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FINAL EXAMINATION REVIEW QUESTIONS ACCOUNTING 305 TRUE/FALSE 1. 

Any personal expenditures not specifically allowed as itemized deductions by

the tax law are nondeductible. ANS: T Only those personal expenditures that 

are allowed by the tax law are deductible as itemized deductions. PTS: 1REF:

p. 10-2 2. The election to itemize is appropriate when total itemized 

deductions are less than the standard deduction based on the taxpayer’s 

filing status. ANS: F The election to itemize is appropriate when total 

itemized deductions exceed the standard deduction based on the taxpayer’s 

filing status. PTS: 1REF: p. 10-2 3. 

A medical expense does not have to relate to a particular ailment to be 

deductible. ANS: T The definition of medical care is broad enough to cover 

preventive measures; therefore, the cost of periodic physical and dental 

exams qualifies even for a taxpayer in good health. PTS: 1REF: p. 10-3 4. 

Erica, Carol’s daughter, has a severe form of autism. Dr. Malone 

recommends that Carol send Erica to a resident special school for autistic 

children when she enters first grade. Erica may include the cost of tuition for 

the special school but cannot include the cost of meals or lodging when 

computing her medical expense deduction. 

ANS: F Erica may also include the cost of meals and lodging. PTS: 1REF: p. 

10-4 5. Mindy paid an appraiser to determine how much a capital 

improvement made for medical reasons increased the value of her personal 

residence. The appraisal fee qualifies as a deductible medical expense. ANS: 

F The appraisal fee does not qualify as a medical expense, but it qualifies as 

a deduction under § 212 (related to the determination of tax liability) as a 

miscellaneous itemized deduction. PTS: 1REF: p. 10-5 6. Upon the 
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recommendation of a physician, Ed has a swimming pool installed at his 

residence because of a heart condition. 

If he is allowed to deduct all or part of the cost of the pool, Ed’s increase in 

utility bills due to the operation of the pool qualifies as a medical expense. 

ANS: T Such expense does qualify as a medical expense. PTS: 1REF: Example

6 7. Gerald, a physically handicapped individual, pays $9, 000 for the 

installation of wheelchair ramps, support bars, and railings in his personal 

residence. These improvements increase the value of his personal residence 

by $2, 000. Only $7, 000 of the expenditure qualifies as a medical deduction 

(subject to the 7. 5% floor). ANS: F 

The full $9, 000 is included as a medical expense under a special rule 

applicable to physically handicapped persons. The deduction is subject to the

7. 5% floor. PTS: 1REF: p. 10-5 8. Chad pays the medical expenses of his son,

James. James would qualify as Chad’s dependent except that he earns $6, 

500 during the year. Chad may not claim James’ medical expenses because 

he is not a dependent. ANS: F Chad may deduct the medical expenses. The 

gross income test is waived in determining dependency status for medical 

expense purposes. PTS: 1REF: p. 10-5 9. Bill paid $2, 500 of medical 

expenses for his daughter, Marie. 

Marie is married to John and they file a joint return. Bill can include the $2, 

500 of expenses when calculating his medical expense deduction. ANS: T 

The joint return test is waived in determining dependency status for medical 

expense deduction purposes. Bill may include the $2, 500 in calculating his 

medical expenses. PTS: 1REF: p. 10-5 | Example 7 10. In 2007, Dena traveled
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500 miles for specialized medical treatment that was not available in her 

hometown. She paid $80 for meals during the trip, $125 for a hotel room on 

Tuesday night, and $15 in parking fees. 

She did not keep records of other out-of-pocket costs for transportation. 

Dena can include $235 in computing her medical expenses. ANS: F Dena can

deduct $100 (500 miles ? 20 cents per mile) for transportation. The 20 cents 

per mile automatic mileage option for medical transportation does not 

include related parking fees and tolls, so she also can deduct the $15 paid 

for parking fees. She can deduct $50 for the hotel, but she cannot deduct the

cost of meals ($90 + $50 + $15 = $165). PTS: 1REF: p. 10-6 11. Maria 

traveled to Rochester, Minnesota, with her son, who was operated on at 

Mayo Clinic. 

Her son stayed at the clinic for the duration of his treatment. She paid airfare

of $300 and $50 per night for lodging. The cost of Maria’s airfare and lodging

cannot be included in determining her medical expense deduction. ANS: F A 

deduction is allowed for transportation and lodging expenses. In addition, 

Maria’s deduction for lodging is allowed, since it falls within the limit of $50 

per night. PTS: 1REF: p. 10-6 12. In 2007, Brandon, age 72, paid $3, 000 for 

long-term care insurance premiums. He may include the $3, 000 in 

computing his medical expense deduction for the year. ANS: T 

Taxpayers over age 70 may include up to $3, 680 in computing medical 

expenses. PTS: 1REF: p. 10-7 13. Margaret, who is self-employed, paid $6, 

000 for medical insurance coverage. She can include the $6, 000 when 

calculating her medical expense deduction. ANS: F Insurance coverage paid 
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by a self-employed individual is deductible as a business expense (i. e. , as a 

deduction for AGI), not as a medical expense. PTS: 1REF: p. 10-7 14. Matt, a 

calendar year taxpayer, pays $11, 000 in medical expenses in 2007. He 

expects $5, 000 of these expenses to be reimbursed by an insurance 

company in 2008. 

