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The Big Picture (slide 1 of 2)

• Fred and Megan Samuels review their financial 

and tax situation with their son, Sam, and 

daughter-in-law, Dana, who live with them

– Fred and Megan are in the 28% tax bracket in 2016

– Both Sam and Dana are age 21

• Sam, a student at a nearby university, owns 

some publicly traded stock that he inherited

• A current sale would result in approximately $8,000 of gross 

income 

– ($19,000 amount realized – $11,000 adjusted basis)
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The Big Picture (slide 2 of 2)

• Fred and Megan provide about 55% of Sam and 

Dana’s support

– Although neither is now employed, Sam has earned 

$960 and Dana has earned $900

• The problem: 

– Should the stock be sold?

– Would the sale prohibit Fred and Megan from 

claiming Sam and Dana as dependents? 

– Would the stock sale in 2016 result in a tax liability for 

Sam and Dana?

• Read the chapter and formulate your responses
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Statutory Sources of Tax Law
(slide 1 of 2)

• Internal Revenue Code

– Codification of the Federal tax law provisions in a 

logical sequence

– Have had three codes:

• 1939, 1954, 1986 
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Statutory Sources of Tax Law  
(slide 2 of 2)

• Example of Code Citation: § 2(a)(1)(A)
– § = Abbreviation for “Section”

– 2 = section number

– (a) = subsection

– (1) = paragraph designation

– (A) = subparagraph designation
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Legislative Process For Tax Bills

Exhibit 2.1
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Administrative Sources of Tax Law
(slide 1 of 2)

• Treasury Department Regulations 

• Revenue Rulings

• Revenue Procedures

• Various other administrative 

pronouncements
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Administrative Sources of Tax Law
(slide 2 of 2)
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Regulations (slide 1 of 4)

– Issued by U.S. Treasury Department

– Provide general interpretations and guidance in 

applying the Code
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Regulations (slide 2 of 4)

• Issued as:

– Proposed: preview of final regulations

• Do not have force and effect of law

– Temporary: issued when guidance needed quickly

• Same authoritative value as final regulations

– Final:

• Force and effect of law
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Regulations (slide 3 of 4)

• Example of Regulation citation: 

– Reg. § 1.2

• Refers to Regulations under Code § 2

• Subparts may be added for further identification

• The numbering patterns of these subparts often have no 

correlation with the Code subsections
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Regulations (slide 4 of 4)

• Example of Proposed Regulation citation: Prop. 

Reg. § 1.2

• Example of Temporary Regulation citation: 

Temp. Reg. § 1.6081–8T
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Revenue Rulings (slide 1 of 2)

• Officially issued by National Office of IRS

– Provide specific interpretations and guidance in 

applying the Code

– Less legal force than Regulations

– Issued in IRB and accumulated in the Cumulative 

Bulletins
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Revenue Rulings (slide 2 of 2)

• Example of Revenue Ruling citation

– Rev.Rul. 2015–9, 2015–21 I.R.B. 972 
• Explanation: Revenue Ruling Number 9, appearing on page 972 of the 21st

weekly issue of the Internal Revenue Bulletin for 2015
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Revenue Procedures (slide 1 of 2)

• Concerned with the internal management 

practices and procedures of the IRS

– Issued similar to Revenue Rulings

– Issued in IRB and accumulated in the Cumulative 

Bulletins
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Revenue Procedures (slide 2 of 2)

• Example of Revenue Procedure citation

– Rev. Proc. 92-29, 1992-1 CB 748

• 29th Rev. Procedure in 1992 found in volume 1 of 

Cumulative Bulletin on page 748
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Letter Rulings (slide 1 of 2)

• Provide guidance to taxpayer on how a 

transaction will be taxed before proceeding with it

– Issued for a fee upon a taxpayer's request

– Describe how the IRS will treat a proposed transaction

• Apply only to the taxpayer who asks for and 

obtains the ruling

– Post-1984 letter rulings may be substantial authority 

for purposes of the accuracy-related penalty

• Limited to restricted, preannounced areas of 

taxation
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Letter Rulings (slide 2 of 2)

• Example of Letter Ruling citation

– Ltr.Rul. 201503010

• 10th ruling issued in the 3rd week of 2015
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Other Administrative Pronouncements 
(slide 1 of 4)

• Treasury Decisions – issued by Treasury Dept. 

to:

– Promulgate new or amend existing Regulations

– Announce position of the Government on selected 

court decisions

– Published in the Internal Revenue Bulletin

• Then transferred to the Cumulative Bulletin
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Other Administrative Pronouncements 
(slide 2 of 4)

• Determination Letters

– Issued by Area Director at taxpayer’s request

– Usually involve completed transactions

– Not published

• Made known only to party making the request
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Other Administrative Pronouncements 
(slide 3 of 4)

• The IRS also publishes other administrative 

communications such as 

– Announcements

– Notices

– IRs (News Releases)

– Internal Legal Memoranda (ILMs)

– Chief Counsel Notices (CC)

– Prohibited Transaction Exemptions
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Other Administrative Pronouncements 
(slide 4 of 4)

• A variety of internal memoranda that constitute 

the working law of the IRS also are released but 

not officially published, such as

– General Counsel Memoranda (GCMs)

– Technical Advice Memoranda (TAMs)

– Internal Legal Memoranda (ILMs)

– Field Service Advice Memoranda (FSAs) 

• The IRS indicates that they may not be cited as 

precedents by taxpayers

– However, these working documents do explain the 

IRS’s position on various issues
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Federal Judicial System

FIGURE 2–3
Exhibit 2.4
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Judicial Sources (slide 1 of 2)

• There are four courts of original jurisdiction (trial 

courts)

– U.S. Tax Court: Regular

– U.S. Tax Court: Small Cases Division

– Federal District Court

– U.S. Court of Federal Claims
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Judicial Sources (slide 2 of 2)
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Appeals Process

• Appeals from District Court or Tax Court go to 

the U.S. Court of Appeals for circuit where 

taxpayer resides

• Appeals from Court of Federal Claims is to Court 

of Appeals for the Federal Circuit

• Appeal to the Supreme Court is by Writ of 

Certiorari 

– Only granted for those cases it desires to hear
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Courts’ Weights As Precedents

• From high to low

– Supreme Court

– Circuit Court of Appeals

– Tax Court (Regular), U.S. Court of Federal Claims, & 

U.S. District Courts

• Decisions of the Small Cases Division of the Tax 

Court have no precedential value and cannot be 

appealed
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Tax Court (slide 1 of 3)

• Issues two types of decisions: Regular and 

Memorandum

– Regular decisions involve novel issues not previously 

resolved by the court

• Regular decisions are published by the U.S. 

government, for example
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Tax Court (slide 2 of 3)

• Tax Court Memorandum decisions 

– Memorandum decisions deal with situations 

necessitating only the application of already 

established principles of law

– Memorandum decisions were not published by the 

U.S. Government until recently

© 2017 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 



30

Tax Court (slide 3 of 3)

• Memorandum decisions were – and continue to 

be – published by several tax services 

– Consider, for example, three different ways that Nick 

R. Hughes can be cited:

• Nick R. Hughes, T.C.Memo. 2009–94

– The 94th Memorandum decision issued by the Tax Court in 

2009

• Nick R. Hughes, 97 TCM 1488

– Page 1488 of Vol. 97 of the CCH Tax Court Memorandum 

Decisions

• Nick R. Hughes, 2009 RIA T.C.Memo. ¶2009,094

– Paragraph 2009,094 of the RIA T.C. Memorandum Decisions
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Examples Of  District 

Court Decision Citations

• Turner v. U.S., 2004–1 USTC ¶60,478

(D.Ct. Tex., 2004) (CCH citation)

• Turner v. U.S., 93 AFTR 2d 2004–686

(D.Ct. Tex., 2004) (RIA citation)

• Turner v. U.S., 306 F.Supp.2d 668

(D.Ct. Tex., 2004)(West citation)
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Supreme Court Decisions

• Examples of citations

– U.S. v. The Donruss Co., (USSC, 1969)

• 69-1 USTC ¶9167 (CCH citation)

• 23 AFTR2d 69-418 (RIA citation)

• 89 S. CT 501 (West citation)

• 393 U.S. 297 (U.S. Government citation)

• 21 L.Ed.2d 495 (Lawyer's Co-operative Publishing Co. 

citation)
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Tax Treaties

• The U.S. signs tax treaties with foreign countries 

to: 

– Avoid double taxation

– Render mutual assistance in tax enforcement

• Neither a tax law nor a tax treaty takes general 

precedence

– When there is a direct conflict, the most recent item 

will take precedence

– A taxpayer must disclose on the tax return any 

position where a treaty overrides a tax law

• There is a $1,000 penalty per failure to disclose for 

individuals ($10,000 for corporations)
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Tax Research Tools (slide 1 of 2)

• A crucial part of the research process is the 

ability to locate appropriate sources of the tax 

law

– Both electronic and paper-based research tools are 

available to aid in this search

• Unless the problem is simple (e.g., the Code 

Section is known, and there is a Regulation on 

point), the research process should begin with a 

tax service
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Tax Research Tools (slide 2 of 2)

• A partial list of the available commercial tax services includes:

– Standard Federal Tax Reporter, CCH

– CCH IntelliConnect, CCH Internet service

– United States Tax Reporter, RIA

– RIA Checkpoint, RIA

– ATX/Kleinrock Tax Expert, CCH/Wolters Kluwer

– Tax Management Portfolios, BNA 

– Mertens Law of Federal Income Taxation, Thomson Reuters

– Westlaw services (including access to Tax Management 

Portfolios)

– TaxCenter, LexisNexis   

– Federal Research Library, Tax Analysts
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Tax Research Process

EXHIBIT 2.8
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Tax Research

• Tax research is the method by which an 

interested party determines the best solution to a 

tax situation

• Tax research involves:

– Identifying and refining the problem

– Locating the appropriate tax law sources

– Assessing the validity of the tax law sources

– Arriving at the solution or at alternative solutions with 

due consideration given to nontax factors
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Assessing The Validity Of 

Tax Law Sources (slide 1 of 4)

• Regulations

– IRS agents must give the Code and the Regulations 

equal weight when dealing with taxpayers and their 

representatives

– Proposed Regulations are not binding on IRS or 

taxpayer

– Burden of proof is on taxpayer to show Regulation 

incorrect

– If the taxpayer loses the challenge, a 20% negligence 

penalty may be imposed
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Assessing The Validity Of 

Tax Law Sources (slide 2 of 4)

• Final Regulations tend to be of three types

– Procedural: housekeeping-type instructions

– Interpretive: rephrase what is in Committee Reports 

and the Code

• Hard to get overturned

– Legislative: allow the Treasury Department to 

determine the details of law

• Congress has delegated its legislative powers and these 

cannot generally be overturned
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Assessing The Validity Of 

Tax Law Sources (slide 3 of 4)

• Revenue Rulings

– Carry less weight than Regulations

– Not substantial authority in court disputes
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Assessing The Validity Of 

Tax Law Sources (slide 4 of 4)

• Judicial sources

– Consider the level of the court and the legal residence of the 

taxpayer

– Tax Court Regular decisions carry more weight than Memo 

decisions

• Tax Court does not consider Memo decisions to be binding 

precedents

• Tax Court reviewed decisions carry even more weight

– Circuit Court decisions where certiorari has been requested and 

denied by the U.S. Supreme Court carry more weight than a 

Circuit Court decision that was not appealed

– Consider whether the decision has been overturned on appeal
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Tax Law Sources (slide 1 of 2)

• Primary sources of tax law include:

– The Constitution

– Legislative history materials

– Statutes

– Treaties

– Treasury Regulations

– IRS pronouncements

– Judicial decisions

• In general, the IRS considers only primary 

sources to constitute substantial authority
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Tax Law Sources (slide 2 of 2)

• Secondary Sources include:

– Legal periodicals

– Treatises

– Legal opinions

– General Counsel Memoranda

– Written determinations

• In general, secondary sources are not authority
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Tax Planning

• Consider social, economic, and business goals 

as well as tax motives

• Tax avoidance is the legal minimization of tax 

liabilities and one goal of tax planning

• Tax evasion is the illegal minimization of tax 

liabilities 

– Suggests the use of subterfuge and fraud as a means 

to tax minimization

– Can lead to fines and jail
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Taxation on the CPA 

Examination

• Taxation is included in the 3-hour Regulation 

section and covers:

– Federal tax process, procedures, accounting, and 

planning 

– Federal taxation of property transactions

– Federal taxation – individuals

– Federal taxation – entities

• Knowledge is tested using both multiple-choice 

questions and case studies called simulations
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If you have any comments or suggestions concerning this 

PowerPoint Presentation for South-Western Federal 

Taxation, please contact:

Dr. Donald  R. Trippeer, CPA

trippedr@oneonta.edu

SUNY Oneonta
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1. For “qualifying widow(er)” filing status, which of the following requirements must be met? 

 
I. The surviving spouse does not remarry before the end of the current year 
II. The surviving spouse was eligible to file a joint tax return in the year of the spouse’s 

death 
III. The surviving spouse maintains the cost of the principal residence for six months.  

 
a) I, II, and III 
b) I and II, but not III 
c) I and III, but not II 
d) I only 

 
a) Incorrect.  A taxpayer may file a tax return as a qualifying widow or widower for 2 tax years after 

the year in which a spouse dies provided the couple qualified to file a joint return for the year of 
death; that the taxpayer provided over 50% of the cost of maintaining the principal residence of 
a dependent child or stepchild; and that the taxpayer has not remarried as of the end of the 
current year.  Maintaining the cost of the taxpayer’s principal residence for six months is not 
sufficient. 

b) Correct! A taxpayer may file a tax return as a qualifying widow or widower for 2 tax years after 
the year in which a spouse dies provided the couple qualified to file a joint return for the year of 
death; that the taxpayer provided over 50% of the cost of maintaining the principal residence of 
a dependent child or stepchild; and that the taxpayer has not remarried as of the end of the 
current year.  Maintaining the cost of the taxpayer’s principal residence for six months is not 
sufficient. 

c) Incorrect. A taxpayer may file a tax return as a qualifying widow or widower for 2 tax years after 
the year in which a spouse dies provided the couple qualified to file a joint return for the year of 
death; that the taxpayer provided over 50% of the cost of maintaining the principal residence of 
a dependent child or stepchild; and that the taxpayer has not remarried as of the end of the 
current year.  Maintaining the cost of the taxpayer’s principal residence for six months is not 
sufficient. 

d) Incorrect. A taxpayer may file a tax return as a qualifying widow or widower for 2 tax years after 
the year in which a spouse dies provided the couple qualified to file a joint return for the year of 
death; that the taxpayer provided over 50% of the cost of maintaining the principal residence of 
a dependent child or stepchild; and that the taxpayer has not remarried as of the end of the 
current year.  Maintaining the cost of the taxpayer’s principal residence for six months is not 
sufficient. 

 
2. Which of the below prevents a married couple from filing a joint tax return? 
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I. The spouses have different accounting methods 
II. The spouses have different tax years, provided that both spouses are alive at the end of the 

year 
III. One spouse was a nonresident alien for three months during the year and no proper 

election was made 
 

a) I and II only 
b) II and III only 
c) I and III only 
d) II only 

 
a) Incorrect.  A married couple may file a return as married filing jointly only if they use the 

same accounting period, although they may use different accounting methods.  While a 
couple generally cannot file a joint return if either is a nonresident alien at any time during 
the tax year, if a nonresident alien is married to a U.S. citizen or resident alien at the end of 
the year, the spouses may file jointly. 

b) Incorrect. A married couple may file a return as married filing jointly only if they use the 
same accounting period, although they may use different accounting methods.  While a 
couple generally cannot file a joint return if either is a nonresident alien at any time during 
the tax year, if a nonresident alien is married to a U.S. citizen or resident alien at the end of 
the year, the spouses may file jointly. 

c) Incorrect. A married couple may file a return as married filing jointly only if they use the 
same accounting period, although they may use different accounting methods.  While a 
couple generally cannot file a joint return if either is a nonresident alien at any time during 
the tax year, if a nonresident alien is married to a U.S. citizen or resident alien at the end of 
the year, the spouses may file jointly. 

d) Correct! A married couple may file a return as married filing jointly only if they use the same 
accounting period, although they may use different accounting methods.  While a couple 
generally cannot file a joint return if either is a nonresident alien at any time during the tax 
year, if a nonresident alien is married to a U.S. citizen or resident alien at the end of the 
year, the spouses may file jointly. 

 
3. Parker and his wife Marie would have been filing a joint tax return for 2014, how- ever Marie 

died in October 2014. Parker has not remarried and continues to maintain a home for himself 
and his two children during 2014, 2015, 2016, and 2017. Parker’s filing statuses for 2014, 2015, 
2016, and 2017 are as follows: 
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2014 2015 2016 2017 

a.   Qualifying widower Married filing 
joint return 

Qualifying widower Head of household 

b.    Married filing joint 
return 

Married filing 
joint return 

Head of household Qualifying widower 

c.    Married filing joint 
return 

Qualifying 
widower 

Qualifying widower Head of household 

d.   Qualifying widower Qualifying 
widower 

Head of household Qualifying widower 

 
a) Incorrect.  A couple may file a joint return if they are married as of the end of the tax year 

or, when one spouse has died during the tax year, if they were married as of the date of 
death.  As a result, Parker would qualify to file a joint return for 2014.  A taxpayer may file a 
tax return as a qualifying widow or widower for 2 tax years after the year in which a spouse 
dies provided the couple qualified to file a joint return for the year of death; that the 
taxpayer provided over 50% of the cost of maintaining the principal residence of a 
dependent child or stepchild; and that the taxpayer has not remarried as of the end of the 
current year.  As a result, Parker will file as a qualifying widower for 2015 and 2016.  In 2017, 
Parker may no longer file as a qualified widower but may file as a head of household, which 
is an unmarried taxpayer that maintains a home that is the principal residence of a 
qualifying relative, such as a child. 

b) Incorrect. A couple may file a joint return if they are married as of the end of the tax year or, 
when one spouse has died during the tax year, if they were married as of the date of death.  
As a result, Parker would qualify to file a joint return for 2014.  A taxpayer may file a tax 
return as a qualifying widow or widower for 2 tax years after the year in which a spouse dies 
provided the couple qualified to file a joint return for the year of death; that the taxpayer 
provided over 50% of the cost of maintaining the principal residence of a dependent child or 
stepchild; and that the taxpayer has not remarried as of the end of the current year.  As a 
result, Parker will file as a qualifying widower for 2015 and 2016.  In 2017, Parker may no 
longer file as a qualified widower but may file as a head of household, which is an unmarried 
taxpayer that maintains a home that is the principal residence of a qualifying relative, such 
as a child. 

c) Correct! A couple may file a joint return if they are married as of the end of the tax year or, 
when one spouse has died during the tax year, if they were married as of the date of death 
As a result, Parker would qualify to file a joint return for 2014.  A taxpayer may file a tax 
return as a qualifying widow or widower for 2 tax years after the year in which a spouse dies 
provided the couple qualified to file a joint return for the year of death; that the taxpayer 
provided over 50% of the cost of maintaining the principal residence of a dependent child or 
stepchild; and that the taxpayer has not remarried as of the end of the current year.  As a 
result, Parker will file as a qualifying widower for 2015 and 2016.  In 2017, Parker may no 
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longer file as a qualified widower but may file as a head of household, which is an unmarried 
taxpayer that maintains a home that is the principal residence of a qualifying relative, such 
as a child. 

d) Incorrect. A couple may file a joint return if they are married as of the end of the tax year or, 
when one spouse has died during the tax year, if they were married as of the date of death.  
As a result, Parker would qualify to file a joint return for 2014.  A taxpayer may file a tax 
return as a qualifying widow or widower for 2 tax years after the year in which a spouse dies 
provided the couple qualified to file a joint return for the year of death; that the taxpayer 
provided over 50% of the cost of maintaining the principal residence of a dependent child or 
stepchild; and that the taxpayer has not remarried as of the end of the current year.  As a 
result, Parker will file as a qualifying widower for 2015 and 2016.  In 2017, Parker may no 
longer file as a qualified widower but may file as a head of household, which is an unmarried 
taxpayer that maintains a home that is the principal residence of a qualifying relative, such 
as a child. 

