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Student No. __________________

Accounting 6110. UNC Charlotte.

Mid-Term Exam. October 15, 2007
Do not put your name on any page of this test. Instead, put you student ID number on each page. The instructor will complete the grading and compute the grade, prior to knowing the name associated with each paper.

You should write so that your answer is easy to read and understand.  In general, you should use complete sentences, although lists, etc. are not required to be in complete sentences. A solution cannot be given full credit, unless it includes complete citations to supporting law.

Please do not restate the facts presented in the question, except as needed to present your answer.  

A note about the Tax Cases. The instructor recognizes that a Tax Court Summary Opinion is not to be used as precedent. However, these decisions do come from the Tax Court and are based on the Internal Revenue Code, Regulations, other court decisions, etc. Tax Court Summary decisions often involve only one tax issue, or a limited number of issues. This feature makes these cases ideal for class discussion and analysis, in contrast with many memorandum or regular decisions that may cover many different tax issues and may cover 100 pages or more. For these reasons, we use Tax Court Summary Opinions in our learning and testing activities while recognizing the limits on their use found in Section 7463. You may cite these cases on a test in this course.
There are six questions on this test. 

Please present your answer to each question in the space immediately below the question.
You are not required to use all of the space provided.
If you need more space, you can continue your answer on the back of the page– be sure and identify the question, etc.

You could write for days on these questions, providing very detailed answers. 

Please provide complete answers, but do not go into excessive detail.


Question 1.  (10 Points)

As a tax bill proceeds through Congress, various committee reports are generated. 

A. List three Committee Reports that are typically prepared.

B. When are these reports useful?
A. Committee Reports usually are available for the deliberations of the 
Ways and Means Committee, 
the Finance Committee, and 
the Joint Conference Committee.

See page 89 of the text.

B. Committee Reports are an important tool for tax researchers in situations where the tax law is unclear, or when recent legislation has been passed.  
The Committee Reports generally explain the elements of the proposed changes to the tax law and the reasons for the proposals.  
The Committee Reports can provide insight concerning the meaning of a specific phrase of the statute or the intention of Congress concerning a certain provision of the law.
Note: This is assigned homework question no. 15 and question no. 16 for Chapter 3.


Question 2. (10 Points)

SSTS no. 6: Knowledge of Error: Return Preparation.
Please summarize your responsibilities under SSTS No. 6, if you learn that your client made an error in filing a federal income tax return for the preceding year.

Answer
(Note: you do not need to cover all of the following points in order to get full credit for the question. The following points are the instructor’s summary (paraphrase) of Statement on Standards for Tax Practice No. 6.)

1. You have a duty to advise the taxpayer promptly when you learn of an error on a return that has been filed, or that a required return has not been filed.

2. Your advice should include appropriate measures to be taken.

3. You are not permitted to advise the IRS, without taxpayer’s permission, except as required by law.
4. If you are requested to prepare the current year return and client has not taken corrective action for the past error, you should consider whether you should resign from the engagement.
(If the taxpayer has not corrected the error, consider the significance of the error – its impact on the client’s tax returns including the current year return. Consider whether the character of management is in doubt, which also affects your decision regarding continuation of the engagement. Finally, consider your own legal and ethical requirements which may create a conflict between your interests and those of the client.)
5. If you prepare the current year return, you should take steps to assure that the error will not be repeated.
6. Refer the taxpayer to an attorney if there is a possibility the taxpayer may be charged with fraud or other criminal conduct. (Keep in mind the limits on privileged communications between the tax preparer and the client.)
7. If the error has an insignificant effect, the error is not covered by this statement.

8. An item is not covered by this statement if it met the standards under SSTS No. 1 at the time the return was filed. (However, the STSS recognizes an exception where a new law (code, case, etc.) has retroactive effect.)
Note: This question is somewhat similar to Question No. 3 on the Mid-term Exam for 2006, which is posted on the web page. (SSTS No. 6). It is also covered in assigned homework question no. 52 for Chapter 1.

Question 3. (20 Points)

Your client (John) expects to have net income from his unincorporated business of about $90,000 this year. When meeting with your client, the client disclosed to you that he became an avid gambler in the last half of 2007, having visited the casino just about every weekend during that period. During this period he won about $60,000, but also lost about $80,000 for an overall net loss of $20,000. Client files a joint return with his wife who does not have a paying job. Their only income is from the unincorporated business, and from gambling. They claim a dependency exemption for their son who is 10 years old. John has asked you whether his understanding regarding two areas of the tax law is correct.
1. His golfing buddy has told John that he should consider himself a professional gambler so he can deduct his entire gambling loss. Is that correct?