In determining his medical expense deduction for 2007, Matt must reduce 

his 2007 medical expenses by the amount of the reimbursement he expects 

in 2008. ANS: F Unlike the casualty loss deduction, the medical expense 

deduction does not have to be reduced by anticipated recoveries. Matt can 

include all $11, 000 as a medical expense in 2007. PTS: 1REF: p. 10-8 15. In 

2008, Rhonda received an insurance reimbursement for medical expenses 

incurred in 2007. She is not required to include the reimbursement in gross 

income in 2008 if she claimed the standard deduction in 2007. ANS: T 

The reimbursement is included in gross income only to the extent the 

taxpayer derived a tax benefit from deducting the expense in the previous 

year. Because Rhonda did not itemize in 2007, she received no tax benefit. 

PTS: 1REF: Example 12 16. Georgia contributed $2, 000 to a qualifying 

Health Savings Account in 2007. She may not include the entire amount 

when calculating her medical expense deduction. ANS: T The payment to the

HSA is a deduction for AGI. PTS: 1REF: p. 10-9 17. Fees for automobile 

inspection, automobile titles and registration, bridge and highway tolls, 

parking meter deposits, postage, etc. are not deductible if incurred for 

personal reasons, but they are deductible as deductions for AGI if incurred as

a business expense by a self-employed taxpayer. ANS: T Deductible and 

nondeductible taxes are summarized in Exhibit 10-2. Specified taxes (such 
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as state income taxes and real and personal property taxes) are deductible 

as itemized deductions, but personal fees are not. However, fees incurred in 

a trade or business are deductible, but not as itemized deductions. PTS: 

1REF: p. 10-11 18. Taxes assessed for local benefits, such as a new sidewalk,

are deductible as real property taxes. 

ANS: F Such taxes are not deductible, but may be capitalized (added to the 

adjusted basis of the taxpayer’s property). PTS: 1REF: p. 10-11 19. Sergio 

was required by the city to pay $2, 000 for the cost of new curbing installed 

by the city in front of his personal residence. The new curbing was installed 

throughout Sergio’s neighborhood as part of a street upgrade project. Sergio 

may not deduct $2, 000 as a tax, but he may add the $2, 000 to the basis of 

his property. ANS: T Such assessments are added to the adjusted basis of 

the taxpayer’s property. PTS: 1REF: p. 10-11 20. 

Warren sold his personal residence to Alicia on July 1, 2007. He had paid $4, 

200 in real property taxes on March 1, 2007, the due date for property taxes 

for 2007. Warren must increase the amount realized for his property by the 

portion of the $4, 200 allocable to Alicia. ANS: F The real property taxes are 

apportioned between the buyer (Alicia) and seller (Warren) on the basis of 

the number of days the property is held by each during the real property tax 

year. Warren, who paid all of the tax for the year, must reduce his amount 

realized by the portion of the taxes allocable to Alicia. 

PTS: 1REF: p. 10-12 | Example 19 21. Trent sells his personal residence to 

Chester on July 1, 2007. He had paid $7, 000 in real property taxes on March 

1, 2007, the due date for property taxes for 2007. Trent may not deduct the 
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portion of the taxes he paid for the period the property was owned by 

Chester. ANS: T The real property taxes paid by the seller (Trent) but 

apportioned to the buyer (Chester) reduce the amount Trent realized from 

the sale of the residence. Trent may not deduct the portion of the taxes 

related to the period Chester owned the property. PTS: 1REF: p. 0-12 | 

Example 19 22. Herbert is the sole proprietor of a furniture store. He can 

deduct real property taxes on his store building but he cannot deduct state 

income taxes related to his net income from the furniture store as a business

deduction. ANS: T Herbert may deduct the real property taxes on the store 

building as a business expense. However, the position of the IRS is that state

and local income taxes imposed upon an individual are deductible only as 

itemized deductions, even if the taxpayer’s sole source of income is from a 

business, rents, or royalties. PTS: 1REF: p. 0-11 | p. 10-13 23. Grace’s sole 

source of income is from a restaurant that she owns and operates as a 

proprietorship. Any state income tax Grace pays on the business net income 

must be deducted as a business expense rather than as an itemized 

deduction. ANS: F State and local income taxes imposed on an individual are 

deductible only as an itemized deduction even if the taxpayer’s sole source 

of income is from a business. PTS: 1REF: p. 10-13 24. In April 2007, Bertie, a 

calendar year cash basis taxpayer, had to pay the state of Michigan 

additional income tax for 2006. 

Even though it relates to 2006, for Federal income tax purposes the payment

qualifies as a tax deduction for tax year 2007. ANS: T The amount is 

deductible in 2007 because Bertie is a cash basis taxpayer. PTS: 1REF: p. 10-

13 | Example 20 25. In January 2008, Pam, a calendar year cash basis 
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taxpayer, made an estimated state income tax payment for 2007. The 

payment is deductible in 2007. ANS: F Cash basis taxpayers can deduct 

amounts paid or withheld in the year paid, no matter which year the 

payments pertain to. The 2008 payment is a deduction for 2008. PTS: 1REF: 

p. 10-13 26. 

In 2007 Michelle, single, paid $2, 500 interest on a qualified student loan. 

Her MAGI was $60, 000. She may deduct the $2, 500 interest as a deduction 

for AGI. ANS: F Michelle’s deduction is reduced by the phase-out rules. The 

deduction is phased out for single taxpayers with modified AGI (MAGI) 

between $55, 000 and $70, 000. PTS: 1REF: p. 10-14 27. Tom, whose MAGI is

$40, 000, paid $3, 500 interest on a qualified student loan in 2007. Tom is 

single. He may deduct the $3, 500 interest as an itemized deduction. ANS: F 

The deduction is limited to $2, 500 and is a deduction for AGI. 