 
4. Which of the following items are included in determining the total support of a dependent? 

 
I. Medical expenditures paid on behalf of the dependent  
II. Life insurance premiums paid on behalf of the dependent 
III. Fair rental value of dependent’s lodging 

 
a) All of the above 
b) I and II only 
c) I and III only 
d) I only 

 
a) Incorrect.  To determine if a taxpayer provided over 50% of a qualifying relative’s support, 

or if more than 50% of the support of a qualifying child was provided by that child, 
Payments for food, lodging, clothing, education, medical and dental care, recreation, 
transportation, and other necessities are included.  Income, social security, and Medicare 
taxes paid from the individual’s own income; life insurance premiums; and funeral expenses 
are not included. 

b) Incorrect. To determine if a taxpayer provided over 50% of a qualifying relative’s support, or 
if more than 50% of the support of a qualifying child was provided by that child, Payments 
for food, lodging, clothing, education, medical and dental care, recreation, transportation, 
and other necessities are included.  Income, social security, and Medicare taxes paid from 
the individual’s own income; life insurance premiums; and funeral expenses are not 
included. 

c) Correct! To determine if a taxpayer provided over 50% of a qualifying relative’s support, or if 
more than 50% of the support of a qualifying child was provided by that child, Payments for 
food, lodging, clothing, education, medical and dental care, recreation, transportation, and 
other necessities are included.  Income, social security, and Medicare taxes paid from the 
individual’s own income; life insurance premiums; and funeral expenses are not included. 

d) Incorrect. To determine if a taxpayer provided over 50% of a qualifying relative’s support, or 
if more than 50% of the support of a qualifying child was provided by that child, Payments 
for food, lodging, clothing, education, medical and dental care, recreation, transportation, 
and other necessities are included.  Income, social security, and Medicare taxes paid from 
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the individual’s own income; life insurance premiums; and funeral expenses are not 
included. 

 
5. Kyle and Elena Smith contributed to the support of their two children, Alexandra and Matthew, 

and Elena’s divorced father, Nick. For 2016, Alexandra, a 22-year-old full-time college student, 
earned $1,700 from a part-time job. Matthew, a 27-year-old full-time graduate student, earned 
$23,000 from his job as a teaching assistant. Nick received $12,000 in capital gains income and 
$7,000 in nontaxable Social Security benefits. Alexandra, Matthew, and Nick are U.S. citizens 
and were over one-half supported by Kyle and Elena. How many exemptions can Kyle and Elena 
claim on their 2016 joint income tax return? 
 
a) 2 
b) 3 
c) 4 
d) 5 

 
a) Incorrect.  Kyle and Elena will be able to claim 3 exemptions, including 2 for themselves, on 

their joint return.  Alexandra is a qualifying child since she is a student under the age of 24, 
resulting in the third exemption.  Matthew, being older than 24, is not a qualifying child.  
Since Nick has gross income, which includes the $12,000 in capital gains but excludes the 
nontaxable social security benefits, in excess of the exemption amount, Nick is not a 
qualifying relative and does not provide an additional exemption. 

b) Correct! Kyle and Elena will be able to claim 3 exemptions, including 2 for themselves, on 
their joint return.  Alexandra is a qualifying child since she is a student under the age of 24, 
resulting in the third exemption.  Matthew, being older than 24, is not a qualifying child.  
Since Nick has gross income, which includes the $12,000 in capital gains but excludes the 
nontaxable social security benefits, in excess of the exemption amount, Nick is not a 
qualifying relative and does not provide an additional exemption. 

c) Incorrect. Kyle and Elena will be able to claim 3 exemptions, including 2 for themselves, on 
their joint return.  Alexandra is a qualifying child since she is a student under the age of 24, 
resulting in the third exemption.  Matthew, being older than 24, is not a qualifying child.  
Since Nick has gross income, which includes the $12,000 in capital gains but excludes the 
nontaxable social security benefits, in excess of the exemption amount, Nick is not a 
qualifying relative and does not provide an additional exemption. 

d) Incorrect. Kyle and Elena will be able to claim 3 exemptions, including 2 for themselves, on 
their joint return.  Alexandra is a qualifying child since she is a student under the age of 24, 
resulting in the third exemption.  Matthew, being older than 24, is not a qualifying child.  
Since Nick has gross income, which includes the $12,000 in capital gains but excludes the 
nontaxable social security benefits, in excess of the exemption amount, Nick is not a 
qualifying relative and does not provide an additional exemption. 
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APPENDIX E 

PRACTICE SET ASSIGNMENTS—COMPREHENSIVE TAX RETURN PROBLEMS 

SOLUTIONS TO PROBLEM MATERIALS 
 
 
 

PROBLEM 1 SOLUTIONS 

  1. David is self-employed and reports his business income on Schedule C. Both his consulting fees of 
$92,800 and his expense reimbursements of $20,420 should be included on line 1. The travel 
expenses are deducted on line 24a (airfare $8,200 + lodging $5,200 + transportation $920) and $3,050 
of meals are deducted online 24b [meals $6,100 – disallowed portion (50%  $6,100)]. 

  2. Given that David is a cash-basis taxpayer, the $4,400 payment received from Sesa Mining in 2015 is 
also included on Schedule C. This brings the total on line 1 to $117,620 ($92,800 + $4,400 + 
$20,420). The $5,100 received from Echo will be taxable in 2016. The Cormorant Mining transaction 
results in neither income (no payment is received) nor a bad debt deduction (no basis exists in the 
receivable). If H&R Block software is used to complete the tax return, it automatically enters an X on 
line 32a of Schedule C even though there is no loss reported this year. This can be overriden in the 
software if desired. 

  3 The $9,000 contribution to the H.R.10 Keogh retirement plan and the $3,800 of premiums on health 
insurance are not reported on Schedule C but are listed on Form 1040, page 1, lines 28 and 29, 
respectively. The remaining expenses are deducted on Schedule C as follows: 

Line 8—Advertising  $2,400 
Line 18—Office supplies  1,200 
Line 22—Supplies 3,200 
Line 23—State occupation license  300 
Line 27a (and also listed separately on page 2, Part V) 

Business phone and Internet service  $860 
Subscriptions to trade journals  240 
Membership dues to trade associations    180 1,280 

  4. The home office deduction is computed on Form 8829 (Expenses for Business Use of Your Home). 
For depreciation purposes, the basis of the residence is the lesser of $450,000 (fair market value) or 
David’s inherited basis of $360,000 under § 1014. The land is not depreciable. Consequently, this 
amount is entered on line 38 of Form 8829 and multiplied by the business percentage of 20% (line 7) 
to yield $72,000 (line 39). Referring to Exhibit 8.8 (MACRS Straight-Line Depreciation for Real 
Property Assuming Mid-Month Convention), the applicable percentage for 39-year nonresidential 
real property for the recovery period of 2–39 years is 2.564. Thus, the depreciation for 2015 is $1,846 
($72,000  2.564%) and is entered on lines 41 and 29. Other data in completing Form 8829 are 
summarized below. 
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Indirect expenses [reported in column (b)] 
Line 10—Deductible mortgage interest $  4,400 
Line 11—Real estate taxes 3,100 
Line 17—Insurance 2,300 
Line 19—Repairs and maintenance 2,900 
Line 20—Utilities      4,800 
Total indirect expenses $17,500 
     20% 
Business portion $   3,500* 

*Form 8829 does the calculation for the business portion in two steps. First, it applies 20% to the 
total of interest ($4,400) and taxes ($3,100) [20%  $7,500] to yield $1,500 (line 13). Second, 
the 20% is applied to the total of insurance ($2,300), indirect repairs and maintenance ($2,900), 
and utilities ($4,800) [20%  $10,000] to yield $2,000 (line 23). Thus, the total business portion 
of the indirect expense is $3,500 ($1,500 + $2,000). 

 
The indirect expenses of $3,500 are added to the direct expense of $1,200 for painting the office and 
the depreciation of $1,846 for a total of $6,546 (line 35), which is also reported on line 30 of 
Schedule C. 
 
The special purpose file cabinet is expensed by the use of Form 4562 (Depreciation and 
Amortization). Use Part I of this form, and when the $4,800 listed on line 12 is combined with the 
depreciation on the Infiniti SUV (see below), the total is transferred to Schedule C. 

  5. Depreciation on the Infiniti under the MACRS method is computed as follows: 
 

Cost $41,000 
Second year percentage for five-year property (Exhibit 8.3)        32% 
 $13,120 
× Business use        90% 
 $11,808 

However, as the second year recovery limitation (for a vehicle placed in service in 2014) is $5,100, 
the depreciation claimed cannot exceed $4,590 ($5,100  90%). This depreciation, determined by 
using Part V of Form 4562, is then added to the depreciation on the file cabinet (see item 4), and the 
total of $9,390 ($4,800 + $4,590) is entered on line 13 of Schedule C. 

The actual cost method of calculating the deduction for vehicle expense provides David with a 
superior result than would the automatic mileage method. Therefore, he elected this method last year 
when he acquired the SUV, and he will continue to use this method as long as he uses the Infiniti in 
his business. Under the actual cost method, $5,390 ($4,950 + $440) is deducted as car and truck 
expenses on line 9 of Schedule C. The $4,950 is the sum of expenses related to the 90% business use 
of the vehicle—gasoline ($3,300), auto insurance ($1,600), repairs ($240), auto club dues ($180), oil 
and lubrication ($120), and license and registration ($60). The $440 is all of the toll and parking 
charges paid by David in the conduct of his business. Note that traffic fines for moving violations are 
not deductible.  

  6. As an employee, Sheri will report her expenses using Form 2106 (Employee Business Expenses). Her 
allowable expenses are as follows: 
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Computer [$1,200  80% (business use)] $   960 
Subscriptions and dues 180 
Continuing education course 120 
Occupational license fee         80 
 $1,340 

The $1,340 is entered on line 4 and summed on line 10 of Form 2106 and entered on line 21 of 
Schedule A (Form 1040). The § 179 expense of the business portion of the laptop is computed on Part I 
of Form 4562. 

Sheri uses the Suburban to commute to her work, so she is not permitted to deduct any costs related to 
the use of the Suburban or for the parking at her work site. No deduction is allowed for the LSAT 
preparation sessions under § 222 (i.e., tuition and related expenses) because the pursuit of a law 
degree would qualify Sheri for a new trade or business. The $5,000 contribution to a traditional IRA 
is deducted on line 32 on page 1 of Form 1040. 

Sheri will not receive any tax benefit from her job-related expenses since they do not exceed the  
2%-of-AGI floor [$1,340 – $2,104 (2%  $105,175)]. See lines 26 and 27 of Schedule A. 

7. Transactions relating to the rental house are reported on Schedule E (Supplemental Income and Loss). 
Rents received of $28,600 are reported on line 3. Although this represents 13 months of rent, the 
prepaid rent for January 2016 is taxed to the Johnsons in the year received (i.e., 2015). The operating 
expenses in connection with the property are reported as follows: 

Line 7—Yard maintenance  $1,200 
Line 9—Insurance  3,100 
Line 14—Repairs  800 
Line 16—Property taxes  2,400 

 
Property taxes do not include the $2,400 special street paving assessment, which should be added to 
the basis of the land. 
 
The line 18 depreciation of $18,205* is computed as follows (use Part III of Form 4562): 
 
Realty— 

Basis: $220,000 (cost) + $80,000 (renovation) $300,000 
Applicable percentage for recovery period of 2–18 years (see 
     Exhibit 8.8 in the text for 27.5-year residential real property)  3.636% 
Depreciation allowed for 2015 $  10,908 

 
Personalty— 

Basis: cost (purchase price) $  38,000 
Applicable percentage for recovery year 3 as to five-year property  
     (see Exhibit 8.3 in the text)    19.2% 
Depreciation allowed for 2015 $    7,296 

According to Exhibit 8.1 in the text, rental appliances, furniture, carpets, etc., are five-year cost 
recovery MACRS personalty. 

*While the depreciation sums to $18,204, H&R Block tax return software rounds this number to 
$18,205. 
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The result reached in Schedule E is summarized below. 
Line 3—Income $28,600 
Line 20—Total Expenses (25,705) 
Lines 21 and 26—Profit $  2,895 

The $2,895 profit is transferred to line 17 of page 1 of Form 1040. 

  8. Although determining the year in which a corporate stock becomes entirely worthless is often 
problematical, the Johnsons are justified in picking 2015 for the write-off given the fact that the 
corporation is currently in bankruptcy. The basis of the stock is its value when David received it as 
payment for services provided, $3,900—the amount David billed for his services. (Note: It is assumed 
that David recognized the $3,900 in 2014.) Worthless securities are deemed sold on the last day of the 
taxpayer’s tax year. Therefore, the worthless Cormorant stock results in a long-term capital loss of 
$3,900 in Part II of Schedule D. 

  9. Under § 1015, the basis for gain of property acquired by gift is the donor’s basis plus an appropriate 
portion of any gift tax paid on the transfer. Since no gift tax was incurred (probably due to the 
application of the unified transfer tax credit), the Johnsons have an income tax basis in the Teton tract 
of $50,000 (i.e., the father’s basis). Thus, the disposition of the property results in a realized gain of 
$750,000 [$800,000 (value received) – $50,000 (basis of property transferred)]. Because the like-kind 
exchange rules of § 1031 apply, only $8,000 cash boot is recognized. 

To report the transaction, complete Parts I and III of Form 8824 (Like-Kind Exchanges). The 
recognized gain of $8,000 on line 22 is then entered on line 11 of Schedule D. 

10. David’s basis in the antique gun collection is $22,000 based on § 1014 (i.e., fair market value on date 
of his father’s death). The sale of the collection for $29,000 yields a capital gain of $7,000 ($29,000 – 
$22,000). Because the property is a collectible, the gain requires special tax treatment. The maximum 
tax rate that can be applied cannot exceed 28% and net short-term capital losses are first applied 
against collectible gains. The computation of the tax liability can become complex and is facilitated 
by the use of a 28% Rate Gain Worksheet provided by the IRS. The result of this worksheet is entered 
on line 18 of page 2 of Schedule D. 

11. Sheri’s use of the installment method to report the gain on the Converse County land sale is assumed 
since the facts do not indicate that she elected out of installment sale treatment under § 453(d). So, 
her gross profit percentage of 33 1/3% ($25,000/$75,000) means that one-third of every dollar 
received is taxable gain and two-thirds is a tax-free recovery of basis. Since Sheri owned the land for 
more than one year and she held the land for investment purposes, the gain is a long-term capital gain. 
Of the $10,800 Sheri receives in 2015, $4,800 is interest, $2,000 is long-term capital gain ($6,000  
33 1/3%), and $4,000 is nontaxable. 

The interest of $4,800 is listed in Part 1 of Schedule B. Report the 2015 gain from this past 
transaction on Form 6252 (Installment Sale Income). Because this is not the year of sale, complete 
only lines 1 through 4 and Part II (lines 19 through 26). Part I is only filled in during the year the sale 
occurs. The profit of $2,000 (line 26) is transferred to Schedule D (Part II, line 11). 

12. The $4,000 short-term capital loss carried over from 2014 is entered on line 6 of Schedule D. This 
loss offsets some of the collectible gain when the 28% Rate Gain Worksheet (see item 10 above) is 
completed. The net result of this worksheet is $3,000 [$7,000 (collectible gain) – $4,000 (net short-
term capital loss)] and is carried to line 18 of Schedule D. 
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13. Although Vivian lived for only a few days in 2015, she qualifies as a dependent. As such, her medical 
expenses can be claimed by the Johnsons. Since the Johnsons are cash-basis taxpayers, the year in 
which the expenses were incurred is irrelevant—the year they are paid controls. Along with the 
medical expenses of $7,300 ($4,200 + $3,100), the Johnsons can also claim the $600 church pledge 
that they paid. (A church pledge is not a binding debt, so the Johnsons will not be treated as satisfying 
the obligation of another person. Instead, it is treated as a qualifying charitable contribution.) The 
burial expenses of $4,400 are not deductible for income tax purposes. 

By virtue of § 101(a)(1), the proceeds of life insurance are excluded from income. Thus, the $20,000 
Sheri receives is not reported anywhere on the tax return. 

14. The $1,900 interest on the City of Cheyenne bonds is nontaxable but is reported on line 8b (page 1 of 
Form 1040). The $1,100 interest on the CD and the $400 interest on the money market account are 
separately listed in Part I of Schedule B. 

The garage sale resulted in a realized loss of $850 [$950 – $1,800], which is not recognized because it 
is a personal loss. 

The $700 qualified dividends are reported in Part II of Schedule B, then entered on line 9b (page 1) of 
Form 1040.The applicable tax rate is determined by completing the Schedule D Tax Worksheet. 
 
The $420 jury duty fee is income (line 21, page 1 of Form 1040) but none of the expenses relating  
to the jury duty [$30 (parking), $45 (meals), and use of automobile] are deductible—covered in 
Chapter 3 of the text. 

15. The $3,520 of mortgage interest reported on line 10 of Schedule A is the $4,400 reduced by the $880 
claimed as part of the home office deduction (see item 4). 

Charitable contributions of $3,800 are reported on line 16 of Schedule A, the total of $3,200 of the 
Johnsons’ contributions plus the $600 the Johnsons paid on Vivian’s pledge. 

The $2,480 of ad valorem taxes reported on line 6 of Schedule is the $3,100 reduced by the $620 
claimed as part of the home office deduction (see item 4). 

Medical expenses of $12,197 are reported on line 1 of Schedule A, reflecting the Johnsons’ expenses 
of $4,800, Vivian’s medical expenses of $7,300 (see item 12), and medical mileage of $97 (420 miles 
 23 cents). 

Since Wyoming does not have a state income tax, the Johnsons will deduct their sales tax on 
Schedule A. Since the Johnsons do not keep track of their sales taxes, their deduction will be 
determined based on their $107,075 of adjusted AGI (AGI $105,175 + $1,900 City of Cheyenne 
interest income) and their five exemptions. Their deductible sales tax is $2,541 (state tax of $753 + 
local tax of $188 + $1,600 for the sales tax on the camper). 