2. John understands that he will be able to claim a child credit, as he has done in the past. Is that correct?
When answering this question, you may use the court case for Mr. Mohammadpour, which is provided separately. Please keep in mind that Tax Court Summary opinions may not cover all relevant details and may not cite all of the relevant tax law.

Answer to Question 3.
Part 1. (10 Points)
His golfing buddy has told John that he should consider himself a professional gambler so he can deduct his entire gambling loss. Is that correct?

No.

Internal Revenue Code Sec. 165(a) states: “There shall be allowed as a deduction any loss sustained in the taxable year and not compensated by insurance or otherwise.”
Internal Revenue Code Sec. 165( c)(1) lists “losses incurred in a trade or business” as being among those losses that may be deducted under subsection (a).

However, Sec. 165(d) provides an overall limit on the loss deduction: "Losses from wagering transactions shall be allowed only to the extent of the gains from such transactions." 

Regulation Sec. 1.165-10 also contains this limit on losses.

The United States Tax Court has said that this limit applies: “Regardless of whether a taxpayer's gambling activity constitutes a trade or business….” See Mohammadpour, T.C. Summary Opinion 2007-163.
Part 2. (10 Points)
John understands that he will be able to claim a child credit, as he has done in the past. Is that correct?
Probably the answer is No.
Internal Revenue Code Section 24(a) provides a credit of $1,000 for each qualifying child.
However, Sec. 24(b) provides that the credit is phased out at the rate of $50 per $1,000 by which modified adjusted gross income exceeds a threshold amount. The threshold is $110,000 in the case of a joint return. (It is assumed that adjusted gross income will be equal to modified adjusted gross income in this case.)
Whether any, or all, of the credit will be phased out for this taxpayer depends on the amount of the taxpayer’s adjusted gross income for the year. The taxpayer’s adjusted gross income for the year will depend on whether the taxpayer is considered to be in the business of gambling.
First assume the taxpayer is found to be in the trade or business of gambling. In that case, the gambling losses will offset the gambling winnings when computing adjusted gross income, because such losses will be deductible (to the extent of winnings) in arriving at Adjusted Gross Income (AGI), according to Sec. 62. 

This means the taxpayer’s adjusted gross income will be about $90,000 from his regular unincorporated business and results of the gambling activity will not cause an increase in AGI. This AGI of $90,000 is less than the threshold of $110,000, and the child credit amount of $1,000 for the taxpayer will not be reduced the phase-out provision.
However, if the taxpayer is found not to be in the trade or business of gambling, the adjusted gross income amount of $90,000 from his regular business will be added to gambling winnings of $60,000 to get adjusted gross income of about $150,000. Then, allowable gambling losses may be claimed as an itemized deduction according to Sec. 63(a). Here, the adjusted gross income of $150,000 is $40,000 above the AGI phase-out threshold amount. The potential phase-out amount of $2,000 ($50 multiplied by 40) exceeds the child care credit amount of $1,000, so child tax credit will be fully phased out. (Sec. 24(b))
The issue of whether a taxpayer’s gambling activity qualifies as a trade or business was addressed in Mohammadpour, T.C. Summary Opinion 2007-163. In that case, the court stated:

The Supreme Court, in Commissioner v. Groetzinger, 480 U.S. 23 (1987), held that a taxpayer may be in the trade or business of gambling where he or she engages in the gambling activity with continuity and regularity and with the primary purpose of making a profit. A sporadic activity, hobby, or amusement diversion does not qualify.
While it is impossible to determine (with certainty) the classification of the client in the memo problem under consideration, it seems that our client is not in the trade or business of gambling. Our client’s level of gambling activity seems to be more in line with that of Mr. Mohammadpour who was held to be not in the business of gambling than that of Mr. Groetzinger who was found to be in the business of gambling.

Question 4. (20 Points) –Research Question. Condemnation of Property.
Clayton Corporation owns business realty that the county condemns on July 15, year 1. 
The county pays Clayton $400,000 for the property that has an allocated basis of $235,000.

1.  What are Clayton’s realized and recognized gain, assuming it does not replace the property?

2.
(a)
What is its recognized gain, assuming it spends $350,000 on replacement property?


(b)
What is its basis in the replacement property which is purchased for $350,000?

3.
(a)
What is its recognized gain, assuming it spends $500,000 on replacement property?


(b)
What is its basis in the replacement property which is purchased for $500,000?
(The facts and tax issues for this “memo” are presented above – please do not repeat them.