PTS: 1REF: p. 10-14 28. David earned investment income of $20, 000 and 

incurred investment interest expense of $12, 000 during 2007. He incurred 

other investment expenses of $9, 000 during the year. David may deduct 

$12, 000 of investment interest in 2007. ANS: F The deduction for 

investment interest expense may not exceed net investment income for the 

year. David’s net investment income is $11, 000 ($20, 000 – $9, 000). So 

$11, 000 can be deducted. The excess $1, 000 investment interest expense 

may be carried forward to 2008. PTS: 1REF: p. 10-14 | p. 10-15 29. 

Investment income includes gross income from interest, dividends, annuities,

and royalties not derived in the ordinary course of a trade or business; 

income from a passive activity; and income from a real estate activity in 
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which the taxpayer actively participates. ANS: F Investment income can 

include gross income from interest, dividends, annuities, and royalties not 

derived in the ordinary course of a trade or business. However, income from 

a passive activity and income from a real estate activity in which the 

taxpayer actively participates are not included in investment income. PTS: 

1REF: p. 0-14 30. In 2007, Craig had investment income of $15, 500, 

investment expenses of $14, 000, and a long-term capital gain of $4, 000 on 

an investment. He had $7, 500 in investment interest expense during the 

year. In calculating his net investment income, Craig may deduct a 

maximum of $5, 500 investment interest. ANS: T Craig may elect to include 

the $4, 000 gain in investment income if he agrees to reduce the amount 

qualifying for the alternative capital gains rate by the same amount. His 

maximum deduction for investment interest is $5, 500 ($15, 500 + $4, 000 –

$14, 000). PTS: 1REF: p. 10-14 | p. 10-15 1. Harry, who earned investment 

income of $18, 500, incurred investment interest expense of $5, 500, and 

other investment expenses of $9, 000 during 2007. Harry may deduct $9, 

500 of investment interest expense. ANS: F Harry’s investment interest 

deduction is $5, 500 ($18, 500 investment income – $9, 000 other 

investment expenses, but limited to the actual expense of $5, 500). PTS: 

1REF: p. 10-14 | p. 10-15 32. For purposes of computing the deduction for 

qualified residence interest, a qualified residence includes the taxpayer’s 

principal residence and two other residences of the taxpayer or spouse. 

ANS: F A qualified residence includes a principal residence and one other 

residence. PTS: 1REF: p. 10-16 33. Interest paid or accrued during the tax 

year on aggregate acquisition indebtedness of $2 million or less ($1 million 
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or less for married persons filing separate returns) is deductible as qualified 

residence interest. ANS: F A $1 million limit for qualified residence interest 

applies to acquisition indebtedness ($500, 000 or less for married persons 

filing separately). PTS: 1REF: p. 10-16 34. A taxpayer pays points to obtain 

financing to purchase a personal residence. 

At the election of the taxpayer, the points can be deducted as interest 

expense for the year paid. ANS: T The special rule for the expensing of points

applies when a personal residence is involved. PTS: 1REF: p. 10-17 35. If 

certain conditions are met, a buyer may deduct seller-paid points in the tax 

year in which they are paid. ANS: TREF: p. 10-17 | p. 10-18 36. Jack sold a 

personal residence to Steven and paid points of $3, 500 on the loan to help 

Steven finance the purchase. Jack can deduct the points as interest. ANS: F 

Points paid by the seller of a personal residence are deductible as interest by

the buyer (i. e. , Steven). 

Such amounts reduce the seller’s (Jack’s) amount realized. PTS: 1REF: p. 10-

18 37. Letha incurred a $1, 600 prepayment penalty to a lending institution 

because she paid off the mortgage on her home early. The $1, 600 is 

deductible as interest expense. ANS: T Prepayment penalties are considered 

to be deductible interest. PTS: 1REF: p. 10-18 38. Leona borrows $100, 000 

from First National Bank and uses the proceeds to purchase City of Houston 

bonds. The interest Leona pays on this loan is deductible as investment 

interest subject to the investment interest limits. ANS: F Interest incurred to 

purchase or carry tax-exempt bonds is not deductible. 
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PTS: 1REF: p. 10-18 39. Tony, a cash basis taxpayer, took out a 12-month 

business loan on December 1, 2007. He prepaid all $4, 200 of the interest on

the loan on December 1, 2007. Tony can deduct all $4, 200 of the prepaid 

interest in 2007. ANS: F Cash basis taxpayers are required to allocate 

prepaid interest to the tax years to which the interest relates. Therefore, 

Tony can deduct only $350 ($4, 200/12) in 2007 and the other $3, 850 in 

2008. PTS: 1REF: p. 10-19 40. Sadie mailed a check for $2, 200 to a qualified 

charitable organization on December 31, 2007. The $2, 200 contribution is 

deductible on Sadie’s 2007 tax return. 

ANS: T The mailing date is treated as the date of the charitable contribution. 

PTS: 1REF: p. 10-22 41. On December 23, 2007, Megan used her bank credit 

card to make a $750 contribution to the United Way, a qualified charitable 

organization. She will pay her credit card balance in January 2008. If Megan 

itemizes, she cannot deduct the $750 in 2007. ANS: F The date the charge is 

made on a bank credit card determines the year of deduction. PTS: 1REF: p. 