16. Besides two personal exemptions, the Johnsons can claim dependency exemptions for Vivian, Kirby, 
and Toby. Both Kirby and Toby meet the qualifying child definition, while Vivian is a qualifying 
relative. Meredith, however, meets neither classification. She is not a qualifying child due to the age 
test (i.e., not under 19, disabled, or a student), and she is not a qualifying relative due to the gross 
income test (i.e., income in excess of $3,500). 
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17. A brief summary of the Johnsons’ tax return for 2015 appears below. 
 

Gross income: 
Salary $38,000 
Schedule B 7,000 
Schedule C 70,544 
Schedule D 9,100 
Schedule E 2,895 
Miscellaneous (jury pay) 420 

Deductions for AGI: 
Deductible self-employment tax (4,984) 
H.R. 10 and IRA (14,000) 
Health insurance premiums       (3,800) 

AGI $105,175 
Itemized deductions (deductions from AGI) (14,020) 
Personal and dependency exemptions    (20,000) 

Taxable income $  71,155 
 
Computation of tax liability through use of the Schedule D Tax Worksheet yields a liability of $8,734. 
To this is added the self-employment tax of $9,967 (see Schedule SE) for a total amount due of 
$18,701. As the Johnsons had paid in $21,250 ($150 overpayment for 2014 + $5,100 Sheri’s 
withholdings + $16,000 quarterly estimated tax payments), the overpayment of $2,549 ($21,250 – 
$18,701) is applied towards their 2016 tax liability. 
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PROBLEM 2 SOLUTIONS 
 
  1. As noted in the problem, Carrie uses the hybrid method of accounting for her business as required by 

Reg § 1.446–1(c)(2)(i). On Schedule C, line F, the Other box should be checked and “hybrid method” 
should be entered on the line that follows. Carrie’s major business activities (i.e., hair styling, rental 
of workstations, sales of beauty supplies and hairpieces) are reported on a single Schedule C. Gross 
income reported on line 1 (Part I) is: 

Services income earned from her own stations $  44,000 
Rental of operating stations 68,000 
Sale of beauty products and wigs ($48,000 + $69,000)   117,000 
Total $229,000 

  2. Sales of beauty products and wigs have already been reported on line 1. In the Cost of Goods Sold 
section of Schedule C (Part III), indicate that lower of cost or market is being used (check box b on 
line 33). Enter beginning inventory of $22,100 on line 35 ($11,400 + $10,700); purchases of $56,600 
on line 36 ($26,100 + $30,500); and final inventory of $22,500 on line 41 ($9,900 + $12,600). The 
resulting cost of goods sold of $56,200 [($22,100 + $56,600) – $22,500] is reported on line 42 (Part 
III) and line 4 (Part I). Gross profit (line 5) and gross income (line 7) are $172,800 ($229,000 – 
$56,200). 

 
Expenses related to the business are reported on Schedule C as follows: 

Line 25—Utilities $12,900 + Water $2,200 $15,100 
Line 23—Property taxes ($1,800 + $4,200) + License $1,500 7,500 
Line 22—Styling supplies 5,700 
Line 15—Fire and casualty insurance $4,100 + Liability insurance $4,000 8,100 
Line 17—Accounting services $3,800 + Legal fees $600 (see note 5) 4,400 
Line 21—Sewage/garbage $2,300 + Janitorial services $2,400 + 

Repainting $8,000 (see note 4) + Repairs $1,900 (see note 4) 14,600 
Line 27a—Waiting room supplies $1,300 + Business gifts $795 (see  

note 8) + Professional expenses $320 (see note 18) 2,415 
 

  3. The $10,400 spent on new waiting room furnishings is fully deductible by making a § 179 election to 
expense, which is done by completing Part I of Form 4562 (Depreciation and Amortization). 

 
  4. Depreciation of the shop building is also reported on line 17, Part III of Form 4562. The depreciation 

of $7,692 [$300,000  2.564% (see Exhibit 8.8)] carries forward onto line 13 of Schedule C (see 
Example 30 in Chapter 8 of the text). 

 
The repainting and repairs of $9,900 ($8,000 + $1,900) are reported on line 21 Repairs and 
maintenance on Schedule C (see note 2 above). 
 
Mortgage interest of $10,400 is deducted on line 16a of Schedule C. It is assumed that the 
prepayment penalty of $4,400 on the mortgage payoff is not for a specific service performed or cost 
incurred in connection with the mortgage. As such, the $4,400 is deductible along with the regular 
interest paid of $6,000. 
 

  5. The $500 fine is not deductible, but the legal expenses incurred in contesting the penalty are. They  
are combined with the accounting fees and deducted on line 17 of Schedule C (see note 2). (See 
Chapter 6 of the text.) 
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  6. Since the purpose of the Reading trip was to investigate the possible acquisition of the same type of 
business as Carrie’s Coiffures, a deduction is available (see Chapter 6 of the text). These investigation 
expenses should be reported on Schedule C as follows: 

 Line 24a—$360 of Travel includes $140 (car rental) + $220 (motel) 

 Line 24b—$195 Deductible meals and entertainment is [50%  ($110 + $280)] 
 

Note that the meals and entertainment are subject to the 50% cutback adjustment (see Chapter 9 of the 
text). One final note—If H&R Block software is used to complete the tax return, it automatically 
enters an X on line 32a of Schedule C even though there is no loss reported this year. This can be 
overriden in the software if desired. 
 

  7. It is doubtful that Carrie loaned the $7,000 to Joan Myers for purposes of making a profit, nor was it 
intended as a gift. Thus, the noncollectibility of the loan should be classified as a nonbusiness bad 
debt. Under § 166(d)(1)(B), nonbusiness bad debts are classified as short-term capital losses. If you 
are not using a tax program, enter the $7,000 in parentheses in column (f) on line 1, Part I of Schedule 
D. If you are using H&R Block tax return software, the nonbusiness bad debt must be forced into the 
STCG section of Schedule D by leaving column (b) (Date acquired) blank. On Schedule D, Part I, 
line 1, enter the name of the debtor and “statement attached” in column (a). Then the attached 
statement should contain: 

 A description of the debt (the amount of the loan, the provision for interest, the date it became 
due, etc.); 

 The name of the debtor, listing any business or family relationship with the debtor; 

 A description of the efforts made to collect the debt; and 

 An explanation of why the debt is considered worthless (e.g., the borrower is in bankruptcy; 
legal action against the borrower would probably not result in payment, etc.) 

No deduction is allowed for the unpaid interest as Carrie has a zero basis in the unrealized receivable. 
 
  8. The gifts to Carrie’s customers and her stylist colleagues are considered business gifts. The deduction 

for these gifts is capped at $25 per gift. However, incidental costs like gift wrapping and delivery 
charges are not subject to the $25 cap. As such, Carrie may deduct $525 for the customer gifts  
[35 customers  $15 ($12 wholesale cost + $3 gift wrapping)] and $270 for the gifts to the stylists  
[9 stylists  $30 ($25 limitation + $5 shipping)]. Enter $795 ($525 + $270) on line 27 of Schedule C 
and explain the entry on line 48 of page 2. 
 

  9. The additional $340 state tax assessment resulting from the audit is added to state tax payments made 
in 2015 (see note 18 below) and claimed as an itemized deduction from AGI on Schedule A. 

 
10. Under § 104(a)(2), the $200,000 Carrie received for personal injury is excluded from her gross 

income. The direct payment of the medical expenses by the delivery company does not affect Carrie’s 
tax situation as she was not involved in these transfers. 

 
11. Under § 1014, Carrie’s basis in the York County property is $140,000—its value on the day her father 

died. Consequently, she has a realized gain of $18,000 ($158,000 proceeds – $140,000 basis). 
Because the condemnation qualifies as an involuntary conversion, Carrie can avoid recognizing any 
gain if she reinvests in like-kind property within a certain period of time (see Chapter 13 of the text). 
As she has chosen not to make use of § 1033, she recognizes the $18,000 realized gain on the sale as 
a long-term capital gain per § 1223(9)(B) (property acquired from a decedent is deemed held for more 
than one year). Enter this sale on line 8, Part II of Schedule D. 
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12. Under § 101(a)(1), the proceeds of life insurance are excluded from gross income. However, the 
interest of $1,500 is taxable. Report it on line 1, Part I of Schedule B. 

 
13. The sale of Grosbeak stock results in a realized and recognized short-term capital loss of $12,000 

($28,000 selling price – $40,000 basis). 
 

The results of Schedule D are summarized as follows: 

STCL (bad debt), item 7 ($   7,000) 
STCL (stock loss), item 13 (12,000) 
LTCG (condemnation), item 11    18,000 
Excess capital loss, lines 16 and 21, Part III of 
     Schedule D and line 13, page 1 of Form 1040 ($   1,000) 
 

14. The $1,000 reimbursement of Carrie’s insurance deductible is a nontaxable return of capital. The tax 
benefit rule does not apply to generate income since the $1,000 was never deducted and, therefore, 
never generated a tax benefit. 

 
15. The installation of the elevator is a deductible medical expense to the extent its cost exceeds the 

increase in the value of the residence. Thus, Carrie may deduct $7,000 ($12,000 cost – $5,000 
increase in FMV of home) along with the $300 increase in utility bills to run the elevator under § 213. 
The appraisal fee of $400 is deductible under § 212 and will be subject to the 2%-of-AGI limitation. 
(See Chapter 10 of the text.) 

 
16. No deduction is allowed for the contribution of services to a qualified charity. Thus, it does not matter 

what Carrie would charge for the time she spent. (See Chapter 10 of the text.) 
 
17. The interest from the City of Lancaster bonds is nontaxable under § 103. However, the $490 must be 

listed on line 8b, page 1 of Form 1040. The interest from the money market account ($340) and the 
CD ($900) is listed in Part I of Schedule B, and along with the interest from the insurance company of 
$1,500 (see item 12), the $2,740 total is carried over to line 8a, page 1 of Form 1040. 

The qualified dividends require special treatment, and the result is determined by completing a special 
worksheet (see item below). The total amount of $850 ($470 + $380), however, is entered on line 9b 
of page 1, Form 1040. The state income tax refund of $205 is taxable under the tax benefit rule (i.e., 
state income taxes were deducted in 2014). It is shown as income on line 10, page 1 of Form 1040. A 
refund of Federal income taxes has no effect on Federal taxable income. 

 
18. Carrie’s contribution to a pension plan is a deduction for AGI and should be reported on line 28 of 

Form 1040. Medical insurance premiums of a self-employed taxpayer are deductions for AGI and the 
$4,800 is claimed on line 29, page 1 of Form 1040. 

 
The $1,914 of deductible medical expenses is the excess of the $8,700 ($7,300 from item 15 + $1,400 
of dental bills) over $6,786 (10%  $67,861 AGI). 
 
Deductible state and local income taxes of $3,540 include the additional assessment of $340 (see item 
9) and the estimated tax payments for 2015 of $3,200 [$2,400 state + $800 local (see item 19)]. Note: 
It does not matter what year was involved with respect to the assessment of state tax; the year of 
payment controls the timing of the deduction since Carrie is a cash-basis taxpayer. The deductible 
income taxes of $3,540 are reported on line 5, and the deductible real estate taxes of $3,800 are 
reported on line 6 of Schedule A. 
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Interest on home mortgage of $3,200 is claimed on line 10 of Schedule A. 
 
The professional expenses (dues of $140 and journal subscriptions of $180) are deducted on Schedule 
C since Carrie is self-employed (see note 2 above). 
 
The appraisal fee of $400 (see item 15) is reported on line 23 of Schedule A. However, no deduction 
will result because this expenditure does not exceed $1,357 (2% of $67,863 of AGI). 
 

19. In determining taxable income, Carrie can claim a personal exemption for herself and a dependency 
exemption for her mother, for a total of $8,000 ($4,000  2). 

 
20. A brief summary of Carrie’s Federal income tax status for 2015 appears below. 
 

Gross income: 
Schedule B $  3,590 
State income tax refund 205 
Schedule C 85,938 
Schedule D (1,000) 

Deductions for AGI: 
Deductible self-employment tax (6,072) 
§ 401(k) retirement plan contribution (10,000) 
Medical insurance premiums    (4,800) 

AGI $67,861 
Deductions from AGI (12,454) 
Personal and dependency exemptions    (8,000) 

Taxable income $47,407 

Carrie’s income tax liability is $6,329, calculated using the Qualified Dividends and Capital Gain tax 
Worksheet – Line 44 since qualified dividends ($850) are taxed at a preferential rate. Carrie’s total tax 
liability is $18,472, which is the sum of her $6,329 income tax and her self-employment tax of 
$12,143. Since she has prepaid $20,800, Carrie is entitled to a refund of $2,328. 
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PROBLEM 3 SOLUTIONS 

 



 Appendix E E-47 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



E-48 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



 Appendix E E-49 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



E-50 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



 Appendix E E-51 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



E-52 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



 Appendix E E-53 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



E-54 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 



 Appendix E E-55 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



E-56 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



 Appendix E E-57 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



E-58 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



 Appendix E E-59 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 



E-60 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

PROBLEM 4 SOLUTIONS 
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PROBLEM 5 SOLUTIONS 

 
 When preparing page 1 of Form 1065, the payment for the partners’ services is deducted on 

line 10 as a guaranteed payment. 
 
 When preparing Schedule K–1, the net earnings from self-employment (line 14a) equals 

the combination of lines 1 and 4 on the K–1. This is Ryan’s 1/4 share of the partnership’s 
ordinary income plus his guaranteed payment for services. 

 
 Ryan Ross’s “current year increase/decrease” in item L of the Schedule K–1 is computed as 

follows: $840,000 (book income) ÷ 4 = $210,000. This amount consists of the following 
items on the K–1: 

 
Line 1, Ordinary business income (loss) $244,800 
Plus: Line 5, Interest income 400 
Less: Line 8, Net short-term capital gain (loss) (5,000) 
Plus: Line 9a, Net long-term capital gain (loss) 6,000 
Less: Line 12, Section 179 deduction (5,000) 
Less: Line 13a, Charitable contributions (7,000) 
Plus: Line 18 (Code A), Tax-exempt interest income 800 
Less: Line 18 (Code C), Nondeductible expenses    (25,000) 
Line L, current year increase (decrease) $210,000    

 On Schedules K and K–1, no amount is shown for net investment income on line 20, Code Y, 
because all components of net investment income are readily identifiable (e.g., interest 
income). An amount would have been shown, for example, if some or all of the guaranteed 
payments had been for use of the members’ capital. 
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PROBLEM 6 SOLUTIONS 
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PROBLEM 7 SOLUTIONS 
 
A summary of the determination of the gift tax liability appears below. 
 
 
Condominium in Conroe 

James 
$1,900,000 

Ella 
$1,900,000 

Office building in Round Rock 2,300,000 2,300,000 
Vacation home in Bandera 1,300,000 1,300,000 
Father’s bypass operation(1) 

Daughter’s wedding(2) 

Graduation present(3) 

41,000 
–0– 

  21,000   

41,000 
–0– 

  21,000   
Total gifts for 2015 $5,562,000 $5,562,000 
Less annual exclusion (5 × $14,000)   (70,000)   (70,000) 
Taxable gifts for 2015 
Add prior taxable gifts 
Total of current and prior taxable gifts 
Tax on current and past taxable gifts— 

$345,800 + 40%($5,492,000 – $1,000,000) 

$5,492,000 
  –0–   
$5,492,000   

 
$2,142,600 

$5,492,000 
  –0–   
$5,492,000   

 
$2,142,600 

Less: Unified transfer tax credit for 2015 
Gift tax due for 2015 

 (2,117,800) 
$      24,800  

(2,117,800) 
 $     24,800  

FOOTNOTES 
 

(1) No taxable gift would have resulted had the providers of the medical care (e.g., physicians, hospital) 
been paid directly [§ 2503(e)(2)(B)]. 

 
(2) Paying for a child’s wedding constitutes satisfying an obligation of support and is not a gift. 
 
(3) The niece is not a dependent of the Polks. Thus, the obligation of support (see Footnote 2) does not exist. 
 
Completed Forms 709 for the Polks follow. 
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James A. Polk — 123-45-6789 

Schedule A – Form 709, page 2 –Tax Year 2015 

Part 1:  Gifts made by taxpayer 
A B C D E F G H 
1 Benjamin, Michael, Olivia Polk; 

children; condo; Conroe (TX)  
 1,200,000 2015 1,900,000 950,000 950,000 

2 Benjamin, Michael, Olivia Polk; children; 
office building; Round Rock (TX)  

 1,800,000 2015 2,300,000 1,150,000 1,150,000 

3 Benjamin, Michael, Olivia Polk; 
children; vacation home; Bandera (TX)  

 900,000 2015 2,600,000 1,300,000 1,300,000 

4 Carol Polk; niece; BMW auto  42,000 2015 42,000 21,000 21,000 
 
Part 1:  Gifts made by spouse 
5 Benjamin, Michael, Olivia Polk; 

children; condo; Conroe  (TX)  
 1,200,000 2015 1,900,000 950,000 950,000 

6 Benjamin, Michael, Olivia Polk; children; 
office building; Round Rock (TX)  

 1,800,000 2015 2,300,000 1,150,000 1,150,000 

7 Alan Roberts; father; reimbursement for 
expenses 

8 42,000 2015 82,000 41,000 41,000 

 
Total of Part 1 5,562,000 

 
 
 
 



 Appendix E E-97 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 



E-98 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



 Appendix E E-99 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

 



E-100 2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

 

Ella R. Polk — 123-45-6788 

Schedule A – Form 709, page 2 –Tax Year 2015 

Part 1:  Gifts made by taxpayer 
A B C D E F G H 
1 Benjamin, Michael, Olivia Polk; 

children; condo; Conroe (TX)  
 1,200,000 2015 1,900,000 950,000 950,000 

2 Benjamin, Michael, Olivia Polk; children; 
office building; Round Rock (TX)  

 1,800,000 2015 2,300,000 1,150,000 1,150,000 

3 Alan Roberts; father; reimbursement for 
expenses 

 82,000 2015 82,000 41,000 41,000 

 
Part 1:  Gifts made by spouse 
4 Benjamin, Michael, Olivia Polk; 

children; vacation home; Bandera (TX)  
 900,000 2015 2,600,000 1,300,000 1,300,000 

5 Benjamin, Michael, Olivia Polk; 
children; condo; Conroe  (TX)  

 1,200,000 2015 1,900,000 950,000 950,000 

6 Benjamin, Michael, Olivia Polk; children; 
office building; Round Rock (TX)  

 1,800,000 2015 2,300,000 1,150,000 1,150,000 

7 Carol Polk; niece; BMW auto  42,000 2015 42,000 21,000 21,000 
 
Total of Part 1 5,562,000 
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PROBLEM 8 SOLUTIONS 

A summary of the determination of estate tax liability follows. 
 