Address the first issue, providing your answer and the support for your answer from the Code and Regulations. When you have completed your answer for the first issue, proceed to the second issue (or set of issues), etc. You may assume that the corporation wishes to minimize its current taxable income.)
Answer

1.  What are Clayton’s realized and recognized gain, assuming it does not replace the property?

	Selling price
	$400,000
	

	Basis
	-235,000
	

	Gain Realized
	165,000
	Section 1001

	Gain Recognized
	$165,000
	Section 1033(a)(2)(A)


2.
(a)
What is its recognized gain, assuming it spends $350,000 on replacement property?
	Involuntary Conversion

	1
	 Proceeds
	$400,000 
	$400,000 

	2
	 Adjusted Basis
	(235,000)
	 

	3
	 Gain Realized
	165,000 
	 
	Section 1001

	4
	 Cost of New
	 
	350,000 

	5
	 Proceeds not reinvested
	50,000 

	6
	 Gain Recognized (Lesser of 3 or 5)
	50,000 
	Section 1033(a)(2)(A)

	7
	 Gain Deferred
	 
	(115,000)

	8
	 New Basis (Line 4 less Line 7)
	$235,000 
	Section 1033(b)(2)



(b)
What is its basis in the replacement property which is purchased for $350,000?

See preceding answer
3.
(a)
What is its recognized gain, assuming it spends $500,000 on replacement property?

	Involuntary Conversion

	1
	 Proceeds
	$400,000 
	$400,000 

	2
	 Adjusted Basis
	(235,000)
	 

	3
	 Gain Realized
	165,000 
	 
	Section 1001

	4
	 Cost of New
	 
	500,000 

	5
	 Proceeds not reinvested
	0 

	6
	 Gain Recognized (Lesser of 3 or 5)
	0 
	Section 1033(a)(2)(A)

	7
	 Gain Deferred
	 
	(165,000)

	8
	 New Basis (Line 4 less Line 7)
	$335,000 
	Section 1033(b)(2)



(b)
What is its basis in the replacement property which is purchased for $500,000?

See preceding answer


Question 5. (10 Points)
Short Questions- Please circle the letter of the best answer to each question, or give your answer if alternative choices are not provided. Then support your answer with an explanation and/or computation, along with appropriate citations to the Code or Regulations.
autonumout   A client inherited a vacation home in Canada. He is surprised to learn that his real estate property taxes in Canada will be $2,000 per year, but he enjoys vacationing there. He wants to know if he can claim an income tax deduction on his U.S. income tax return for the Canadian real estate tax. 
	a.
	Yes
	b.
	No


Section 164(a) provides a deduction for “State and local, and foreign, real property taxes.”

autonumout  Mary’s pre-school daughter was chosen as a model for children’s clothes and the child earned compensation of $4,000 in 2007. Will Mary and her husband be required to include this income of $4,000 on their joint return for 2007?                  

	a.
	Yes
	b.
	No


Section 73 provides “Amounts received in respect of the services of a child shall be included in his gross income and not in the gross income of the parent, even though such amounts are not received by the child.”
autonumout  You have just accepted a position with a CPA firm. During 2007, the firm reimbursed you a total of $400 for your dues paid to the American Institute of Certified Public Accountants and the North Carolina Association of CPAs. Should you include this payment of $400 in your income?
	a.
	Yes
	b.
	No


Section 132(a) provides that gross income does not include any fringe benefit that qualifies as a working condition fringe.

Section 132(d) provides: For purposes of this section, the term "working condition fringe" means any property or services provided to an employee of the employer to the extent that, if the employee paid for such property or services, such payment would be allowable as a deduction under section 162 or 167.
Regulation 1.162-6 provides: “A professional man may claim as deductions the cost of supplies used by him in the practice of his profession, expenses paid or accrued in the operation and repair of an automobile used in making professional calls, dues to professional societies …”
autonumout    Ryan, age 67, is single and retired. Ryan sold his principal residence for the net amount of $800,000 after all selling expenses on December 31, 2007. Ryan bought the house on January 1, 2007 and occupied it from that day until it was sold. On the date of sale, the house had a basis of $500,000. Ryan sold the house because his elderly parent had a stroke and Ryan found it necessary to move in with his parent so he could care for the parent, who must have care each day. How much of the gain is recognized by Ryan for 2007?
	Exclusion of gain on sale of residence – Sec. 121

	 Selling price of residence 
	
	$800,000 

	 Cost 
	
	500,000 

	 Gain realized 
	
	300,000 

	 Maximum Gain Excluded 
	250,000 
	

	 Gain Excluded – General Rule
	
	0 
	Home not held 2 years

	 Gain reported under general rule
	
	$300,000 

	Special rule of Section 121(c)
	
	

	Numerator
	
	12

	Denominator
	
	24

	% of exclusion
	
	50%

	Maximum Exclusion
	
	250,000

	Exclusion allowed
	
	125,000

	Gain recognized
	
	$175,000


See also Reg. 1.121-3(d)(3) Example 2. Also Reg. 1.121-3(g).