10-22 42. Judy paid $40 for Girl Scout cookies and $40 for Boy Scout 

popcorn. Judy may claim an $80 charitable contribution deduction. ANS: F 

The deduction is the excess of the amount paid over the value of the benefit 

received (i. e. , the cookies and popcorn). PTS: 1REF: p. 10-20 43. For all of 

2007, Aaron (a calendar year taxpayer) allowed the City Men’s Shelter, a 

qualified charitable organization, to use a building he owns rent-free. The 

building normally rents for $12, 000 a year. Aaron must report $12, 000 of 

rent income and will be allowed a charitable contribution deduction for 2007 

of $12, 000. ANS: F The value of rent-free use of building space is not 

reported as income nor is it deductible as a charitable contribution. 
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PTS: 1REF: p. 10-21 44. Al contributed a painting to the Metropolitan Art 

Museum of St. Louis, Missouri. The painting, purchased six years ago, was 

worth $40, 000 when donated, and Al’s basis was $20, 000. If this painting is 

immediately sold by the museum and the proceeds are placed in the general

fund, Al’s charitable contribution deduction is $20, 000 (subject to 

percentage limitations). ANS: T The property was put to an “ unrelated use” 

by the charitable organization. Al is allowed a deduction for the contribution 

based on the $20, 000 basis, not the $40, 000 FMV. PTS: 1REF: p. 10-24 45. 

During the year, Victor spent $300 on bingo games sponsored by his church. 

If all profits went to the church, Victor has a charitable contribution 

deduction of $300. ANS: F Costs of raffles, bingo, or lottery tickets do not 

qualify for the charitable deduction regardless of who receives the profits. 

PTS: 1REF: p. 10-21 46. In 2007, Allison drove 800 miles to volunteer in a 

project sponsored by a qualified charitable organization in Utah. In addition, 

she spent $250 for meals while away from home. Allison may take a 

charitable contribution deduction of $112 (800 miles ? $. 14). ANS: F 

Transportation for charitable purposes is deductible at 14 cents per mile. The

cost of meals is deductible because they were incurred while the taxpayer 

was away from home. Therefore, Allison’s deduction is $362 [$250 + (800 

miles ? . 14 per mile)]. PTS: 1REF: p. 10-21 47. During the year, Eve (a 

resident of Billings, Montana) spends three consecutive weeks in Louisville, 

Kentucky. One week is spent representing the Billings First Christian Church 

at the national convention, and two weeks are spent vacationing with 

relatives. One third of Eve’s travel expenses will qualify as a charitable 

deduction. ANS: F 
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Two weeks out of three weeks would be considered “ a significant element” 

for vacation time. Therefore, none of Eve’s expenses will qualify. PTS: 1REF: 

p. 10-21 | Example 31 48. Jerry pays $5, 000 tuition to a parochial school run

by his church in order to enable his daughter to attend. This is the amount 

the school charges all students. Part of the tuition payments can be claimed 

as a charitable contribution. ANS: F Because the payment provided Jerry’s 

family with a tangible benefit, no deduction is allowed. Jerry paid no more 

than the amount the church would have charged others for attendance at 

the school. PTS: 1REF: p. 0-20 49. Ronaldo contributed stock worth $12, 000 

to the Children’s Protective Agency, a qualified charity. He acquired the 

stock twenty months ago for $6, 000. He may deduct $6, 000 as a charitable 

contribution deduction (subject to percentage limitations). ANS: F Ronaldo’s 

deduction is $12, 000, the FMV of the property. Long-term capital gain 

property contributions are measured by FMV, not basis. PTS: 1REF: p. 10-24 

50. Any capital asset donated to a public charity, that would result in long-

term capital gain if sold, usually is subject to the 30% of AGI ceiling limitation

on charitable contributions for individuals. 

ANS: T A limited exception applies if the reduced deduction election is made.

Also, long-term capital gain property that is tangible personalty and put to an

unrelated use by the charity is subject to the 50% of AGI limitation. PTS: 

1REF: p. 10-25 | p. 10-26 51. The reduced deduction election enables a 

taxpayer to move from the 30% of AGI limitation to the 50% of AGI 

limitation. ANS: T The election allows the taxpayer to move from the 30% 

limitation to the 50% limitation. PTS: 1REF: p. 10-26 | Example 36 52. John 

gave $1, 000 to a family whose house was destroyed by fire. 
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John may claim a charitable deduction of $1, 000 on his tax return for the 

current year. ANS: F Gifts made to needy individuals are not tax deductible. 

Deductible gifts need to be made to a qualifying charity. PTS: 1REF: p. 10-21 

53. In the year of her death, Maria made significant charitable contributions 

of long-term capital gain property. In fact, the amount of the contributions 

exceeds 30% of her AGI. Maria’s executor can elect to deduct charitable 

contributions of up to 50% of Maria’s AGI on Maria’s final income tax return. 

ANS: T 

The reduced deduction election would move Maria from the 30% to the 50% 

of AGI limitation. Depending on how the amounts work out, the election 

could result in a larger contribution deduction allowed on Maria’s final 

income tax return. The loss of excess contribution carryovers is of no 

consequence since death terminates any such carryovers. PTS: 1REF: 

Example 36 | Example 46 54. Excess charitable contributions that come 

under the 30% of AGI ceiling are always subject to the 30% of AGI ceiling in 

the carryover year. ANS: T They will continue to be subject to the 30% 

ceiling. PTS: 1REF: p. 10-27 | Example 37 5. In applying the percentage 

limitations, carryovers of charitable contributions must be claimed after 

contributions in the current year are considered (FIFO rule). ANS: T Current 

contributions are considered before carryovers. PTS: 1REF: p. 10-27 56. 