John Harper Trust (Schedule F, Note 1)  $2,100,000 
Insurance on Harriet’s life (Schedule D)  100,000 
Insurance on the lives of others (Schedule F, Note 2)  80,000 
Tract of undeveloped land (Schedule A, Note 3)  1,000,000 
Beach cottages (Schedule A)  1,200,000 
Vacation lodge (Schedule E, Note 4)  700,000 
Personal residence (Schedule A)  800,000 
Lawsuit settlement (Schedule F, Note 5) 
Cash—checking account ($18,000), income tax 

refund ($4,000)—(Schedule C) 

 700,000 
 

 22,000 
Municipal bonds (Schedule B)  205,000 
Personal and household effects (Schedule F)    60,000   
Gross estate 
Funeral and administration expenses (Schedule J): 

Funeral 

 
 

$ 9,000 

$6,967,000 

Attorney’s fees 24,000  
Accounting fees 10,000  
Appraisal fees and court costs     6,000 (49,000) 

Debts of the decedent (Schedule K): 
Credit card debt and household bills 

 
$21,000 

 

Federal income tax (1/1 – 6/6/15)   27,000 (48,000) 
Mortgage (Schedule K)  (200,000) 
Charitable contribution (Schedule O, Note 6)    (40,000) 
Taxable estate  $6,630,000   

Tax on taxable estate of $6,630,000— 
$345,800 + 40%($6,630,000 – $1,000,000) 

 $2,597,800 

Less: Unified transfer tax credit for 2015  (2,117,800) 
Estate tax due  $   480,000   

NOTES   
(1) Under § 2044, the QTIP election made by her husband’s executor forces the inclusion of the trust 

in Harriet’s gross estate. 
(2) Because these insurance policies have not matured, their value is not the face amount. They 

are included in the gross estate under § 2033, not § 2042. 
(3) The mortgage on this property is deducted separately. 
(4) As Harriet contributed one-half of the purchase price, only one-half of the value is included under  

§ 2040. 
(5) The lawsuit settlement was not cash (Schedule C) as of the date of death. It is uncertain when 

the income tax refund was received (i.e., before or after Harriet’s death). 
(6) The church pledge could have been reported as a debt of the decedent (Schedule K). 

On Form 706, line 5, page 2, an estimate must be given as to how much the major heirs of the estate will 
receive. The estimate was determined by using the taxable estate of $6,630,000, subtracting the estate tax 
of $480,000, and dividing by two to arrive at $3,075,000 for each heir (Travis and Hannah). Completed 
Form 706 follows.
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PROBLEM 9 SOLUTIONS 

The Green Trust is a complex trust. It accumulated the $25,000 corpus capital gain, and it pays $4,473 entity- 
level tax on this amount. Marcus receives a $40,000 check and pays tax on $28,771: $23,587 taxable interest 
income and $5,184 qualified dividend income. 

Five-step procedure for computing solution (as illustrated in Exhibit 28.5): Steps 1–4 
 

 
 

Item 

 
 

Totals 

 
Accounting 

Income 

 
Taxable 
Income 

Distributable Net 
Income/Distribution 

Deduction 
 

Dividend income  $10,000  $10,000  $10,000  
Taxable interest income  50,000  50,000  50,000  
Exempt interest income  20,000  20,000   
Net long-term capital gain  25,000   25,000  
Fiduciary fees  6,000       (4,500) 6,000 × (60/80) 
Personal exemption                                                                   (100)  
Accounting income/Taxable income 
before the distribution deduction 

 $80,000 
 
   STEP 1 

      $80,400  
 
     STEP 2 

 $80,400 

Exemption   100 
Corpus capital gain/loss              (25,000) 
Net exempt income     18,500 
Distributable net income Taxable portion 

$74,000 
–18,500 
$55,500 

 
      $74,000 

Distribution deduction (55,500) 
 
     STEP 3 

Lesser of $80,000 
distributed or 
$55,500 taxable DNI 
distributed 

Entity taxable income   
$24,900 

     STEP 4 

 

 
Proof of Entity TI: Capital gain accumulated $25,000 – Exemption $100 = $24,900 
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STEP 5: Allocate DNI 
 

STEP 5: 
Beneficiary 

Taxation 
Amount 
Received 

DNI 
Received 

Income Type 
Interest  
Income 

Exempt 
Interest 

Dividend 
Income 

Totals $80,000 $74,000 $45,500▼ $18,500■ $10,000 

Marcus $40,000 $38,364● $23,587 $9,591 $5,184▲ 

Ellen $40,000 $35,636 $21,913 $8,909 $4,816 

 
NOTES 

 
 DNI received 

 

 Marcus Ellen Total 

First tier $25,000 $ –0– $25,000 

Second tier (15/55 distributions × $49,000 
remaining DNI) = 

 
  13,364 

 
  35,636 

 
 49,000 

Totals $38,364● $35,636 $74,000 
 

 Schedule K–1, Marcus: 

Interest income: $45,500 × ($38,364/$74,000) = $23,587 
Dividend income: $10,000 × ($38,364/$74,000) = $5,184▲ 
Exempt income: $18,500 × ($38,364/$74,000) = $9,591 

 Net exempt income = $20,000 – $1,500 disallowed fiduciary fees = $18,500■ 

 Net taxable interest = $50,000 – $4,500 deductible fiduciary fees = $45,500▼ 

Entity tax: 

Tax on net long-term 
capital gain 

 

$    2,500 × 0% = $  –0– 
 9,800 × 15% = 1,470 

   12,600 × 20% =    2,520 
$ 24,900    $3,990 

 

Tax on undistributed net 
investment income 

$25,000 – $12,300 × 3.8% =   483 
Total    $4,473 

Completed Form 1041 for the Green Trust, and Schedule K–1 for Marcus White, follow. 
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CHAPTER 7 
 

DEDUCTIONS AND LOSSES: CERTAIN BUSINESS EXPENSES AND LOSSES 
 

SOLUTIONS TO PROBLEM MATERIALS 
 
 
DISCUSSION QUESTIONS 

  1. (LO 1) An account receivable can give rise to a bad debt deduction if income arising from the creation 
of the account receivable was previously included in gross income.   

  2. (LO 1) Ron has no bad debt deduction because he is a cash basis taxpayer. Rather, Ron has $70,000 
of income. 

  3. (LO 1) A loss is deductible only in the year of total worthlessness for a nonbusiness bad debt and is 
classified as a short-term capital loss.  

  4. (LO 1) The business bad debt is treated as an ordinary loss; hence, the fact that the business has long-
term capital gains has no relevance.  

  5. (LO 1) Jack should be concerned with the following issues: 

 Should this be treated as a worthless security? 

 Should this be treated as a theft loss? 

 Does the theft loss create an NOL? 

 Can the NOL be carried back three years? 

 Is it § 1244 stock? 

  6. (LO 2) Sean cannot take the loss as a business bad debt because a bond is a security. Sean cannot take 
the loss as a worthless security because losses are allowed only when the security is completely 
worthless.   

  7. (LO 2) The gain on the sale of § 1244 stock is treated as a capital gain.  

  8. (LO 3, 4) Some courts have held that termite damage over periods of up to 15 months after infestation 
constituted a sudden event and was, therefore, deductible as a casualty loss. However, the current 
position of the IRS is that termite damage is not deductible (it is not considered a sudden event).  

  9. (LO 3, 4) Casualty losses are not allowed for a decline in the value of the property. Losses are allowed 
only for actual damage.  

10. (LO 4) Generally, a theft loss is deducted in the year of discovery. However, no theft loss is permitted 
if a reimbursement claim with a reasonable prospect of full recovery exists. If the taxpayer has a 
partial claim of recovery, only part of the loss can be claimed in the year of discovery, and the 
remainder is deducted in the year the claim is settled.  

11. (LO 4) The cost of repairs can be used as a method for measuring the amount of a casualty loss if the 
repairs are necessary to restore the property to its condition before the casualty, the amount spent for the 
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repairs is not excessive, and the repairs do not extend beyond the damage suffered. In addition, the value 
of the property after the repairs must not, as a result of the repairs, exceed the value of the property 
immediately before the casualty.  

12. (LO 4) If the painting is treated as personal use property, the amount of the loss is limited to $20,000 and 
is subject to the $100 and 10%-of-AGI floors. However, if the painting is treated as investment property, 
the loss is $20,000 and is treated as an other miscellaneous itemized deduction and is not subject to the 
2%-of-AGI floor. Hence, all of the $20,000 could be taken as a deduction.  

13. (LO 4) Kelly should be concerned with the following issues: 

 Is this a theft loss? 

 What is the amount of the loss? 

 In which year can the loss be taken? 

14. (LO 3, 4) The tax issues for John are as follows: 

 Is the loss a theft loss or an investment loss? 

 Is the loss subject to either the personal loss limits ($100 floor and 10%-of-AGI floor) or the 
limits on itemized deductions (2%-of-AGI floor)? 

 How is the amount of the loss determined? 

 What year can the loss be taken? 

15. (LO 5) Research and experimental expenditures are usually amortized rather than expensed when a 
company does not have sufficient income to offset the expenses. 

16. (LO 6) The tax issues for Silver, Inc., are as follows: 

 Is the extraction and processing of silver ore a manufacturing activity? 

 Can the deduction be taken for prior years? 

 What laws will apply for prior years? 

17. (LO 6) DPAD is a deduction that is determined in a unique manner. Unlike most deductions that are 
generated by expenditures, DPAD is based on income. If certain production activities produce a profit, 
DPAD is a percentage of that profit (but cannot exceed 50% of specified wages). Consequently, the 
larger the profit, the larger the deduction. Of course, the profit increases the income tax, whereas the 
deduction reduces the income tax.  

18. (LO 7) Individual Retirement Account deductions and alimony paid deductions are deductions for 
AGI. However, they are treated as nonbusiness deductions in computing an individual’s NOL.  
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COMPUTATIONAL EXERCISES 

19.  (LO 1) Jane must include the $10,000 in gross income of the current tax year, but only to the extent of the 
tax benefit in the previous year. Because Jane had capital gains of $5,000 in the previous year, $8,000 of 
the $50,000 bad debt would have been deducted last year ($5,000 + $3,000). Hence, Jane would have to 
include $8,000 of the $10,000 received in gross income in the current year.  

20. (LO 1) Bob has no bad debt deduction. Rather, he has income of $12,000 [$60,000 − $48,000 (basis 
in the account receivable)]. 

21. (LO 2) It is possible to receive an ordinary loss deduction if the loss is sustained on small business 
stock (§ 1244 stock). Only individuals who acquired the stock from the corporation are eligible to 
receive ordinary loss treatment under § 1244. The ordinary loss treatment is limited to $50,000 
($100,000 for married individuals filing jointly) per year. Losses on § 1244 stock in excess of the 
statutory limits receive capital loss treatment. 

Therefore, Calvin’s total loss of $61,750 ($68,750 − $7,000) is treated as follows: $50,000 is ordinary 
loss, and the remaining $11,750 ($61,750 − $50,000) is long-term capital loss.  

22. (LO 4) Mary should include the recovery as gross income in her 2016 tax return, but only to the extent of 
the tax benefit in the prior year. Mary’s deduction in the prior year would have been $3,900 computed as 
follows: 

Amount of loss $ 8,000 
Less: $100 floor  (100) 
10%  40,000  (4,000) 
Deduction  $ 3,900  

 Therefore, Mary must include $3,900 in gross income in 2016. 

23. (LO 4) The amount of the loss is $600,000, the lesser of the decline in FMV $600,000 ($800,000 − 
$200,000) or basis of $650,000.   

24. (LO 4) For partial or complete destruction of personal use property, the loss is the lesser of the 
following: 

 The adjusted basis of the property. 

 The difference between the fair market value of the property before the event and the fair market 
value immediately after the event. 

Any insurance recovery reduces the loss. The amount of the loss for personal use property must be 
further reduced by a $100-per-event floor and a 10%-of-AGI aggregate floor. The $100 floor applies 
separately to each casualty loss. The loss is then reduced by 10% of the taxpayer’s AGI. The resulting 
loss is the taxpayer’s itemized deduction for casualty and theft losses. 

Belinda’s casualty loss deduction is $200 [$14,000 basis − $10,000 insurance recovery − $100 floor – 
$3,700 (10% × $37,000 AGI)]. The $200 casualty loss is an itemized deduction (from AGI). 

25. (LO 4) A taxpayer who has both gains and losses for the taxable year must first net (offset) the 
personal casualty gains and personal casualty losses. If the gains exceed the losses, the gains and 
losses are treated as gains and losses from the sale of capital assets. The capital gains and losses are 
short-term or long-term, depending on the period the taxpayer held each of the assets. 

In the netting process, personal casualty and theft gains and losses are not netted with the gains and 
losses on business and income-producing property. 
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Tucker has a net casualty gain of $1,050 ($1,500 + $750 − $1,200). Therefore, he treats all of the 
gains and losses as capital gains and losses: 

Long-term capital loss (Asset 1) $ 1,200. 
Short-term capital gain (Asset 2) $750. 
Long-term capital gain (Asset 3) $1,500. 

 Note: If personal casualty losses exceed personal casualty gains, all gains and losses are treated as 
ordinary items. The gains—and the losses to the extent of gains—are treated as ordinary income and 
ordinary loss in computing AGI. Losses in excess of gains are deducted as itemized deductions to the 
extent the losses exceed 10% of AGI. 

26. (LO 5) Research and experimental expenditures may be deferred and amortized if the taxpayer makes 
an election. Under the election, research and experimental expenditures are amortized ratably over a 
period of not less than 60 months. A deduction is allowed beginning with the month in which the 
taxpayer first realizes benefits from the experimental expenditure. The election is binding, and a 
change requires permission from the IRS. 

Because the benefits from the project will be realized starting in July 2017, Sandstorm Corporation 
has no deduction prior to July 2017, the month benefits from the project begin to be realized. The 
deduction for 2017 is $12,750, computed as follows: 

 ($85,000 + $30,000 + $12,500 = $127,500). 
 $127,500 × 6 months /60 months = $12,750. 

27. (LO 6) The formula is 9% × Lesser of (1) Qualified production activities income (QPAI) or (2) 
Taxable (or modified adjusted gross) income or alternative minimum taxable income. In addition, the 
amount of the DPAD cannot exceed 50% of certain W–2 wages paid by the taxpayer during the tax 
year. 

The DPAD is computed as follows:  

9% of the lesser of $4,500,000 or $3,100,000 or 9% × $3,100,000 = $279,000. However, the 
$279,000 is subject to the 50% of W–2 wages limitation or $107,000 (50% × $214,000). Therefore, 
the deduction for 2016 is only $107,000. 

PROBLEMS 

28. (LO 1)  Hoffman, Maloney, Raabe, & Young, CPAs 
 5191 Natorp Boulevard 
 Mason, OH 45040 

January 29, 2017 

Mr. John Johnson 
100 Tyler Lane 
Erie, PA 16563 

Dear Mr. Johnson: 

This letter is to inform you of the possibility of taking a bad debt deduction. 

Your loan to Sara is a business bad debt; therefore, you are allowed to take a bad debt deduction for 
partial worthlessness. You will be able to take a bad debt deduction in the current year of $25,000 
[($30,000 − $1,000) − $4,000]. 
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Should you need more information or need to clarify anything, please contact me. 

Sincerely, 

John J. Jones, CPA 
Partner 
 
TAX FILE MEMORANDUM 

DATE: January 29, 2017 

FROM: John J. Jones 

SUBJECT: Bad Debt Deduction 

John Johnson’s $30,000 loan to Sara is a business bad debt. Therefore, a bad debt deduction is 
allowed for partial worthlessness. John will be able to claim a bad debt deduction in the current year 
of $25,000 [($30,000 − $1,000) − $4,000]. 
 

29. (LO 1) Monty must include up to $10,000 in gross income, but only to the extent of a tax benefit in a 
prior year. Because the debt is a nonbusiness bad debt, the $11,000 would have been reported as a 
short-term capital loss. Last year, Monty had capital gains of $4,000 and taxable income of $20,000. 
Therefore, $7,000 of the $11,000 loss produced a tax benefit ($4,000 + $3,000). Hence, only $7,000 
would be included in Monty’s gross income this year.  

30. (LO 1) Sally has no bad debt deduction. Sally has income of $5,000 ($65,000 − $60,000) because she 
collected more than her basis in the receivable.  

31. (LO 1, 2) 
 Salary $120,000 
 § 1244 ordinary loss (limit of $100,000) (100,000) 
 Short-term capital gain on § 1244 stock $ 20,000  
  Short-term capital loss (nonbusiness bad debt)   (19,000) 
   Net short-term capital gain $   1,000 
  Net long-term capital loss (remaining § 1244 loss)    (5,000) 
  Net capital loss (limited to $3,000; $1,000 LTCL carryover)      (3,000) 
 Adjusted gross income $  17,000  

32. (LO 2, 8) Sell all of the stock in the current year: 
  
 Current year’s AGI 
 Salary $  80,000 
 Ordinary loss (§ 1244 limit) (50,000) 
 Long-term capital gain $   8,000 
 Long-term capital loss ($80,000 − $50,000)  (30,000) 
 Long-term capital loss (limited to $3,000; $19,000 LTCL carryover)     (3,000) 
 AGI  $    27,000  

 Next year’s AGI 
 Salary   $  90,000 
 Long-term capital gain $ 10,000 
 Long-term capital loss carryover ($30,000 − $11,000)  (19,000) 
 Long-term capital loss (limited to $3,000; $6,000 LTCL carryover)      (3,000) 
 AGI   $   87,000    
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 Total AGI 
 Current year   $  27,000 
 Next year     87,000 
 Total $114,000 

 Sell half of the stock this year and half next year: 

 Current year’s AGI 
 Salary $  80,000 
 Ordinary loss (§ 1244 stock) (40,000) 

 Long-term capital gain       8,000 
 AGI $  48,000 

Next year’s AGI 
 Salary $  90,000 
 Ordinary loss (§ 1244 stock) (40,000) 

 Long-term capital gain     10,000 
 AGI $  60,000 

 Total AGI  
 Current year $  48,000 
 Next year     60,000 
 Total $108,000 

Mary’s combined AGI for the two years is lower if she sells half of her § 1244 stock this year and 
half next year. 

33. (LO 3, 4, 8) The amount of the loss before the 10%-of-AGI limitation is computed as follows: 

Home ($350,000 − $280,000) $70,000 
Auto ($30,000 − $20,000)    10,000  
Total loss $80,000  
Less: $100       (100) 
Loss before 10% of AGI $79,900  

Because the President declared the area a disaster area, Olaf and Anna could claim the loss on last 
year’s return (2015) or on the current year’s return (2016). 