Question 6. (20 Points)

(You may refer to the Code and Regs for this case, as well as the case involving Perry Peterson, which is being provided with this test.)

Joe Executive is owner and CEO of a successful local corporation. Joe became your new client last year and you prepared Joe’s 2006 personal federal income tax return based on information Joe provided to you. Joe’s return for 2006 included his salary of $100,000 in gross income, which was correct. 

Joe had received a gift of a farm from his grandfather in 2005. His grandfather had owned the land for about 60 years. Joe sold the land in 2006 for $80,000. Joe did not provide any information to you regarding the sale of land, and you were not aware of the sale. Therefore you prepared a return that did not include this sales transaction. The IRS has determined that the 2006 return is incorrect. The IRS has proposed an assessment of the additional income tax due on this return, as well as an accuracy related penalty.

You have determined that Joe’s basis was about $2,000 for the land. 
Joe recognizes that he will have to pay income tax on the gain. However, Joe objects to the penalty, because he said he tried to comply with the tax law, and was too busy to review the return before filing it. He says he simply forgot to tell you about the gain.
Requirement

1. Please explain the nature of the penalty being proposed by the IRS.

2. Please explain how a taxpayer can demonstrate that he or she should not be liable for the penalty
3. Please explain whether you think Joe will be able to avoid this penalty.
 (Do not restate the facts presented in the question, except as needed to present your answer.)

Question 6. (20 Points)

1. Please explain the nature of the penalty being proposed by the IRS. (6 pts)
Section 6662(a) imposes an accuracy-related penalty on an underpayment of tax. 
The penalty is 20 percent of any underpayment attributable to a list of causes contained in sub​section (b). 

Among the causes justifying the imposition of the penalty are 
(1) negligence or disregard of rules or regulations and 
(2) any substantial under​statement of income tax. 

Section 6662(c) defines negligence as "any failure to make a reasonable attempt to comply with the provisions of this title." "[D]isregard" is defined to include "any careless, reckless, or intentional disregard."  

There is a "substantial understatement" of income tax for any taxable year where the amount of the understatement exceeds the greater of 
(1) 10 percent of the tax required to be shown on the return for the taxable year or 
(2) $5,000. Sec. 6662(d)(1)(A)(i) and (ii). 

2. Please explain how a taxpayer can demonstrate that he or she should not be liable for the penalty. (7 pts)
The amount of the understatement is reduced to the extent attributable to an item 

(1) for which there is or was substantial authority for the taxpayer's treatment thereof, or 

(2) with respect to which the relevant facts were adequately disclosed on the taxpayer's return or an attached statement and there is a reasonable basis for the taxpayer's treatment of the item. See sec. 6662(d)(2)(B).

There is an exception to the section 6662(a) penalty when a taxpayer can demonstrate 

(1) reason​able cause for the underpayment and 

(2) that the taxpayer acted in good faith with respect to the under​payment. Sec. 6664(c)(1). 
Reliance upon the advice of a tax professional may, but does not necessarily, establish reasonable cause and good faith for the purpose of avoiding a section 6662(a) penalty. 
Caselaw sets forth the following three requirements in order for a taxpayer to use reliance on a tax professional to avoid liability for a section 6662(a) penalty: 
(1) The adviser was a competent professional who had sufficient expertise to justify reliance, 
(2) the taxpayer provided necessary and accurate information to the tax adviser, and 
(3) the taxpayer actually relied in good faith on the adviser's advice. 
3. Please explain whether you think Joe will be able to avoid this penalty. (7 pts)
The understatement of tax is assumed to be $11,700, which is 15% of the capital gain of $78,000.
The amount of the understatement exceeds $5,000 and we may conclude it exceeds 10% of the tax required to be shown on the return.
The amount of the tax shown on the tax return is not given, but the tax required to be shown on the return would have to be over $117,000 in order for the understatement to be less than the 10% threshold. Without the 11,700 capital gains tax, the remaining income tax would have to be over $100,000 to avoid the threshold. Therefore, we may assume there is a substantial understatement.
In addition, the taxpayer seems to have been negligent, or to have disregarded tax rules and regulations.
Your client has an obligation to examine his tax return in order to assure that it is accurate.

Based on the opinion in the Pedersen case, it is unlikely that the client will be able to show that (by relying on your advice) he acted in good faith and had reasonable cause for the understatement.
The client will likely owe the 20% penalty.