Contributions to public charities in excess of 50% of AGI may be carried back

3 years or forward for up to 5 years. ANS: F They may be carried forward for 

up to 5 years, but they may not be carried back. PTS: 1REF: p. 10-27 57. 

Employee business expenses for travel qualify as itemized deductions 

subject to the 2% floor if they are not reimbursed. 
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ANS: T Nonreimbursed employee expenses qualify as itemized deductions 

subject to the 2% floor. PTS: 1REF: p. 10-28 58. The 3% floor for the phase-

out of certain itemized deductions is being phased out over a four-year 

period, and will no longer exist in 2010. ANS: TREF: p. 10-31 59. Gambling 

losses may be deducted to the extent of the taxpayer’s gambling winnings. 

Such losses are subject to the 2% floor for miscellaneous itemized 

deductions. ANS: F Gambling losses may be deducted to the extent of the 

taxpayer’s gambling winnings. 

However, such losses are not subject to the 2% floor for miscellaneous 

itemized deductions. PTS: 1REF: p. 10-29 PROBLEM 1. Marilyn is employed as

an architect. For calendar year 2007, she had AGI of $204, 000 and paid the 

following medical expenses: | Medical insurance premiums |$ 7, 800 | | 

Doctor bills for Peter and Esther (Marilyn’s parents) | 7, 300 | | Doctor and 

dentist bills for Marilyn | 11, 100 | | Prescription medicines for Marilyn 750 | | 

Nonprescription insulin for Marilyn | 950 | Peter and Esther would qualify as 

Marilyn’s dependents except that they file a joint return. Marilyn’s medical 

insurance policy does not cover them. Marilyn filed a claim for 

reimbursement of $6, 000 of her own expenses with her insurance company 

in December 2007 and received the reimbursement in January 2008. What is

Marilyn’s maximum allowable medical expense deduction for 2007? ANS: 

Marilyn’s medical expense deduction is $12, 600, determined as follows: 

Medical insurance premiums |$ 7, 800 | | Doctor and dentist bills for Peter 

and Esther | 7, 300 | | Doctor and dentist bills for Marilyn | 11, 100 | | 

Prescribed medicines for Marilyn | 750 | | Nonprescribed insulin for Marilyn | 

950 | | Total medical expenses |$27, 900 | | Less: 7. % of $204, 000 (AGI) | 
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(15, 300) | | Deductible portion of medical expenses |$12, 600 | Although 

Peter and Esther cannot be claimed as Marilyn’s dependents, they could 

have been had they not filed a joint return. Therefore, they qualify for the 

medical expense deduction. Insulin is an exception to the rule that 

nonprescribed drugs do not qualify as medical expenses. The insurance 

recovery was not received until 2008. Therefore, it has no effect on the 

medical expense deduction for 2007. PTS: 1REF: p. 0-2 to 10-8 | Exhibit 10-1 

2. Timothy suffers from heart problems and, upon the recommendation of a 

physician, has an elevator installed in his personal residence. In connection 

with the elevator, Timothy incurs and pays the following amounts during the 

current year: | Elevator and cost of installation |$13, 500 | | Increase in utility

bills due to the elevator | 650 | | Cost of certified appraisal | 400 | 

The system has an estimated useful life of 20 years. The appraisal was to 

determine the value of Timothy’s residence with and without the system. 

The appraisal states that the system increased the value of Timothy’s 

residence by $2, 000. How much of these expenses qualify for the medical 

expense deduction (before application of the 7. 5% limitation) in the current 

year? ANS: Only $11, 500 qualifies for the installation of the elevator since 

$2, 000 of the $13, 500 cost of the elevator increased the value of Timothy’s 

residence. 

The total medical expense is $12, 150 ($11, 500 + $650 additional operating

costs). The $400 appraisal fee is deductible as a miscellaneous itemized 

deduction, but not as a medical expense. PTS: 1REF: Example 6 3. During 

2007, Cora, who is self-employed, paid $650 per month for an HSA contract 

that provides medical insurance coverage with a $3, 000 deductible. The 
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plan covers Cora, her husband, and their three children. Of the $650 monthly

fee, $300 was for the high-deductible policy, and $350 was deposited into an

HSA. 

How much of the amount paid for the high-deductible policy can Cora deduct

as a deduction for AGI? ANS: Because Cora is self-employed, she can deduct 

$3, 600 ($300 per month ? 12 months) of the amount paid for the high-

deductible policy as a deduction for AGI (refer to Example 10). In addition, 

she may deduct the $4, 200 paid to the HSA as a deduction for AGI. Thus, 

Cora may deduct $7, 800 ($3, 600 + $4, 200) for AGI. PTS: 1REF: p. 10-9 | p. 