Amount of loss on last year’s return: 
 Loss $ 79,900  
 Less: 10% of AGI (10%  $180,000)  (18,000) 
 Total loss $ 61,900  

Amount of loss on current year’s return: 
 Loss $ 79,900  
 Less: 10% of AGI (10%  $300,000)  (30,000) 
 Total loss $ 49,900  

If Olaf and Anna apply the loss to 2015, the benefit of the loss will be at a rate of 25% because 
taxable income will be $78,100 ($140,000 − $61,900) and the loss falls entirely within the 25% tax 
bracket.  If the loss is applied to 2016, the benefit will be at a rate of 28% because taxable income will 
be $165,100 ($215,000 − $49,900) and the loss falls entirely within the 28% tax bracket. The tax 
savings will be $15,475 (25%  $61,900) if the loss is taken in 2015 and $13,972 (28%  $49,900) if 
the loss is taken in 2016. Therefore, Olaf and Anna should include the loss on their 2015 return, 
because the tax savings is $1,503 ($15,475 − $13,972) greater.  
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34.    (LO 3, 4)  Business Personal 
       Total   Portion (40%) Portion (60%) 
 Cost  $ 800,000  $ 320,000  $ 480,000 
 Depreciation     (100,000)    (100,000)          (–0–) 
 Adjusted basis  $ 700,000   $ 220,000   $ 480,000  
     
 Loss on building:    
 Loss ($900,000 − $200,000)  $ 700,000  $ 220,000*  $ 420,000 
 Less: Insurance reimbursement  $ 600,000    (240,000)    (360,000) 
 Loss (gain)   ($   20,000)  $   60,000  
     
 Business contents loss    $ 220,000 
 Less: Insurance recovery       (175,000) 
 Loss    $   45,000  
     
 Personal casualty gain—contents ($65,000 insurance proceeds − $50,000 

adjusted basis) 
 
  $   15,000  
 

 Personal casualty loss—building   ($   60,000) 
 

 AGI before effects of accident   $ 100,000 
 Business gain—building   20,000 
 Business loss—contents   (45,000) 
 Personal casualty gain   15,000 
 Personal casualty loss to extent of gain      (15,000) 
 AGI   $    75,000  
   
 Personal casualty loss—building ($60,000 − $15,000 − $100)  ($   44,900) 
 Less: 10%-of-AGI floor (10% × $75,000)           7,500  
 Itemized deduction  ($   37,400) 
   
 *Adjusted basis is less than the decline in FMV of $280,000 ($700,000 × 40%). 

 
35. (LO 3, 4) Hoffman, Maloney, Raabe, & Young, CPAs 
 5191 Natorp Boulevard 
 Mason, OH 45040 

January 26, 2017 

Mr. Sam Smith 
450 Colonel’s Way 
Warrensburg, MO 64093 

Dear Mr. Smith: 

This letter is to inform you of the tax and cash flow consequences of filing a claim versus not filing a 
claim with your insurance company for reimbursement for damages to your business use car. 

If an insurance claim is filed, you will have a taxable gain of $2,000 computed as follows: 
 
 Insurance recovery $ 12,000 
 Less: Lesser of adjusted basis of $10,000 
  or decline of FMV of $12,000   (10,000) 
 Gain $   2,000  
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This will produce a net cash flow of $11,300 computed as follows: 

 Insurance reimbursement received $12,000 
Less: Tax on gain (35% × $2,000)       (700) 

 Net cash flow $11,300  

If no insurance claim is filed, you will have a deductible loss of $10,000, which will reduce your tax 
liability by $3,500 (35% × $10,000); see Concept Summaries 7.3 and 7.4. 

The net cash benefit resulting from filing an insurance reimbursement claim would be $7,800 
($11,300 − $3,500). 

Should you need more information or need to clarify anything, please contact me. 

Sincerely, 

John J. Jones, CPA 
Partner 

TAX FILE MEMORANDUM 
 
DATE: January 26, 2017 
 
FROM: John J. Jones 
 
SUBJECT: Tax consequences for Sam Smith if he does not file an insurance claim for 

reimbursement for damages to his business use car 
 
If an insurance claim is filed, Sam will have a taxable gain of $2,000 computed as follows: 
 

 Insurance recovery $ 12,000 
 Less: Lesser of adjusted basis of $10,000 or  

     decline of FMV of $12,000   (10,000) 
 Gain $   2,000  

This will produce a net cash flow of $11,300 computed as follows: 
 

 Insurance reimbursement received $12,000 
 Less: Tax on gain (35% × $2,000)       (700) 
 Net cash flow $11,300  

 
If no insurance claim is filed, Sam will have a deductible loss of $10,000, which will reduce his tax 
liability by $3,500 (35% × $10,000); see Concept Summaries 7.3 and 7.4. 
 
In my correspondence with Sam, I pointed out that the net cash benefit from filing an insurance 
reimbursement claim would be $7,800 ($11,300 − $3,500). 
 

36. (LO 5) 
 a. 2016  
  Salaries $500,000 
  Materials 90,000 
  Insurance 8,000 
  Utilities 6,000 
  Equipment depreciation     15,000 
  Total expenses $619,000 
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 Cost of inspection of materials for quality control ($7,000), promotion expenses ($11,000), 
and cost of market survey ($8,000) are not included as research and experimental 
expenditures. 

 2017 
 Salaries  $600,000 
 Materials 70,000 
 Insurance 11,000 
 Utilities  8,000 
 Equipment depreciation     14,000 
 Total expenses $703,000 

 Cost of inspection of materials for quality control ($6,000), advertising ($20,000), and 
promotion expenses ($18,000) are not included as research and experimental expenditures. 

 2018 
 No deduction based on data provided. 
 
 b. The research and experimental expenditures are amortized over a 60-month period beginning 

with the month in which the taxpayer first realizes benefits from the experimental 
expenditures (i.e., July 2018 for Blue Corporation). The monthly amortization is $22,033 
($1,322,000 ÷ 60). 

 2016 
 No deduction for research and experimental expenditures. 

 2017 
No deduction for research and experimental expenditures. 

 2018 
 Deduction for research and experimental expenditures: 
 $22,033 × 6 months = $132,198 
 
37. (LO 6) Sarah’s DPAD is $30,000 [9% × $350,000 (the smaller of $350,000 modified AGI or 

$400,000 QPAI)] [not to exceed $30,000 (50% × $60,000 of W–2 wages)].  

38. (LO 6) Barbara’s DPAD is $45,000 [9% × $500,000 (the smaller of $500,000 AGI and $550,000 
QPAI)].  

39. (LO 6) Red Corporation’s taxable income for the year is $1,200,000 ($2,000,000 − $800,000 NOL). 
This is not less than the QPAI ($1,000,000); hence, the QPAD is $90,000 (9% × $1,000,000). This 
assumes that the QPAD is not limited by W–2 wages.  

40. (LO 6) The QPAI for a skirt is $6 ($12 − $5 − $1). The QPAI for a blouse is a negative $1 ($10 − $6 
− $5). Green must net the two items to arrive at the QPAI of $5 ($6 − $1).  

41. (LO 6)  
a. The DPAD is $200,000 (50% × $400,000 associated W–2 wages), which is less than 

$270,000 (9% × $3,000,000). 

b. Because the wage base limits the deduction, Rose may want to outsource less of its work.  
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42. (LO 1, 3) 
 Salary   $50,000 
 Interest income  3,000 
 Business bad debt (2,000) 
 Nonbusiness bad debt (short-term capital loss) ($6,000) 
 Short-term capital loss   (3,000) 
 Total short-term capital loss ($9,000) 
 Long-term capital gain     4,000  
 Net short-term capital loss  ($5,000) 
 Capital loss limit    (3,000) 
 Adjusted gross income $48,000  

43. (LO 1, 4) 
 Salary   $50,000 
 Interest income  3,000 
 Business bad debt (2,000) 
 Nonbusiness bad debt ($  6,000) 

Short-term capital loss     (3,000) 
 Total short-term capital loss ($  9,000) 

Short-term capital gain*     10,000   
 Net short-term capital gain 1,000 
 Long-term capital gain $  4,000   

Long-term capital loss*     (1,000) 
Net long-term capital gain     3,000 
Adjusted gross income $55,000 
*Personal casualty gains exceed personal casualty losses ($10,000 − $1,000 = $9,000); therefore, all 

personal casualty items are treated as capital gains and losses. 

CUMULATIVE PROBLEMS 

44. Part 1—Tax Computation 
 
Salary and bonus ($100,000 + $1,000) $101,000 
Typing service business net receipts ($20,000 − $24,580) (4,580) 
Interest income (Note 1) 700 
Life insurance proceeds (Note 2) –0– 
Gift (Note 3) –0– 
Bingo prize 100 
Alimony 10,000 
Nonbusiness bad debt (Note 4)      (2,100) 
Adjusted gross income $105,120 
Less: Itemized deductions 

Home mortgage interest $9,500 
Charitable contributions 2,500 
Sales taxes  946 
Property taxes 1,100 

Silverware loss: Lesser of adjusted basis of    
   $14,000 or FMV of $15,000 $14,000 
Less: Insurance proceeds  (1,500) 
Less: $100         (100) $12,400 

Auto: Lesser of decline in FMV ($7,000)  
 or adjusted basis ($52,000) $  7,000 
Less: Insurance proceeds if claim filed (2,000) 
Less: $100         (100)     4,900  
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Total    $17,300 
Less: 10% of AGI   (10,512)   6,788 
Total itemized deductions  (20,834) 
Less: Personal exemption      (4,000) 
Taxable income   $  80,286  
 
Tax on taxable income (from Tax Table) $  15,863 
Less: Federal income tax withheld and estimated  
 tax payments ($16,000 + $1,000)     (17,000) 
Net tax payable (or refund due) for 2015 ($    1,137) 

See the tax return solution beginning on p. 7-19 of the Solutions Manual. 
 
Notes 

(1) The $800 interest on the City of Boca Raton bonds is tax-exempt. 

(2) Life insurance proceeds of $60,000 payable as the result of the death of Jane’s sister are 
excludible from gross income. 

(3) The $5,000 gift from Jane’s aunt is excludible from gross income. 

(4) The $2,100 loss on the loan to her friend, Joan Jensen, is deductible as a nonbusiness bad 
debt (i.e., short-term capital loss). The loan is a bona fide loan. 

 
Part 2—Tax Planning 

Salary and bonus $ 101,000 
Gross receipts from business $26,000 
Less:  
 Office rent $7,000 
 Supplies 4,840 
 Utilities and telephone 5,148 
 Wages 5,500 
 Payroll taxes 550 
 Equipment rentals  3,300  (26,338) 
Net business income (338) 
Interest income 700 

Alimony      10,000  
Adjusted gross income $ 111,362  
Less: 
 Itemized deductions $14,046 
 Personal exemption     4,050    (18,096) 
Taxable income $   93,266  
 
Tax on $93,266 [$18,558.75 + .28($93,266 − $91,150)] $   19,151 

Less: Federal income tax withheld    (16,000) 
Net tax payable (or refund due) $     3,151  

Jane would need to make estimated tax payments of $3,151 for 2016 because the Federal income tax 
withholdings are expected to be less than the tax liability. 
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 Hoffman, Maloney, Raabe, & Young, CPAs 
 5191 Natorp Boulevard 
 Mason, OH 45040 
 
January 26, 2016 
 
Ms. Jane Smith 
2020 Oakcrest Road 
Boca Raton, FL 33431 

Dear Ms. Smith: 

This letter is in response to your request concerning the minimum amount of estimated tax you must 
pay for 2016 so that you will not have to pay any additional tax upon filing your 2016 Federal income 
tax return. 

Based on the 2016 estimates you provided to us, we have determined that your estimated tax 
payments for the 2016 calendar year should total $3,151. This estimate is based on the following 
computation. 

 
Salary and bonus   $101,000 
Gross receipts from business  $26,000 
Less: 

 Office rent $7,000 
 Supplies 4,840 
 Utilities and telephone 5,148 
 Wages 5,500 
 Payroll taxes 550 
 Equipment rentals   3,300  (26,338) 

Net business income (338) 
Interest income 700 

Alimony     10,000  
Adjusted gross income  $111,362 
Less:   

Itemized deductions $14,046 
Personal exemption     4,050    (18,096) 

Taxable income $  93,266  
 
Tax on $93,266 $  19,151 

Less: Federal income tax withheld    (16,000) 
Net tax payable (or refund due) $    3,151  
 

Should you need more information or want to clarify anything, please contact me. 
 
Sincerely yours, 

John J. Jones, CPA 
Partner 
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TAX FILE MEMORANDUM 
 
DATE: January 10, 2016 
FROM: John J. Jones 
SUBJECT: Jane Smith’s 2016 estimated tax 
Today I talked with Jane Smith concerning her 2016 estimated tax. She wanted to know the minimum 
amount of estimated tax she would have to pay for the calendar year 2016 so that she would not have 
to pay any additional tax upon filing her 2016 Federal income tax return. 
In addition to the gross receipts from her typing business increasing to $26,000 (from $20,000 in 
2015), the following projections for 2016 were provided by Jane Smith: 
(1) Items remaining unchanged from 2015: 

                                  2015                      2016 
Salary $100,000  $100,000 
Christmas bonus $1,000  $1,000 
Itemized deductions $14,046  $14,046 
Interest income $700  $700 
Alimony $10,000  $10,000 
Office rent expense $7,000  $7,000 

(2) Business expenses expected to increase by 10% from 2015 to 2016: 
                                  2015            2016 
Supplies $4,400  $4,840 
Utilities and telephone $4,680  $5,148 
Wages $5,000  $5,500 
Payroll taxes $500  $550 
Equipment rentals $3,000  $3,300 

(3) The following 2015 items will not recur in 2016: life insurance proceeds ($60,000), gift 
($5,000), bingo winnings ($100), bad debt ($2,100), stolen silverware, auto accident. 

 
Based on this estimated information for 2016, Jane Smith should make 2016 estimated tax payments 
totaling $3,151. The determination was made as follows: 
 

Salary and bonus   $101,000 
Gross receipts from business  $26,000 
Less: 
 Office rent $7,000 
 Supplies 4,840 
 Utilities and telephone 5,148 
 Wages 5,500 
 Payroll taxes 550 
 Equipment rentals   3,300  (26,338) 
Net business income   (338) 
Interest income   700 
Alimony       10,000  
Adjusted gross income   $111,362 
Less: 
 Itemized deductions  $14,046 
 Personal exemption      4,050    (18,096) 
Taxable income   $  93,266  
 
Tax on $93,266   $  19,151 
Less: Federal income tax withheld       (16,000) 
Net tax payable (or refund due)   $    3,151  
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45. Salary  $140,000 
 Rental income  $60,000 

Less: Rental expenses  (33,000) 27,000 
Casualty loss on rental property (10,000) 
Bad debt on uncollected rent (Note 1) (–0–) 
Rent collected from prior year (Note 2) 6,000  
Ordinary loss on § 1244 stock (Note 3) (100,000) 
Short-term capital loss—limit (Note 4)      (3,000) 
AGI  $  60,000  
Less: Itemized deductions 
 Personal casualty loss $20,000 
 Less: $100 floor (100) 
 Less: 10% AGI   (6,000) (13,900) 
 Loss on investment property (painting) (8,000) 
 Loss on computer $  5,000 
 Less: 2% AGI   (1,200) (3,800) 
 Other itemized deductions (18,000) 
Less: Personal exemptions (2 × $4,050)      (8,100) 

 Taxable income  $    8,200  
Tax on $8,200 (Note 5)   $       820  
Income tax withholdings        (3,000) 

 Net tax payable (or refund due) for 2016 ($    2,180) 

 Notes 
 

 (1) No bad debt deduction on uncollected rents can be taken because Mason and Ruth are cash 
basis taxpayers. 

 (2) Rent collected from prior year must be included in gross income because Mason and Ruth are 
cash basis taxpayers. 

(3) The loss of up to $100,000 on the § 1244 stock is classified as ordinary loss. 

(4) The additional $5,000 loss on § 1244 stock is short-term capital loss. Only $3,000 of the loss 
can be used to offset ordinary income. 

(5) Mason and Ruth’s filing status is married filing jointly. 

   Tax on $8,200:  $8,200 × 10% = $820 

RESEARCH PROBLEMS 

1. This fact pattern is similar to Clifford L. Brody and Barbara J. De Clerk, T.C. Summary Opinion, 
2004–149. In this case, the petitioners were not allowed to claim their payment of the portion of the 
loan that they contend was the responsibility of the corporation as a bad debt deduction under § 166. 
The record indicated that the loan was a personal loan between the bank and petitioners and not a loan 
from petitioners to the corporation. In addition, it appeared likely that the corporation was capable of 
eventually paying its alleged share of the debt if necessary. 

 
2. The fact pattern in this situation is similar to the fact pattern in Mark D. Ambrose and Jennifer L. 

Ambrose v. The United States, 2012–2 USTC ¶50,518 (Ct. Cl., 2012). In this case, the Court held that 
taxpayers were not barred from claiming a casualty loss deduction for damage to their home due to 
fire despite their insurance company’s denial of their recovery for failure to provide timely proof of 
loss. The Regulations clearly distinguish between the claim requirement under Code § 165(h)(5)(E) 
and the proof a policy required as a precondition to recovery. 
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3. The key is to determine in which year the casualty was sustained. Reg. § 1.165–1(a) provides that a 
casualty or theft loss is deductible in the year the loss was “actually sustained” but does not clarify 
what “actually sustained” means. Thus, we look to case law for additional guidance. In Oregon 
Mesabi Corp. v. CIR, 39 BTA 1033 (1939), appeal dismissed, Com'r v. Oregon Mesabi Corporation, 
24 AFTR 458 (109 F2d 1014) (CA 9, 1940), fire killed trees in 1933. However, the timber was 
rendered worthless when attacked by insects and fungi in 1934 and 1935. The court determined that a 
loss deduction was not necessarily taken in the year of the fire, but in the years, as shown by the 
evidence, that worthlessness occurred. As a result, Esther’s loss is deductible in 2016, the year in 
which the trees died from disease. Despite the fact that the trees were weakened by the hurricane, they 
were not worthless until they died of disease. 

Research Problems 4 and 5 

The Internet Activity research problems require that students utilize online resources to research and answer 
the questions. As a result, solutions may vary among students and courses. You should determine the skill and 
experience levels of the students before assigning these problems, coaching where necessary. Encourage 
students to explore all parts of the Web in this research process, including tax research databases, as well as 
the websites of the IRS, newspapers, magazines, businesses, tax professionals, other government agencies, 
and political outlets. Students should also work with resources such as blogs, Twitter feeds, and other 
interest-oriented technologies to research their answers. 
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CHECK FIGURES 
 

19. 
20. 
 
21. 
 
22. 
23. 
24. 
25. 
26. 
27. 
28. 
 
29. 
30. 
 
31. 
32. 
 
 

$8,000. 
No bad debt deduction; gain of  
$12,000. 
$50,000 ordinary loss; $11,750 long-
term capital loss. 
$3,900. 
$600,000. 
$200. 
$1,050 personal casualty gain. 
2016 $0; 2017 $12,750. 
$107,000. 
In the year of partial 
worthlessness. 
Include $7,000 in gross income. 
No bad debt deduction; gain of  
$5,000. 
$17,000. 
Mary should sell half each year. 
 

33. 
 
34. 
 
35. 
 
36.a. 
 
36.b. 
37. 
38. 
39. 
40. 
41.a. 
42. 
43. 
44. 
45. 

$79,900 loss should be taken in 
prior year. 
AGI of $75,000; $37,400 
itemized deduction. 
Net cash benefit of $7,800 of 
filing an insurance claim. 
2016 $619,000; 2017 $703,000; 
2018 $0. 
2016 $0; 2017 $0; 2018 $132,198. 
$30,000. 
$45,000. 
$90,000. 
$5 ($6 − $1). 
$200,000. 
$48,000. 
$55,000. 
Refund due for 2015 $1,137. 
Refund due for 2016 $2,180. 
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SOLUTION TO ETHICS & EQUITY FEATURE 
 
Is Policy Cancellation an Escape Hatch? (p. 7-11). Section 165(h)(5)(E), enacted in 1986, states 
that “[a]ny loss of an individual described in subsection (c)(3) to the extent covered by insurance shall 
be taken into account under this section only if the individual files a timely insurance claim with 
respect to such loss.” 
 
