individual calendar-year taxpayer, purchased 100 shares of Core Co. common stock for $15,000 on
December 15, 1992, and an additional 100 shares for $13,000 on December 30, 1992. On January 3, 1993, Smith sold
the shares purchased on December 15, 1992, for $13,000. What amount of loss from the sale of Core\\'s stock is
deductible on Smith\\'s 1992 and 1993 income tax returns? 

A. Option A 

B. Option B 

C. Option C 

D. Option D 

Correct Answer: A 

Choice "a" is correct. In 1992, no sale of stock occurred so there would be no loss. In 1993, there is a $2,000 loss
realized ($15,000 basis less $13,000 received), but it is not deductible because it is a wash sale. A wash sale occurs
when a taxpayer sells stock at a loss and invests in substantially identical stock within 30 days before or after the sale.
In this case, Smith reinvested in an additional 100 shares four days prior to selling 100 shares of the same stock at a
loss. The $2,000 disallowed loss would, however, increase the basis of the new shares by $2,000. 

Choice "b" is incorrect. The $2,000 loss realized in 1993 is disallowed under the wash sale rules. 

Choice "c" is incorrect. In 1992, there is no loss since no shares were sold. In 1993, the $2,000 loss is 

disallowed under the wash sale rules. 

Choice "d" is incorrect. In 1992, there is no possible loss since no shares were sold. 

 

QUESTION 15

During 1993 Kay received interest income as follows: 
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On U.S. Treasury certificates $4,000 On refund of 1991 federal income tax 500 

The total amount of interest subject to tax in Kay\\'s 1993 tax return is: 

A. $4,500 

B. $4,000 

C. $500 

D. $0 

Correct Answer: A 

Choice "a" is correct. Interest income from U.S. obligations is generally taxable. Interest income on a 

federal tax refund is taxable, even though the refund itself is not taxed. 

Choice "b" is incorrect. Interest income on a federal tax refund is taxable, even though the refund itself is 

not taxed. 

Choice "c" is incorrect. Interest income from U.S. obligations is generally taxable. 

Choice "d" is incorrect. Interest income from U.S. obligations is generally taxable. Interest income on a 

federal tax refund is taxable, even though the refund itself is not taxed. 
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