10-10 4. Brian, a self-employed individual, pays state income tax payments 

of: $900 on January 15, 2007 (4th estimated tax payment for 2006) | |$1, 

000 on April 16, 2007 (1st estimated tax payment for 2007) | |$1, 000 on 

June 15, 2007 (2nd estimated tax payment for 2007) | |$1, 000 on 

September 17, 2007 (3rd estimated tax payment for 2007) | |$800 on 

January 15, 2008 (4th estimated tax payment for 2007) | 

Brian had a tax overpayment of $500 on his 2006 state income tax return 

and applied this to his 2007 state income taxes. What is the amount of 

Brian’s state income tax itemized deduction for his 2007 Federal income tax 

return? ANS: $4, 400 is the itemized deduction. $900 + $1, 000 + $1, 000 + 

$1, 000 + $500 (overpayment). PTS: 1REF: p. 10-13 5. In 2007, Shirley sold 

her personal residence to Mike for $400, 000. Before the sale, Shirley paid 

the real estate taxes of $7, 030 for the calendar year. For income tax 

purposes, the deduction is apportioned as follows: $4, 000 to Shirley and $3, 

030 to Mike. a. | What is Mike’s basis in the residence? | | b. | What is 

Shirley’s amount realized from the sale of the residence? | | c. | What amount
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of real estate taxes can Mike deduct? | | d. | What amount of real estate 

taxes can Shirley deduct? | ANS: General discussion. For Federal income tax 

purposes, real estate taxes must be apportioned between the buyer and the 

seller. The taxes paid by the seller that are apportioned to the buyer affect 

both the basis of the buyer’s property and the amount realized by the seller. 

a. | Mike’s basis in the residence is $396, 970 [$400, 000 (purchase price) – 

$3, 030 (property taxes allocated to Mike but | | | paid by Shirley)]. | | | | | b. |

Shirley’s amount realized is $396, 970 [$400, 000 (sales price) – $3, 030 

(property taxes allocated to Mike but paid by | | | Shirley)]. | | | | | c. | Mike 

can deduct the $3, 030 apportioned to him, even though the tax was paid by

Shirley. | | | | d. | Shirley can deduct only the tax apportioned to her of $4, 

000, even though she paid the entire amount of $7, 030. | PTS: 1REF: p. 10-

12 | p. 10-13 | Example 19 6. Marcia borrowed $110, 000 to acquire a parcel 

of land to be held for investment purposes. During 2007, she paid interest of 

$9, 000 on the loan. She had AGI of $65, 000 for the year. Other items 

related to Marcia’s investments include the following: Investment income |

$7, 000 | | Long-term capital gain on sale of stock | 5, 500 | | Investment 

counsel fees | 2, 500 | Marcia is unmarried and elects to itemize her 

deductions. She has no miscellaneous itemized deductions other than the 

investment counsel fees. | a. | Determine Marcia’s investment interest 

deduction for 2007, assuming she does not make any special election 

regarding the | | | computation of investment income. | b. | Discuss the 

treatment of Marcia’s investment interest that is disallowed in 2007. | | c. | 

What election could Marcia make to increase the amount of her investment 

interest deduction for 2007? | ANS: | a. | Marcia’s investment interest 

deduction is limited to net investment income, which is computed as follows:
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| | Income from investments |$7, 000 | | Less: Investment expenses* |(1, 200)

| | Net investment income |$5, 800 | *Because Marcia has no other 

miscellaneous itemized deductions, the deductible investment expenses are 

the| | | smaller of (1) $2, 500, the amount of investment expenses included 

in the total of miscellaneous itemized | | | deductions subject to the 2%-of-

AGI floor, or (2) $1, 200, the amount of miscellaneous expenses deductible | 

| | after the 2%-of-AGI floor is applied [$2, 500 – $1, 300 (2% of $65, 000 

AGI)]. | | | Marcia’s investment interest expense deduction in 2007 would be 

limited to $5, 800, the amount of net | | | investment income. The balance of 

$3, 200 would be disallowed in 2007. | | Total investment interest expense |

$9, 000 | | Less: Net investment income |(5, 800) | | Investment interest 

disallowed in 2007 |$3, 200 | | b. | The $3, 200 of investment interest 

disallowed may be carried over and becomes investment interest expense in

the | | | subsequent year subject to the net investment income limitation in 

2008. | | | | | c. Marcia could increase her investment interest deduction by 

electing to treat the LTCG as investment income. This | | | would increase her

investment income for purposes of calculating her investment interest 

deduction. So she would be | | | able to deduct the full $9, 000 of investment 

interest expense. If she makes the election, the amount so elected would| | | 

not be available for beneficial alternative tax rate treatment for net capital 

gain. | PTS: 1REF: p. 10-14 to 10-16 7. In 2000, Ross, who is single, 

purchased a personal residence for $200, 000 and took out a mortgage of 

$130, 000 on the property. 

In May of the current year, when the residence had a fair market value of 

$270, 000 and Ross owed $80, 000 on the mortgage, he took out a home 
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equity loan for $110, 000. He used the funds to purchase a BMW for himself 

and a Lexus SUV for his wife. For both vehicles, 100% of the use is for 

personal use. What is the maximum amount on which Ross can deduct home

equity interest? ANS: Interest is deductible only on the portion of a home 

equity loan that does not exceed the lesser of: |• | The fair market value of 

the residence, reduced by the acquisition indebtedness ($270, 000 FMV – 

$80, 000 acquisition | | | indebtedness = $190, 000). |• |$100, 000 ($50, 000 

for married persons filing separate returns). | Ross can deduct all of the 

interest on the first mortgage since it is acquisition indebtedness. Of the 

$110, 000 home equity loan, interest on $100, 000 is deductible as home 

equity interest. PTS: 1REF: Example 25 | Example 26 8. Virginia had AGI of 

$100, 000 in 2007. She donated Amber Corporation stock with a basis of 

$11, 000 to a qualified charitable organization on July 5, 2007. | a. | What is 

the amount of Virginia’s deduction, assuming that she purchased the stock 

on December 4, 2006, and the stock had | | | a fair market value of $18, 000 

when she made the donation? | b. | Assume the same facts as in a. , except 

that Virginia purchased the stock on July 1, 2004. | | c. | Assume the same 

facts as in a. , except that the stock had a fair market value of $7, 000 

(rather than $18, 000) when | | | Virginia donated it to the charity. | ANS: 

General discussion. The deduction for a contribution of long-term capital gain

property is based on the fair market value, while the deduction for a 

contribution of ordinary income property is equal to the lesser of the 

adjusted basis or the fair market value. | a. Because Virginia did not hold the 

stock for the long-term holding period (December 4, 2006, until July 5, 2007),

it | | | is short-term capital gain property that is subject to the rules for 

ordinary income property. Therefore, her | | | deduction is limited to $11, 
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000. | | | | | b. | Virginia held the stock for the long-term holding period (July 

1, 2004, until July 5, 2007); so it is long-term | | | capital gain property. 