Prior to the enactment of § 165(h)(5)(E), a number of courts considered whether under § 165(a) a 
taxpayer’s election not to file an insurance claim for a loss precluded him or her from deducting the 
loss. In these cases, which involved casualty or theft losses, the IRS argued that the loss in question 
derived not from the casualty or theft itself, but from the taxpayer’s intervening decision not to file an 
insurance claim. It contended that as a result of the latter decision, the deduction did not correspond to 
a loss “sustained . . . and not compensated for by insurance or otherwise,” as required by § 165(a). 
See Rev.Rul. 78–141, 1978 C.B. 57 (1978). 
 
While this argument met some initial success (see, for example, Kentucky Utilities Co. v. Glenn, 394 
F.2d 631 (6th Cir. 1968), ultimately it was soundly rejected by the courts—first by the specialized 
U.S. Tax Court and then by various appellate decisions affirming the decisions of that tax tribunal. 
See Miller v. Comm., 733 F.2d 399 (6th Cir. 1984), aff’g, 42 T.C.M. (CCH) 665 (1981); Hills v. 
Comm., 691 F.2d 997 (11th Cir. 1982), aff’g, 76 T.C. 484 (1981). 
 
In these cases, the taxpayers were allowed to deduct casualty losses under § 165 even though they 
failed to file insurance claims. 
 
In the Tax Reform Act of 1986, Congress intervened, denying a loss deduction under § 163(c)(3) for 
any loss covered by insurance unless “the individual files a timely insurance claim with respect to 
such loss.” Citing Hills and Miller, the accompanying House Committee Report noted that “[c]ertain 
courts have ruled that a taxpayer whose loss was covered by an insurance policy could nevertheless 
deduct the loss if the taxpayer decided not to file a claim under the terms of the insurance policy.” 
H.R. Rep. No. 99–426, at 658 (1985). It then continues with the following rationale for  
§ 165(h)(5)(E): 
 
The deduction for personal casualty losses should be allowed only when a loss is attributable to 
damages to property that is caused by one of the specified types of casualties. Where the taxpayer has 
the right to receive insurance proceeds that would compensate for the loss, the loss suffered by the 
taxpayer is not damage to property caused by the casualty. Rather, the loss results from the taxpayer’s 
personal decision to forego [sic] making a claim against the insurance company. The committee 
believes that losses resulting from a personal decision of the taxpayer should not be deductible as a 
casualty loss. 
 
Under the bill, a taxpayer is not permitted to deduct a casualty loss for damages to property . . . unless 
the taxpayer files a timely insurance claim with respect to damages to that property. 
 
As a result, Noah’s casualty loss deduction will be disallowed by the IRS. 
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SOLUTIONS TO ROGER CPA REVIEW QUESTIONS 

Detailed answer feedback for Roger CPA Review questions is available on the instructor companion site 
(www.cengage.com/login). 

1. a 

2. a 

3. b 

4. c 

5. d 
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44. 
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CHAPTER 2 

 

WORKING WITH THE TAX LAW 
 

LECTURE NOTES 
OVERVIEW 

 

Federal tax law is a mixture of statutory provisions, administrative pronouncements, and court 

decisions.  

 

SUMMARY OF CHANGES IN THE CHAPTER 

 

The following are notable changes in the chapter from the 2016 Edition. For major changes, see 

the Preface to the Instructor’s Edition of the text. 

 Updated references and citations throughout the chapter. 

 Added a new Ethics & Equity feature on tax fraud. 

 Updated materials on administrative tax law sources and commercial tax services. 

 

THE BIG PICTURE 

 

The Big Picture discussion in Chapter 2 introduces the introductory tax student to the idea that 

answers to tax questions will not always be found in the tax textbook and that research often 

needs to be undertaken to answer the question.  

 

The discussion in Section 2-3 of the chapter takes the student through the answer to the research 

questions posed. Depending on the research services available, the instructor might ask the 

students to formulate keyword searches and then demonstrate what happens when those searches 

are undertaken in the research service. The instructor could also demonstrate the index feature of 

the research services to look up topics related to dependents or dependency exemptions. 

Alternatively, the instructor could ask the students to see if they could verify the correctness of 

the textbook conclusion or change one of the key facts (e.g., change the relationship between the 

taxpayers so that the qualifying relative test applies) and ask the student to determine how the 

conclusion would change, if at all. 
 

 

TAX SOURCES 

 
Statutory Sources of the Tax Law 
 

1. Statutory sources of law include the Constitution (Article I, Sections 7, 8, and 10), tax 

treaties, and the Internal Revenue Code. 

 

2. Origin of the Internal Revenue Code. 
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a. Constitution. The source of the Federal taxing authority is the U.S. Constitution: 

“The Congress shall have Power to lay and collect Taxes, Duties, Imposts and 

Excises, to pay the Debts and provide for the common Defense and general 

Welfare of the United States; but all Duties, Imposts and Excises shall be uniform 

throughout the United States.” (Art. I, § 8, Cl. 1) 

 

b. Sixteenth Amendment. The Sixteenth Amendment is the foundation of our 

Federal income tax: “The Congress shall have power to lay and collect taxes on 

incomes, from whatever source derived, without apportionment among the several 

States, and without regard to any census or enumeration.” 

 

3. Internal Revenue Code. The Code generally is supreme in the Federal tax area, unless a 

U.S. tax treaty is in direct conflict. In this case, TAMRA of 1988 provides that neither a 

tax law nor a tax treaty takes general precedence. Instead, the most recent item will take 

precedence. 

 

a. Role of Congress. Unless a constitutional issue is involved, Congress can override 

a U.S. Supreme Court decision by amending the Code.  

 

(1) Code supremacy. This Court supremacy is not the case when the Internal 

Revenue Code is concerned (i.e., Congress can change the law). 

 

b. Congressional Committee Reports. Congressional Committee Reports may be 

helpful in interpreting the Code.  

 

(1) Congressional intent. Such reports reflect the intent of Congress in 

implementing or changing the tax law.  

 

(2) Cumulative Bulletins. The Committee Reports usually are conveniently 

available in special volumes of the Cumulative Bulletins as well as online, 

on the committee’s web page (e.g., http://waysandmeans.house.gov/).  

 

c. Public and closed congressional hearings. Congress holds both public and closed 

hearings on tax proposals. 

 

(1) After public hearings before the House Ways and Means Committee, the 

public may be excluded in a closed session. 

 

(2) Tax bills may be debated under a closed rule before the full House with 

approval by the Rules Committee. 

 

(3) Under this closed rule, amendments are not allowed on the House floor 

unless approved by the House Ways and Means Committee. 

 

(4) The full Senate, however, does not have a closed rule process. 
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d. Organization of the Code. The Code is organized into Subtitles, Chapters, and 

Subchapters. See Figure 2-1 in these Lecture Notes. 

 

e. Interrelation of Code provisions. Tying the various Code provisions together to 

reach the total result is important. 

 

(1) For example, consider why there are three separate sections dealing with 

alimony.  

 

(2) Section 71 (in the gross income sequence) makes it taxable to the payee; 

§ 215 (in the deduction sequence) makes it deductible to the payor; while 

§ 62(a)(10) classifies the deduction (as a deduction for AGI) for the payor. 

 

f. Subpart designations. The designation given to the subparts of a Code section will 

vary.  

 

(1)  The usual approach has been to use (a), (b), etc. [e.g., § 162(a)].  

 

(2) On occasion, however, the designation is (1), (2), etc. [e.g., § 212(1)]. 

 

g. Code section numbers. Section numbers do not repeat in the same title of the 

Code. Some Code section numbers contain a capital letter (e.g., a numerical 

designation such as §§ 453A, 453B).  

 

(1) The reason is that certain numerical sequences in the Code have no space 

for expansion.  

 

(2) Since there exists a § 453 and a § 454, how else would the two intervening 

provisions be designated?  

 

h. Recodification. The Internal Revenue Code has been recodified twice.  

 

(1) Internal Revenue Codes of 1939 and 1954. The first was in 1939 and the 

second was in 1954. 

 

(2) Internal Revenue Code of 1986. Although Congress did not codify and 

rearrange the law in the Tax Reform Act of 1986, the radical changes did 

provide some rationale for renaming the entire tax law in the Internal 

Revenue Code of 1986.  

 

i. General explanation of the act. Upon the completion of major tax legislation, the 

staff of the Joint Committee on Taxation (in consultation with the staffs of the 

House Ways and Means and Senate Finance Committees) often will prepare a 

general explanation of the act.  
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(1) Bluebook: no legal effect. Commonly known as the “bluebook” because of 

the color of its cover, the IRS will not accept this detailed explanation as 

having legal effect (except for purposes of the accuracy-related penalty in 

§ 6662). 

 

(2) Bluebook: temporary guidance. The “bluebook,” however, does provide 

valuable guidance to tax advisers and taxpayers until Regulations are 

issued, and some letter rulings and general counsel memoranda of the IRS 

cite such explanations.  

 

4.  The legislative process. 

 

a. Evolution of tax law. Some provisions in the tax law take years to become law 

(e.g., H.R. 10 or Keogh plans).  

 

(1) This process means that with each new Congress the measure had to be 

reintroduced until it finally gained the required support.  

 

(2) An example of a provision that currently seems to be going through this 

process is the provision to tax carried interest at ordinary income rather 

than capital gains tax rates. 

 

b. Deadwood bills. On occasion Congress will enact deadwood bills. The purpose of 

such legislation is to “clean up” provisions that are obsolete and possess no 

continuing validity. 

 

c. Origin of a tax bill. Tax legislation normally originates in the House Ways and 

Means Committee of the House of Representatives because the U.S. Constitution 

mandates that revenue raising bills begin in the House. A tax bill might originate 

in the Senate when it is attached to other legislative proposals. 

 

(1) The Tax Equity and Fiscal Responsibility Act of 1982 originated in the 

Senate, and its constitutionality was unsuccessfully challenged in the 

courts. 

 

(2) The Senate version of the Deficit Reduction Act of 1984 was attached as 

an amendment to the Federal Boat Safety Act. 

 

d. Naming tax legislation. Some tax provisions are commonly referred to by the 

number the bill received in the House when first proposed or by the name of the 

member of Congress sponsoring the legislation. For example, the Self-Employed 

Individuals Tax Retirement Act of 1962 is popularly known as H.R. 10 (House of 

Representatives Bill No. 10) or as the Keogh Act (Keogh being one of the 

members of Congress sponsoring the bill). The Roth IRA is named after Senator 

William Roth, an influential sponsor. Coverdell Education Savings Accounts 
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(first called education IRAs) are named after the late Senator Paul Coverdell  

(R–GA). 

 

e. Beginning in 1997, the president was supposed to be able to cancel provisions 

from enacted tax legislation under the Line Item Veto Act. President Clinton, on 

August 11, 1997, did strike two provisions from TRA of 1997 and one nontax 

provision from the Balanced Budget Act. Congress did not override these 

cancellations, but the constitutionality of the Line Item Veto Act was challenged 

in the court system and the Supreme Court held it unconstitutional. 

 

f. Tax legislation is referred from the Senate Finance Committee to the entire 

Senate. If the House and Senate tax bills disagree, the Joint Conference 

Committee resolves the differences. (See Exhibits 2.1 and 2.2 in the text.) 

 

5. Arrangement of the Code. The Internal Revenue Code of 1986 is found in Title 26 of the 

U.S. Code. In working with the Code, it helps to understand the format. The key is 

usually the section number. For example, in citing Section 2(a), it is unnecessary to 

include Subtitle A, Chapter 1, Subchapter A, Part I. Mentioning Section 2(a) is sufficient. 

(See “Citing the Code” in the text.) 

 

Administrative Sources of the Tax Law (See Exhibit 2.3 in the text.) 

 

6. Treasury Department Regulations. The Treasury Department under § 7805(a) has a duty 

to issue rules and regulations to explain and interpret the Code.  

 

a. Treasury decisions. Final Regulations are issued as Treasury Decisions (TDs) in 

the Federal Register. Regulations carry considerable authority as the official 

interpretation of tax statutes. They are arranged in the same sequence as the 

Internal Revenue Code and have the force and effect of law. 

 

b. Types of regulations issued: 

 

(1) Legislative Regulations.  

 

(2) Interpretative Regulations. 

 

(3) Procedural Regulations. 

 

(4) Temporary Regulations may be cited as precedent and are found in the 

Federal Register, Internal Revenue Bulletin, and Cumulative Bulletin. 

They are also concurrently issued as Proposed Regulations (in order to 

become Final Regulations) and automatically expire within three years 

after the date of issuance. 
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ETHICS & EQUITY 

 

Reporting Tax Fraud. Would you turn in someone you knew wasn’t paying all their taxes? The 

IRS certainly tries to encourage tax fraud reporting by offering a portion of the resulting 

collections to the whistleblower. You can use this Ethics & Equity feature to spark a discussion 

with your class. What would motivate your students to turn someone in: the satisfaction of 

getting back at someone they didn’t like, the need to adhere to a private moral code, or something 

else? Would the size of the monetary reward from the IRS affect your students’ decisions? And 

is it ethical of the IRS to pay people to tattle on their tax-dodging literal and metaphorical 

neighbors, or should justice be its own reward? 

 

 

c. Validity of a Regulation. One way courts assess the validity of a Regulation is by the 

legislative reenactment doctrine. A Regulation is considered to have received 

congressional approval if the Regulation was finalized many years earlier and during 

the interim period Congress has not amended the relevant statutory language. 

 

d.  Information in Cumulative Bulletins and Internal Revenue Bulletins. The I.R.B.s 

for a six-month period are gathered together and published in a bound volume 

designated as a C.B. 

 

7. Revenue Rulings and Revenue Procedures. The C.B.s and I.R.B.s include a variety of 

administrative sources, including Revenue Rulings and Revenue Procedures. 

 

a. Revenue Rulings are official pronouncements of the National Office of the IRS 

and provide guidance to both IRS personnel and taxpayers in handling routine tax 

matters. They usually deal with more restricted problems than Regulations and do 

not carry the same legal force and effect as Regulations. 

 

b. Revenue Procedures are issued in the same manner as Revenue Rulings, but they 

deal with the internal management practices and procedures of the IRS. Revenue 

Procedures do not carry the same legal force and effect as Regulations. 

 

c. Other materials included in the I.R.B and C.B.: 

 

(1) Announcements of Proposed Regulations as well as the related public 

hearings. 

 

(2) Treasury decisions. 

 

(3) Executive orders. 

 

(4) Tax conventions (i.e., international treaties). 
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(5) Legislation (including Committee Reports). 

 

(6) Certain court decisions. 

 

(7) Announcements of court decisions to which the IRS acquiesces or does 

not acquiesce. 
 

(8) Punitive action (e.g., disbarment, suspension) taken against persons (e.g., 

attorneys, CPAs) practicing before the IRS.  
 

8. Letter rulings. Letter rulings and determination letters have in common the fact that they 

apply only to the person who requested the ruling or letter. Note that neither is published 

by the IRS, but made available to private publishers. 
 

a. Letter ruling. A letter ruling is a statement issued by the National Office of the 

IRS in response to a taxpayer’s request, which applies the tax law to a proposed 

transaction. Revenue Rulings can result from a taxpayer request for a letter ruling.  
 

b. Determination letter. A determination letter is a statement issued by the Area 

Director in response to a taxpayer, which applies the tax law to a completed 

transaction. 
 

9. Other administrative pronouncements. These sources are not the same. 
 

a. Technical Memoranda (TMs) are memoranda from the IRS Commissioner to the 

Assistant Secretary of the Treasury for Tax Policy. They are drafted by the 

Legislation and Regulation Division of the Office of Chief Counsel and relate to 

proposed Treasury Decisions or Regulations. 
 

b. Technical Advice Memoranda (TAMs) are furnished by the National Office of the 

IRS upon request of an Area Director or an Appeals Officer of the IRS in response 

to any technical or procedural question (e.g., a completed transaction). 
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ADDITIONAL LECTURE RESOURCE 

 

Provider of the Tax Law Source 
 

Internal Revenue Code Congress/President 

Regulations U.S. Treasury Department 

Revenue Ruling National Office of IRS 

Letter Ruling National Office of IRS 

Notices and Announcements National Office of IRS 

Determination Letter Area Director of IRS 

Technical Advice Memorandum National Office of IRS 

Treasury Decision U.S. Treasury Department 

Revenue Procedure National Office of IRS 

General Counsel Memorandum General Counsel’s Office of IRS 

Action on Decision Office of Chief Counsel of IRS 

Field Service Advice Office of Chief Counsel of IRS 

 

 

Judicial Sources of the Tax Law 

 

10. Precedential value. American law, following English common law, is frequently “made” 

by judicial decisions. Under the doctrine of stare decisis, each decision has precedential 

value for future decisions with the same controlling set of facts. 

 

11. The judicial process in general. After a taxpayer has exhausted some or all of the 

remedies available within the IRS, the dispute can be taken to the Federal courts. A 

taxpayer chooses the route to pursue a tax conflict from among four alternatives (as 

illustrated in Exhibit 2.4 and Concept Summary 2.1 in the text). 

 

a. U.S. Court of Federal Claims (hears tax and other monetary claims against the 

Federal government). This court formerly was called the U.S. Claims Court. There 

is only one U.S. Court of Federal Claims. The court meets most often in 

Washington, D.C. Decisions are appealed to the U.S. Court of Appeals (Federal 

Circuit). 

 

b. U.S. Tax Court (hears only tax cases). Taxpayer does not pay the deficiency 

before trial. Decisions are appealed to the U.S. Court of Appeals (Regional 

Circuit). 

 

c. Small Cases Division of the U.S. Tax Court (hears only tax cases). No appeal 

available. The broken line between the U.S. Tax Court and the Small Cases 

Division in Exhibit 2.4 in the text indicates that there is no appeal from the Small 

Cases Division.  
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(1) $50,000 or less. This court hears cases involving disputed amounts of 

$50,000 or less. 

 

(2) No written record. The proceedings are informal, and there was no written 

record of such cases before 2002. Some of the more recent cases can now 

be found on the U.S. Tax Court website or in online research services.  

 

(3) Informal proceedings. 

 

(a) No necessity for the taxpayer to be represented by a lawyer or other 

tax adviser. 

 

(b) Special trial judges, rather than Tax Court judges, preside over the 

proceedings. 

 

(c) Decisions are not precedent for any other court and are not 

reviewable by any higher court. 

 

d. U.S. District Court (hears tax as well as nontax cases). A jury trial is available. 

Decisions are appealed to the U.S. Court of Appeals (Regional Circuit). See 

Exhibit 2.4 in the text. 

 

12. Trial Courts. (See Concept Summary 2.2 in the text.) The differences among the various 

trial courts can be summarized as follows: 

 Number of courts. 

 Number of judges. 

 Location. 

 Jurisdiction of the Court of Federal Claims. 

 Jurisdiction of the Tax Court and District Courts. 

 Jury trial. 

 Payment of deficiency. 

 Termination of running of interest. 

 Appeals. 

 Bankruptcy. 

 

13. Appellate courts. The two appellate courts are the Circuit Courts of Appeal (11 

geographical circuits, the circuit for the District of Columbia, and the Federal Circuit) and 

the Supreme Court (see Exhibit 2.4 in the text). 

 

a.  All courts must follow the decisions of the U.S. Supreme Court.  

 

b.  A particular Court of Appeals need not follow the decisions of another Court of 

Appeals. 
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c. District Courts, the Tax Court, and the Court of Federal Claims must abide by the 

precedents set by the Court of Appeals of the relevant jurisdiction. 
 

 
 

 

ADDITIONAL LECTURE RESOURCE 

 

Jurisdiction of the Courts of Appeal 
 
First Fourth Eighth Tenth 

Maine  Arkansas Colorado Kansas 

Maryland  North Carolina Iowa New Mexico 

Massachusetts  South Carolina Minnesota Oklahoma 

New Hampshire  Virginia Missouri Utah 

Rhode Island  West Virginia Nebraska Wyoming 

Puerto Rico  North Dakota  

   South Dakota  

 

Second  Fifth Ninth Eleventh 

Connecticut Canal Zone Alaska Alabama 

New York Louisiana Arizona Florida 

Vermont  Mississippi California Georgia 

  Texas Hawaii  

Third   Idaho  

Delaware   Montana 

New Jersey Sixth Nevada  Federal 

Pennsylvania Kentucky Oregon  U.S. Court of Federal  

Virgin Islands Michigan Washington  Claims 

  Ohio Guam 

  Tennessee  

District of Columbia   

Washington, D.C. Seventh  

 Illinois  

 Indiana  

 Wisconsin 

 

 

d. Bankruptcy court. In certain situations, a bankruptcy court may have jurisdiction 

over tax matters. Since the filing of a bankruptcy petition prevents creditors from 

filing a claim against a person, a tax dispute may be settled by the bankruptcy 

court. 

 

e. Locating court cases. Tax cases can be found in a variety of different official and 

unofficial sources. The instructor can utilize Figure 2-2 in these Lecture Notes to 

explain the different sources in which tax cases are published. 

 

14. The appellate process. The role of the appellate court is limited to a review of the trial 

record compiled by the trial court. The appellate process usually involves a determination 

of whether the trial court applied the proper law in arriving at its decision. 

 

a. Bound by findings of facts unless they are clearly erroneous. 
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b. The appellate court may approve (affirm) or disapprove (reverse) the lower court’s 

findings, or it may send the case back for further consideration (remand).  

 

c. District Courts, the Tax Court, and the Court of Federal Claims must abide by the 

precedents set by the Court of Appeals of jurisdiction. 

 

d. All courts must follow the decision of the U.S. Supreme Court. 

 

e. Since the Golsen decision [Jack E. Golsen, 54 T.C. 742 (1970)], the Tax Court 

decides a case as it believes the law should be applied only if the Court of Appeals 

has not passed on the issue. 

 

f. The U.S. Supreme Court grants certiorari to resolve a conflict among the Courts 

of Appeals or where the tax issue is extremely important. 

 

(1) The granting of a Writ of Certiorari indicates that at least four of the nine 

members of the Supreme Court believe that the issue is of sufficient 

importance to be heard by the full Court. 

 

15. Judicial citations. Judicial citations usually follow a standard pattern: case name, volume 

number, reporter series, page or paragraph number, court, and year of the decision. 

 

a. U.S. Court of Federal Claims. Prior to October 1, 1982, the Claims Court was 

called the Court of Claims. Beginning on October 29, 1992, the Claims Court 

underwent a further name change. The new designation, U.S. Court of Federal 

Claims, begins with Volume 27 of the former Cl.Ct. (West citation) now 

abbreviated as Fed.Cl. Claims Court and Court of Federal Claims decisions are 

now appealable to the Federal Circuit, whereas they were previously appealable 

only to the Supreme Court.  

 

(1) Court of Claims Reporter. The Court of Claims Reporter series, published 

by the U.S. Government Printing Office, is the primary source of these 

former Court of Claims cases.  

 

(2)  Federal Reporter and Claims Court Reporter. Court of Claims cases from 

1929 to 1932 and from 1960 to September 1982 can be found in the 

Federal Reporter, published by West. Beginning in October 1982, these 

Claims Court decisions are published in West’s Claims Court Reporter. 

 

(3) Federal Claims Reporter. Beginning with Volume 27 on October 30, 

1992, the name of the reporter is changed to the Federal Claims Reporter. 

 

b. U.S. Tax Court. Often called the “poor person’s court” because a taxpayer does 

not have to pay the proposed deficiency in order to bring a case before the court. 
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(1) Organization and authority. In 1969, the Tax Court transitioned from an 

administrative court to a judicial court. Nineteen regular judges produce 

both “regular decisions” and so-called “memorandum decisions.”  

 

(2) Tax Court decisions. Regular Tax Court decisions are published by the 

U.S. Government Printing Office as the Tax Court of the United States 

Reports.  

 

c. Memorandum decisions. Memorandum decisions are reproduced by the 

government in mimeograph form only. However, RIA publishes RIA (formerly 

Prentice-Hall) T.C. Memorandum Decisions and Commerce Clearing House 

makes them available as Tax Court Memorandum Decisions. 

 

Other Sources of the Tax Law 

 

16. Tax treaties. Tax legislation enacted in 1988 provided that neither a tax law nor a tax 

treaty takes general precedence. If there is a conflict between the Code and a treaty, the 

most recent item takes precedence. 

 

17. Tax periodicals. 

 

a. Can shorten the research time needed to resolve a tax issue. 

 

WORKING WITH THE TAX LAW—TAX RESEARCH TOOLS 

 

Commercial Tax Services 

 

18. Loose leaf tax services. A number of publishers provide loose leaf (or other currently 

supplemented) tax services for practitioners. Some of the major services include: 

 

a. Research Institute of America’s (RIA) United States Tax Reporter (formerly  

P-H’s Federal Taxes). 

 

b. Commerce Clearing House’s (CCH) Standard Federal Tax Reporter. 

 

c. RIA’s Federal Tax Coordinator 2d.  

 

d. Mertens Law of Federal Income Taxation (Clark, Boardman, Callaghan).  

 

e. Federal Income, Gift, and Estate Taxation (Warren, Gorham and Lamont). 

 

f. Bureau of National Affair’s (BNA) Tax Management Portfolios. 

Many of these services are also available electronically. 
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19. Assessing tax services. In terms of assessing the major tax services, the following points 

are relevant: 

 

a. Except for arrangement of the subject matter, there is not much difference 

between CCH’s Standard Federal Tax Reporter and RIA’s United States Tax 

Reporter. 

 

b. RIA’s editorial content is generally more detailed than CCH’s editorial content. 

The RIA editorial materials also contain more detailed tax-planning discussions. 

However, many practitioners feel that rule coverage and case law background are 

more extensive in CCH.  

 

c. Mertens is an excellent source if the emphasis is on background material for in-

depth research. Mertens is, however, difficult reading due to its legalistic style. 

Also, updating is less frequent than most other services and not as accessible. 

 

d. BNA’s Tax Management Portfolios (TMPs) comprise a series of monographs on 

various subjects. As the treatment of a subject usually is exhaustive, a portfolio 

can serve as a convenient means of familiarizing the reader with the material. 

Note that portfolios are generally updated on a three-year cycle. 

 

e. In summary, the day-to-day, all-purpose services are CCH and RIA. Mertens and 

the TMPs are useful for more extensive research and background.  

 

Using Online Tax Services 

 

20. RIA’s Checkpoint and CCH’s Intelliconnect are commonly used online tax research 

services. (Westlaw and Lexis are more commonly used by law firms.) Both services 

provide access to primary and secondary sources of tax law.  

 

21. Internet. See Exhibits 2.6 and 2.7 in the text. 

 

22. Key ways to use an online tax service. 

 

a. Choose keywords for the search carefully. 

 

b. Take advantage of connectors. 

 

c. Be selective in choosing a database. 

 

d. Use a table of contents, index, or citation approach. 

 

Noncommercial Online Tax Services 

 

23. Search Home pages. 
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24. Search news groups. 

 

WORKING WITH THE TAX LAW—TAX RESEARCH 

 

25. Definition of research. Tax research is the method whereby one determines the best 

available solution to a situation that possesses tax consequences. In other words, it is the 

process of finding a professional conclusion to a tax problem. The problem might 

originate either from completed or proposed transactions. Tax research involves the 

following procedures (see Exhibit 2.8 in the text): 

 

a. Identifying and refining the problem. 

 

b. Locating the appropriate tax law sources. 

 

c. Assessing the validity of the tax law sources. 

 

d. Arriving at the solution or at alternative solutions with due consideration given to 

nontax factors. 

 

e. Effectively communicating the solution to the taxpayer or the taxpayer’s 

representative. See Exhibits 2.9, 2.10, and 2.11 in the text. 

 

(1) A short review of the fact pattern that raises the issue. 

 

(2) A clear statement of the research question/issue. 

 

(3) A review of the pertinent tax law sources (e.g., Code, administrative 

sources, judicial authority). 

 

(4) Any assumptions made in arriving at the conclusion. 

 

(5) The conclusion recommended and the logic or reasoning supporting it. 

 

(6) The references consulted in the research process. 

 

f. Following up on the solution in the light of new developments. 

 

Identifying the Problem 

 

26. Problem identification must start with a compilation of the relevant facts involved. In 

other words, all of the facts that may have a bearing on the problem must be gathered. 

 

Refining the Problem 

 

27. Use new facts to refine the tax problem. 
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Locating the Appropriate Tax Law Sources 

 

28. Once the problem is clearly defined, we index the volume of a hard copy tax service or a 

keyword search on an online tax service.  

 

Assessing the Validity of the Tax Law Sources 

 

29. Once a source has been located, the next step is to assess it in light of the problem at 

hand. Proper assessment involves careful interpretation of the tax law with consideration 

given to its relevance and validity. 

 

30. Interpreting the Internal Revenue Code. This is the greatest challenge for the IRS. The 

language of the Code is difficult to comprehend fully.  

 

31. Assessing the validity of a Treasury Regulation. 

 

a. Give the Code equal weight when dealing with taxpayers and their 

representatives. 

 

b. Proposed Regulations are not binding. 

 

c. The burden of proof is on the taxpayer. 

 

d. If the taxpayer loses the challenge, then a 20% negligence penalty may be 

imposed. 

 

e. Final Regulations provide instructions about internal management. 

 

f. Interpretive Regulations are hard and solid and almost impossible to overturn. 

 

g. In some Code sections, Congress has given the Treasury Secretary the authority to 

prescribe Regulations to carry out the details of administration. 

 

h. Apply the legislative reenactment doctrine.  

 

32. Assessing the validity of other administration sources of the tax law. In any dispute with 

the IRS on the interpretation of tax law. 

 

33. Assessing the validity of judicial sources of the tax law. 

 

a. The higher the level of the court that issued a decision, the greater the weight 

accorded to that decision. 

 

b. More reliance is placed on decisions of courts that have jurisdiction in the area 

where the taxpayer’s legal residence is located. 
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c. A Tax Court Regulator decision carries more weight than a memorandum decision, 

because the Tax Court does not consider memorandum decisions to be binding. 
 

d. A Circuit Court decision where certiorari has been requested and denied by the 

U.S. Supreme Court carries more weight than a Circuit Court decision that was 

not appealed.  

 

e. A decision that is supported by cases from other courts carries more weight than a 

decision that is not supported by other cases. 
 

f. The weight of a decision also can be affected by its status on appeal. 
 

34. Assessing the validity of other sources. 
 

a. In Notice 90-20, the IRS expanded the list of substantial authority for purposes of 

the accuracy-related penalty in § 6662 to include a number of secondary materials. 
 

Arriving at the Solution or at Alternative Solutions 
 

Communicating Tax Research 
 

35. A good tax research communication should contain: 

 A clear statement of the issue. 

 A short review of the facts that raise the issue. 

 A review of the pertinent tax law source. 

 Any assumptions made in arriving at the solution. 

 The solution recommended and the logic or reasoning supporting it. 

 The references consulted in the research process. 

 It should tell the audience what was researched, the results of the research, and the 

justification for the recommendation made. (See Exhibits 2.9 and 2.10 in the text.) 
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Table 1 

Primary and Secondary Tax Law Sources 
 

  Primary Secondary 
 

 16th Amendment to Constitution X 

 Tax Treaty X 

 Internal Revenue Code Section X 

 U.S. Supreme Court Decision X 

 U.S. Circuit Court of Appeals Decision X 

 Tax Court Memorandum Decision X 

 Tax Court Regular Decision X 

 U.S. District Court Decision X 

 U.S. Court of Federal Claims Decision X 

 Small Cases Division of U.S. Tax Court X** 

 Final Regulation X 

 Temporary Regulation X* 

 Proposed Regulation X*** 

 Revenue Ruling X 

 Revenue Procedure X 

 Senate Finance Committee Report X 

 Bluebook  X 

 Letter Ruling  X 

 Technical Advice Memorandum  X 

 Actions on Decisions  X 

 Determination Letter  X 

 Harvard Law Review article  X 

 Field Service Advice  X 

 General Counsel Memorandum X 

 

 
*  Can be outstanding for three years at most. 

  
The categorization of a tax law source as a primary or a secondary source is not black and white. 

All of the sources categorized as primary in the above table are so categorized because all can be 

relied on to defend against the application of penalties by the IRS. However, note the following: 

 

 **  The Tax Court indicates that Small Cases Division opinions should not be used or cited 

as precedent. As such, these decisions could be categorized as secondary sources. 
 

 *** Proposed Regulations are not binding. That is, a taxpayer is not required to follow the guidance in 

the proposed Regulation unless (or until) the Regulation becomes final. This could lead to the 

categorization of a proposed Regulation as a secondary source. 
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Figure 2-2 

Location of Judicial Sources 
 

 

 USTC AFTR F.Supp. F.3d Cls.Ct.  S.Ct. 

 Series Series Series Series Series Seriesa 

 

U.S. District 

Courts 

(tax cases) Yes Yes Yes No No No 

 

U.S. Tax 

Court b Noc  Noc No No No  No  

 

U.S. Court 

of Federal 

Claims d 

(tax cases) Yes Yes Noe  Yese  Yese No 

 

U.S. Courts of 

Appeal 

(tax cases) Yes  Yes No Yes No  No 

 

U.S. Supreme Ct. 

(tax cases) Yes Yes No No  No Yes 

 

U.S. District 

Courts f 

(all cases) No No Yes No  No  No 

 

U.S. Courts of 

Appeal 

(all cases) No No  No  Yes No  No 

 

U.S. Supreme  

Court  

(all cases) No No  No No No Yes 

 ____________________ 
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Notes for Figure 2-2: 

 
a Answers also apply to the United States Supreme Court Reports (abbreviated U.S.) and 

to the United States Reports, Lawyers Edition (abbreviated L.Ed.). 

b Regular (not memorandum) decisions are published by the U.S. Government Printing 

Office (GPO) in Tax Court of the United States Reports. 

c Both CCH and RIA (formerly P-H) have separate reporters for Regular, Memorandum, 

and Small Cases Division decisions of the U.S. Tax Court. 

d All decisions (both tax and nontax) of the U.S. Court of Federal Claims are published by 

the U.S. GPO in the Claims Court Reporter Series. From 1960 to October 1, 1982, Court 

of Claims decisions were published in the Court of Claims Reporter Series. 

e From 1932 to 1960, the Court of Claims decisions were published in the F.Supp. Series. 

Beginning October 1982, the Claims Court decisions are published in the Claims Court 

Reporter. Beginning on October 30, 1992, the Claims Court underwent a further name 

change. The new designation, U.S. Court of Federal Claims, begins with Volume 27 of 

the former Cl.Ct. (West citation) now abbreviated as Fed.Cl. 

f “All cases” has reference to nontax as well as tax decisions. Thus, it would include such 

varied issues as interstate transportation of stolen goods, civil rights violations, and anti-

trust suits. 

 

WORKING WITH THE TAX LAW—TAX PLANNING 

 

36. Tax research and tax planning are inseparable.  

 The primary purpose of effective tax planning is to reduce the taxpayer’s total tax 

bill.  

 The secondary objective of effective tax planning is to reduce or defer the tax in 

the current tax year. 

 

Nontax Considerations 

 

37. Tax considerations may impair the exercise of sound business judgment by the taxpayer. 

The goal should be a balance that recognizes the significance of taxes, but not beyond the 

point where planning detracts from the exercise of good business judgment. 

 

Components of Tax Planning  

 

38. Avoid the recognition of income. 

 

39. Defer the recognition of income. 

 

40. Convert the classification of income. 

 

41. Choose the business entity with the desired tax attributes. 

 

42. Preserve formalities by generating and maintaining supporting documentation. 

 

43. Act in a manner consistent with the intended objective. 
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Tax Avoidance and Tax Evasion 

 

44. Avoidance versus evasion. There is a fine line between legal tax planning and illegal tax 

planning—tax avoidance versus tax evasion. However, the consequences of the two are 

as vast as the difference between a lightning bug and lightning. 

 

a. Tax avoidance. Tax avoidance is merely tax minimization through legal 

techniques. In this sense, tax avoidance becomes the proper objective of all tax 

planning.  

 

b. Evasion. Evasion, while also aimed at the elimination or reduction of taxes, 

connotes the use of subterfuge and fraud as a means to an end.  

 

Follow-Up Procedures 

 

Tax Planning—A Practical Application 

 

TAXATION ON THE CPA EXAMINATION 

 

45. The CPA examination has changed from a paper-and-pencil exam to a computer-based 

exam with increased emphasis on information technology and general business 

knowledge. The 14-hour exam has four sections, and taxation is included in the three-

hour Regulations section. 

 

46. Each exam section includes multiple-choice questions and two other sections that have 

short task-based simulation questions. The Regulations section is 60% Taxation and 40% 

Law & Professional Responsibilities.  

 

47. Candidates can learn more about the CPA examination at www.cpa-exam.org. This 

online tutorial site’s topics include: 

 Common tools. 

 Navigation. 

 Form completion. 

 Numeric entry. 

 Research questions. 

 Authoritative literature search. 

 Written communication. 

 

RESEARCH PROBLEMS 

 

Solutions to end-of-chapter Research Problems are located in the Solutions Manual. 
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IN-CLASS EXERCISES 

 

Q1. The shareholders of Red Corporation and Green Corporation want assurance that the 

consolidation of the corporation into Blue Corporation will be a nontaxable reorganization.  

 

Solution:  

The proper approach is to request that the National Office of the IRS issue a letter ruling 

concerning the income tax effect of the proposed transaction. 

 

Q2. Chris operates a barbershop in which he employs eight barbers. To comply with the rules 

governing income tax and payroll tax withholding, Chris wants to know whether the barbers 

working for him are employees or independent contractors.  