Therefore, her deduction is equal to the fair market value of the stock, $18, 

000. | | | | | c. | The deduction for a contribution of loss property (FMV is less 

than adjusted basis) is limited to the fair market | | | value. Therefore, 

Virginia’s deduction is $7, 000. | PTS: 1REF: p. 10-24 | p. 10-25 | Example 32 

and related discussion 9. Linda, who has AGI of $120, 000 in 2007, 

contributes stock in Mauve Corporation (a publicly traded corporation) to the 

Salvation Army, a qualified charitable organization. 

The stock is worth $65, 000, and Linda acquired it as an investment four 

years ago at a cost of $50, 000. | a. | What is the total amount that Linda can

deduct as a charitable contribution, assuming she carries over any 

disallowed | | | contribution from 2007 to future years? | | b. | What is the 

maximum amount that Linda can deduct as a charitable contribution in 

2007? | | c. | What factors should Linda consider in deciding how to treat the 

contribution for Federal income tax purposes? | | d. | Assume Linda dies in 

December 2007. 

What advice would you give the executor of her estate with regard to 

possible | | | elections that can be made relative to the contribution? | ANS: 

General discussion. The stock is appreciated long-term capital gain property. 

The general rule limits the deduction for the contribution of such property to 

30% of AGI. However, under the reduced deduction election, a taxpayer may

choose to forgo a deduction of the appreciation on capital gain property. This

enables the taxpayer to move from the 30% limitation to a 50% limitation. | 
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a. Linda can deduct a total of $65, 000, the fair market value of the stock. 

The deduction for 2007 is limited to $36, 000 | | |(30% of $120, 000 AGI). The

remaining $29, 000 can be carried forward and deducted in the future, 

subject to the same | | | percentage limitations. | | | | | b. | If Linda makes the 

reduced deduction election, she can deduct $50, 000 in 2007, but she will 

forgo a deduction for the | | |$15, 000 appreciation ($65, 000 FMV – $50, 000

adjusted basis). | | | | c. | Although the reduced deduction election appears 

attractive, it should be considered carefully. The election sacrifices| | | a 

deduction for the appreciation on long-term capital gain property that might 

eventually be allowed. Linda should do | | | a time value analysis to compare 

the value of a deduction of $50, 000 in 2007 versus the value of a $36, 000 

deduction | | | in 2007 plus $29, 000 of deductions to be carried over to 

future years. | | | | d. | If Linda dies in December 2007, her executor should 

make the reduced deduction election, which would yield a | | | charitable 

contribution deduction of $50, 000. If the election is not made, the deduction

will be $36, 000 (30% of | | |$120, 000) and the $29, 000 carryover will be 

lost because the 2007 return will be the final return for Linda. | PTS: 1REF: p. 

10-22 to 10-27 | Example 36 10. George is single and has AGI of $255, 300 in

2007. His potential itemized deductions before any limitations for the year 

total $64, 600 and consist of the following: Medical expenses (before 7. 5% 

floor) |$22, 000 | | Interest on home mortgage | 15, 500 | | State income tax |

7, 500 | | State sales tax | 4, 500 | | Real estate tax | 8, 600 | | Charitable 

contribution 6, 500 | After all necessary adjustments are made, what is the 

amount of itemized deductions George may claim? ANS: | Step 1: | For 

purposes of working with the 3% rule, the excess amount is $98, 900 [$255, 

300 (AGI) – $156, 400 (threshold | | | amount)]. Thus, the 3% rule yields $2, 
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967 (3% ? $98, 900). | | Step 2: |$2, 967 ? 2/3 = $1, 978. | Under the 80% 

exception, the reduction cannot be more than 80% of the covered itemized 

deductions. Thus, 80% ? 38, 100 [$15, 500 (interest on home mortgage) + 

$7, 500 (state income tax) + $8, 600 (real estate tax) + $6, 500 (charitable 

contribution)] equals $30, 480. Consequently, George can claim $36, 122 

($38, 100 – $1, 978) + $2, 852 [$22, 000 (medical expenses) – (7. 5% ? 

$255, 300) = $2, 852 rounded], or a total of $38, 974 of itemized deductions.

PTS: 1REF: Example 38 11. For calendar year 2007, Jon and Betty Hansen file

a joint return reflecting AGI of $240, 000. Their itemized deductions are as 

follows: Medical expenses before AGI floor |$23, 000 | | Casualty loss (not 

covered by insurance) before statutory floors | 26, 000 | | Interest on home 

mortgage | 10, 000 | | Interest on credit cards | 800 | | Property taxes on 

home | 13, 000 | | Charitable contributions | 17, 000 | | State income tax | 15,

000 | | Tax return filing fees | 1, 200 | After all necessary adjustments are 

made, what is the amount of itemized deductions the Hansens may claim? 