 

Solution:  

The proper procedure is to request a determination letter on their status from the appropriate Area 

Director. 
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CHAPTER 1 

AN INTRODUCTION TO TAXATION 
AND UNDERSTANDING THE FEDERAL TAX LAW 

SOLUTIONS TO PROBLEM MATERIALS 
 
 
 
DISCUSSION QUESTIONS 

  1. (LO 1) 
  a. By becoming a dealer, any gains and losses John has are converted from capital to ordinary 

classification. 

b. Theresa has become self-employed. Now she will be subject to self-employment tax and will 
have to make quarterly installment payments of estimated income and payroll taxes. 

c. Due to the home mortgage interest deduction and property tax deduction, most new home- 
owners will itemize their deductions from AGI. Thus, Paul probably will no longer claim the 
standard deduction on his income tax return. 

  2. (LO 1) The income tax consequences that result are Marvin’s principal concern. Any rent he receives 
is taxed as income, but operating expenses and depreciation will generate deductions that offset some 
or all of the income or even yield a loss. Marvin must also consider the effect of other taxes. Because 
the property is being converted from residential to commercial use, he can expect an increase in the 
ad valorem property taxes levied by the local (and perhaps even the state) taxing authorities. Besides 
the real estate taxes, personal property taxes could be imposed on the furnishings.  

  3. (LO 2) The statement is only partly correct. The Federal income tax on corporations was not a 
problem as it had previously been sanctioned by the Supreme Court. What had been declared 
unconstitutional was the tax on individuals as it applied to the income from property. 

  4. (LO 2) To finance our participation in World War II, the scope of the income tax was expanded 
considerably—from a limited coverage of 6% to over 74% of the population. Hence, the description 
of the income tax as being a “mass tax” became appropriate.  

  5. (LO 2) For wage earners, the tax law requires employers to withhold a specified dollar amount from 
wages paid to the employee to cover income taxes and payroll taxes. Persons with nonwage income 
generally are required to make quarterly payments to the IRS for estimated taxes. Both procedures 
ensure that taxpayers will be financially able to meet their annual tax liabilities. That is, the amounts 
withheld are meant to prepay the employee’s income taxes and payroll taxes related to the wages 
earned. 

  6. (LO 3) As to Adam Smith’s canon on economy, the Federal income tax yields a mixed result. From 
the standpoint of the IRS, economy exists as collection costs are nominal (when compared with 
revenue generated). The government's cost of collecting Federal taxes amounts to less than one-half 
of 1 percent of the revenue collected. Economy is not present, however, if one looks to the 
compliance effort and costs expended by taxpayers. According to recent estimates, about 56% of 
individual taxpayers who file a return pay a preparer, and one-third purchase tax software. 

Peggy
Text Box
No proofreading corrections
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  7. (LO 3) A tax is proportional if the rate of tax remains constant for any given income level. The tax is 
progressive if a higher rate of tax applies as the tax base increases. 

  8. (LO 4) 
  a. The parsonage probably was not listed on the property tax rolls because it was owned by a tax-

exempt church. Apparently, the taxing authorities are not aware that ownership has changed. 

  b. Ethan should notify the authorities of his purchase. This will force him to pay back taxes but 
will eliminate future interest and penalties. 

  9. (LO 4) Although the Baker Motors bid is the lowest, from a long-term financial standpoint, it is the 
best. The proposed use of the property by the state and the church probably will make it exempt from 
the school district’s ad valorem tax. This would hardly be the case with a car dealership. In fact, 
commercial properties (e.g., car dealerships) often are subject to higher tax rates. 

10. (LO 4) 
 a. In this case, the “tax holiday” probably concerns exemption from ad valorem taxes. 

“Generous” could involve an extended period of time (e.g., 10 years) and include both realty 
and personalty. 

b. The school district could be affected in two ways. First, due to the erosion of the tax base, 
less revenue would be forthcoming. Second, new workers would mean new families and 
more children to educate. 

11. (LO 4) A possible explanation could be that Sophia made capital improvements (e.g., added a 
swimming pool) to her residence and her parents became retirees (e.g., reached age 65). 

12. (LO 4) Presuming that the dockage facilities are comparable in Massachusetts, the Morgans may be 
trying to avoid ad valorem taxes. Taxes on nonbusiness personalty vary from one state to another and 
are frequently avoided. 

13. (LO 4) Until recently, it appeared that Federal excise taxes had declined significantly as to the 
number of transactions covered. Taxes on the sale of jewelry, leather goods, cosmetics, and admission 
to entertainment events are no longer taxed by the Federal government. But the enactment of the gas 
guzzler tax and the tax on tanning salons, in addition to the increase in the tax on tobacco products, 
seems to indicate an expansion of excise taxes at the Federal level. 

14. (LO 4) Herman could have been overcharged, but at least part of the excess probably is attributable to 
a hotel occupancy tax and a car rental tax. In major cities, these types of excise taxes have become a 
popular way of financing capital improvements such as sports arenas and stadiums. Consequently, the 
amount of the taxes could be significant. 

15. (LO 4) An excise tax is limited to a particular transaction (e.g., sale of gasoline), while a general sales 
tax covers a multitude of transactions (e.g., sale of all nonfood goods). 

  a. The following states do not impose a general sales tax: Alaska, Delaware, Montana, New 
Hampshire, and Oregon. 

  b. There is no Federal general sales tax. 

16. (LO 4) 
 a. Jackson County must be in a state that imposes a lower (or no) sales tax. With certain major 

purchases (i.e., big-ticket items), any use tax imposed by the state of the Grays’ residence 
could come into play. 

b. In some states, the sales tax rate varies depending on the county and/or city. 
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17. (LO 4) Earl probably purchased his computer out of state through a catalog or via the Internet. In such 
cases, state collection of the sales (use) tax is not likely. 

18. (LO 4) If the tax is imposed on the right to pass property at death, it is classified as an estate tax. If it 
taxes the right to receive property from a decedent, it is termed an inheritance tax. 

  a. Some states impose both an estate tax and an inheritance tax. Some states (e.g., Florida and 
Texas) levy neither tax. 

  b. The Federal government imposes an estate tax. 

19. (LO 4) Jake either has a severe misunderstanding as to the rules regarding transfer taxes or is lying to 
Jessica to delay any parting with his wealth. The marital deduction allows interspousal transfers 
(whether by gift or at death) free of any tax (either gift or estate). There is no tax reason, therefore, in 
the case of spousal transfers to prefer transfers at death over lifetime gifts. 

20. (LO 4) 
  a. The purpose of the unified transfer tax credit is to eliminate the tax on all but substantial gifts 

and estates. 

  b. Yes. The credit for 2016 is $2,125,800; for 2015, it is $2,117,800. 

  c. Yes. The credit is available to cover transfers by gift or by death (or both), but the amount 
can be used only once. 

21. (LO 4) $532,000. 19 donees (5 married children + 5 spouses + 9 grandchildren) × $14,000 (annual 
exclusion for 2016) × 2 donors (Elijah and Anastasia) = $532,000. 

22. (LO 4) Both taxes are progressive in nature, but the corporate income tax does not make any 
distinction as to deductions—only business deductions are allowed. Nor does it require the 
computation of adjusted gross income (AGI) or provide for the standard deduction and personal and 
dependency exemptions. 

23. (LO 4) 
 a. For state income tax purposes, “piggyback” means making use of what was done for Federal 

income tax purposes. By “decoupling,” a state decides not to allow a particular Federal 
provision (e.g., exclusion, deduction, credit) for state income tax purposes. 

b. A diminishing number of states allow a deduction for Federal income taxes paid. 

c. Most states allow their residents some form of tax credit for income taxes paid to other states. 

24. (LO 4) What happened here likely is not a coincidence. The IRS probably notified the state of 
California regarding Hernando’s omission of income. Thus, California followed up with its own audit. 

25. (LO 4) If Mike is drafted by a team in one of the listed states, he will escape state income tax on 
income earned within that state (e.g., training camp, home games). He will not, however, escape the 
income tax (state and local) imposed by jurisdictions where he plays away games. Called the “jock 
tax,” it is applied to out-of-state athletes and entertainers. 

26. (LO 4, 5) 
  a. This type of question has no relevance to the state income tax, but is a less than subtle way of 

encouraging taxpayers to pay any use tax due on Internet and mail-order purchases. 

  b. As the preparer of the state income tax return, you should not leave questions unanswered 
unless there is a good reason for doing so. It appears that Harriet has no justifiable reason. 
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27. (LO 4) The checkoff boxes add complexity to the return and mislead taxpayers into presuming that 
they are not paying for the donation. 

28. (LO 4) 
  a. They uncover taxpayers who were previously unknown to the taxing authority. 

  b. Amnesty provisions can apply to other than income taxes (e.g., sales, franchise, severance). 

  c. As of yet, no general amnesty program has been offered for the Federal income tax. 

29. (LO 4) 
  a. FICA offers some measure of retirement security, and FUTA provides a modest source of 

income in the event of loss of employment. 

  b. FICA is imposed on both employer and employee, while FUTA is imposed only on the 
employer. 

  c. FICA is administered by the Federal government. FUTA, however, is handled by both the 
Federal and state government. 

  d. This applies only to FUTA. The merit system rewards employers who have low employee 
turnover, because this reduces the payout of unemployment benefits. 

30. (LO 4) 
 a. Unlike the Social Security portion of FICA, there is no dollar limit on the imposition of the 

Medicare tax. 

b. The .9% Medicare addition applies to taxpayers with wages or net self-employment income 
in excess of $200,000 ($250,000 for married filing jointly). 

31. (LO 4) Only children under age 18 are excluded from FICA. Other family members, including 
spouses, must be covered. 

32. (LO 4) 
  a. Severance taxes are transaction taxes that are based on the notion that the state has an interest 

in its natural resources. The tax is imposed on the extraction of minerals. 

  b. Franchise taxes are levied on the right to do business in the state. Typically, they are imposed 
on corporations and are based on their capitalization. 

  c. Occupational fees are applicable to trades or businesses and are licenses to practice. Most are 
not significant revenue producers, and the amounts collected are utilized to defray the cost of 
regulating the profession. 

d. Customs duties are taxes on the importation of certain foreign goods. They are imposed by 
the Federal government and are not found at the state and local level. 

  e. Export duties are taxes imposed on the export of certain commodities (e.g., oil, coffee). They 
are common to less-developed nations and are not levied by the United States. 

33. (LO 4) 
  a. The United States is the only country in the OECD (Organization of Economic Cooperation 

and Development) that does not have a value added tax (VAT). Approximately 80 countries 
use a VAT. In spite of its extensive use by other countries, the adoption of a VAT by the 
United States appears doubtful. Instead, the U.S. places high reliance on the income tax as its 
major revenue source. 
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  b. A VAT taxes the increment in value as goods move through the production and manufacturing 
stages to the marketplace. Although the tax is paid by the producer, it is reflected in the selling 
price of the goods. Therefore, a VAT is a tax on consumption. 

  c. Because it is an effective generator of revenue, the VAT has been criticized as leading to 
more government spending. 

34. (LO 4) 
 a. Both the national sales tax and the VAT are taxes on consumption. Both taxes impose more 

of a burden on low-income taxpayers who must spend a larger proportion of their incomes on 
essential purchases. Thus, the taxes are regressive in effect. 

  b. At least in the case of a national sales tax, the regressive effect might be partly remedied by 
granting some sort of credit, rebate, or exemption to low-income taxpayers. 

35. (LO 4, 5) 
  a. Due to the location of the business and the fact that the employees are “itinerant,” Serena may 

be hiring undocumented aliens. Needless to say, this could cause serious nontax problems 
involving employment and immigration laws. As to tax problems, is Serena complying with 
the FICA and income tax withholding rules? Because of the high labor turnover Serena 
probably has, FUTA costs could be severe. 

  b. Very high. First, Serena is self-employed. Second, she operates on a cash basis. Third, the 
opportunity to understate income and/or overstate expenses is extremely high. 

36. (LO 5) 
  a. A correspondence audit is probably involved. These audits involve a limited number of issues 

(i.e., taxpayer failed to report some dividend income) and most often are easily resolved. 

  b. What is described is an office audit. 

  c. The revenue agent’s report (RAR) accepts the taxpayer’s return as filed. 

  d. When a special agent becomes involved, this usually means that fraud is suspected. 

37. (LO 5) In many unresolved audit disagreements at the agent level, the taxpayer should consider an 
appeal to the Appeals Division. Although it is part of the IRS, it is authorized to resolve audit 
disputes. It has greater settlement authority than does the agent. In many cases, a compromise reached 
at the Appeals Division can avoid a costly and time-consuming judicial proceeding. 

38. (LO 5) The purpose of a statute of limitations is to preclude parties from prosecuting stale claims. The 
passage of time makes the defense of such claims difficult because witnesses and other evidence may 
no longer be available. In the Federal tax area, statutes of limitations cover additional assessments by 
the IRS and the pursuit of refund claims by taxpayers. 

39. (LO 5) 
  a. The normal three-year statute of limitations will begin to run on April 15, 2016. When the 

return is filed early, the regular filing date controls. 

  b. Now the statute of limitations starts to run on the filing date. If the date of filing controlled 
(see part a. above), the taxpayer could shorten the assessment period by filing late. 

  c. If a return that is due is not filed, the statute of limitations does not start to run. It does not 
matter that the failure to file was due to an innocent error on the part of the taxpayer or 
adviser. 
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  d. Regardless of the fact that an innocent misunderstanding was involved, there is no statute of 
limitations when a return is not filed. 

40. (LO 5) No. Interest is not paid if the refund is made within 45 days of when the return was filed. 
However, a return is not considered filed until its due date. Thus, the period from April 15 to May 28 
does not satisfy the 45-day requirement. 

41. (LO 5, 6) 
  a. Normally, the three-year statute of limitations applies to additional assessments the IRS can 

make. However, if a substantial omission from gross income is made, the statute of 
limitations is increased to six years. A substantial omission is defined as omitting in excess of 
25% of the gross income reported on the return. 

  b. No, it would not. The proper procedure would be to advise Andy to disclose the omission to 
the IRS. Absent the client’s consent, do not make the disclosure yourself. 

  c. If Andy refuses to make the disclosure and the omission has a material carryover effect to the 
current year, you should withdraw from the engagement. 

42. (LO 5) $4,000, determined as follows: 

 Failure to pay penalty [.5% × $40,000 × 2 months]  $   400 
 Plus: 
  Failure to file penalty [5% × $40,000 × 2 months] $4,000 
  Less failure to pay penalty for the same period     (400)   3,600 
 Total penalties  $4,000 

43. (LO 5) 
  a. $100,000 (20% × $500,000). 

  b. $375,000 (75% × $500,000). The answer presumes that civil (not criminal) fraud is involved. 

44. (LO 5, 6) 
  a. No. Because no return was filed, the statute of limitations never runs. But even if a return had 

been filed, the three-year period for the 2012 tax return would not expire until April 15, 2016, 
three years after the normal due date for filing. 

  b. Although you can only recommend that the return be filed, you cannot force him to do so. 
However, you should not undertake the engagement for 2013 through 2015 if you cannot 
correctly reflect the tax liability due to the omission for 2012. 

45. (LO 5, 6) The practice of outsourcing the preparation of tax returns is ethical if three steps are taken. 

• Maintain client confidentiality. 

• Verify the accuracy of the work done. 

  • Notify the client, preferably in writing, of the outsourcing. 

46. (LO 7) 
  a. This is the ideal approach to handling a tax cut—for every dollar lost, a new dollar is gained. 

  b. Pay-as-you-go is another way of describing revenue neutrality. Thus, tax cuts should not 
result in an overall loss of revenue. 
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  c. All the sunset provision does is reinstate the law as it existed prior to the tax cut. Here, the 
possibility exists that Congress will rescind (or postpone) the sunset provision before it takes 
effect. 

  d. Indexation is a procedure whereby the IRS makes annual adjustments to certain key tax 
components to take into account inflation. Some of the more important components that are 
adjusted include tax brackets, standard deduction, and personal and dependency exemptions. 

47. (LO 7) 
  a. To encourage pension plans is to stimulate saving (economic consideration). Also, it provides 

security from the private sector for retirement to supplement rather meager public programs 
(social considerations). 

  b. To make education more widely available is to promote a socially desirable objective. A 
better educated workforce also serves to improve the country’s economic capabilities. Thus, 
education tax incentives can be justified on both social and economic grounds. 

  c. The encouragement of home ownership can be justified on both social and economic 
grounds. 

48. (LO 7, 8) 
 a. Social considerations explain the credit. It is socially desirable to encourage parents to 

provide care for their children while they work. 

  b. These deductions raise the issue of preferential tax treatment for homeowners—taxpayers 
who rent their personal residences do not receive comparable treatment. Even so, the 
encouragement of home ownership can be justified on economic and social grounds. 

  c. The joint return procedure came about to equalize the position of married persons living in 
common law states with those residing in community property jurisdictions. Political and 
equity considerations caused this result. 

  d. Social considerations dictate that the tax law should not be used to encourage certain 
activities that are deemed to be contrary to public policy. 

  e. The NOL carryback provision is an equity consideration that is designed to mitigate the effect 
of the annual accounting period concept. 

  f. The installment method of reporting gain is consistent with the wherewithal to pay concept—
the seller is taxed when the payments are made by the purchaser. 

g. The exclusion from Federal income taxation of interest from state and local bonds can be 
justified largely on political considerations. Political goodwill is generated by allowing state 
and local jurisdictions to secure financing at a lower cost (i.e., interest rate) due to favorable 
Federal income tax treatment. 

  h. The treatment of prepaid income is justified under the wherewithal to pay concept. It also 
eases the task of the IRS as to administration of the tax law. 

49. (LO 7) 
 a. Mia’s realized gain from the condemnation is $320,000 [$400,000 (amount of award) − 

$80,000 (cost basis of the warehouse)]. However, her recognized gain is limited to 
$120,000—the amount received that was not reinvested. 
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b. None of the gain is recognized because Mia reinvested the full amount of the condemnation 
award. 

c. As none of the gain was reinvested, the full $320,000 is recognized as income. 

d. The involuntary conversion provision can be justified under the wherewithal to pay concept 
and the notion that the taxpayer’s economic position has not changed. In part b., for example, 
Mia has retained none of the award and has reinvested in property similar to that taken by the 
city. 

50. (LO 8) If the collection is worth more than $1,000, the mother has probably made a gift of the excess 
value to the daughter. Quite possibly the transaction could result in the imposition of a gift tax. Sales 
or other transactions between related parties are subject to the arm’s length test. In this case, for 
example, would the mother have made this sale for $1,000 if the purchaser had been an unrelated 
third party? 

 
SOLUTION TO ETHICS & EQUITY FEATURE 

Making Good Use of Out-of-State Relatives (p. 1-10). Who is the true purchaser of the bracelet? If the aunt 
really made the purchase with her funds and then gave the bracelet to Marcus, no sales or use tax evasion has 
occurred. More likely, the purchase was made by Marcus indirectly through his aunt—the aunt being 
reimbursed by Marcus or using funds provided by him. If such is the case, Marcus owes a sales tax on the 
purchase. Presuming the matter comes to light—the jewelry store might be the weak link—Marcus could be 
subject to prosecution for tax evasion. 
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