ANS: Explanation of the overall limitation The overall limitation applicable to 

itemized deductions is being phased out over a four-year period, beginning 

in 2007. Therefore, taxpayers subject to the limitation must use a two step 

computation to determine the reduction required by the overall limitation. 

Step 1 

Calculate the lesser of: |• | 3% of the amount by which AGI exceeds $156, 

400 ($78, 200 if married filling separately). | |• | 80% of itemized deductions 

that are affected by the limit. | Step 2 Multiply the amount computed in Step 

1 by the fraction that applies to the tax year involved. For 2006 and 2007, 

the reduction is equal to two-thirds of the Step 1 amount. For 2008 and 
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2009, the reduction is equal to one-third of the Step 1 amount. The limitation

will no longer exist for taxable years beginning after 2009. Computation of 

the overall limitation For the medical expenses, the taxpayers are allowed 

$5, 000 [$23, 000 – (7. 5% ? $240, 000)]. 

The casualty loss must first be reduced by $100 and then by $24, 000 

(10% ? $240, 000). Thus, only $1, 900 [$26, 000 – $24, 100 ($100 + $24, 

000)] can be deducted. Note that neither the medical expenses nor the 

casualty loss is subject to the overall limitation on itemized deductions. Also 

note that the tax return filing fees are miscellaneous itemized deductions 

subject to the 2% floor. The floor of $4, 800 ($240, 000 ? 2%) reduces the 

$1, 200 to $0. The itemized deductions subject to the overall limitation total 

$55, 000 ($10, 000 mortgage interest + $13, 000 property tax + $17, 000 

contributions + $15, 000 state income tax). Step 1 Calculate the lesser of: • |

3%($240, 000 AGI – $156, 400) = $2, 508 | |• | 80% of itemized deductions 

that are subject to limitation ($55, 000 ? . 80) = $44, 000 | Step 2 Multiply 

Step 1 amount by two-thirds ($2, 508 ? 2/3) = $1, 672 Consequently, the 

taxpayer’s allowable itemized deductions for 2007 are $5, 000 (medical) + 

$1, 900 (casualty) + $53, 328 ($55, 000 – $1, 672), or $60, 228. PTS: 1REF: 

Example 38 12. Conrad, who is single, had AGI of $350, 000 during 2007. He 

incurred the following expenses and losses during the year. | Medical 

expenses before 7. %-of-AGI limitation |$29, 500 | | State and local income 

taxes | 8, 200 | | Real estate taxes | 9, 400 | | Home mortgage interest | 10, 

400 | | Charitable contributions | 6, 800 | | Casualty loss before 10% 

limitation (after $100 floor) | 43, 000 | | Unreimbursed employee expenses 

subject to 2%-of-AGI limitation | 8, 000 | | Gambling losses (Conrad had $8, 
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400 of gambling income) | 10, 800 | Compute Conrad’s itemized deductions 

before and after the overall limitation. ANS: Conrad’s itemized deductions 

before the overall limitation are computed below: | Medical expenses [$29, 

500 – (7. 5% ? 350, 000)] |$ 3, 250 | | State and local income taxes | 8, 200 | 

| Real estate taxes | 9, 400 | | Home mortgage interest | 10, 400 | | 

Charitable contributions | 6, 800 | | Casualty loss [$43, 000 – (10% ? $350, 

000)] | 8, 000 | | Unreimbursed employee expenses [$8, 000 – (2% ? $350, 

000)] | 1, 000 | | Gambling losses ($10, 800 loss limited to $8, 400 of 

gambling income) | 8, 400 | | Total itemized deductions before overall 

limitation |$55, 450 | 

Explanation of the overall limitation The overall limitation applicable to 

itemized deductions is being phased out over a four-year period, beginning 

in 2006. Therefore, taxpayers subject to the limitation must use a two step 

computation to determine the reduction required by the overall limitation. 

Step 1 Calculate the lesser of: |• | 3% of the amount by which AGI exceeds 

$156, 400 ($78, 200 if married filing separately). | |• | 80% of itemized 

deductions that are affected by the limit. | Step 2 Multiply the amount 

computed in Step 1 by the fraction that applies to the tax year involved. For 

2006 and 2007, the reduction is equal to two-thirds of the Step 1 amount. 

For 2008 and 2009, the reduction is equal to one-third of the Step 1 amount. 

The limitation will no longer exist for taxable years beginning after 2009. 

Computation of the overall limitation Step 1 Reduction equals the smaller of 

the following: |• | 3% ? ($350, 000 AGI – $156, 400) |$ 5, 808 | |• | 80% of 

$35, 800 itemized deductions subject to limitation | 28, 640 | Step 2 | 

Multiply the Step 1 amount by two-thirds ($5, 808 ? 2/3) |$3, 872 | Conrad’s 
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itemized deductions subject to the overall limitation are computed below: 

State and local income taxes |$ 8, 200 | | Real estate taxes | 9, 400 | | Home 

mortgage interest | 10, 400 | | Charitable contributions | 6, 800 | | 

Unreimbursed employee expenses | 1, 000 | | Total |$35, 800 | | Amount of 

reduction | (3, 872) | | Deductible itemized deductions after overall limitation 

$31, 928 | | Plus itemized deductions not subject to overall limitation: | | | | 

Medical expenses | 3, 250 | | | Gambling losses | 8, 400 | | | Casualty loss | 8, 

000 | | Total itemized deductions |$51, 578 | PTS: 1REF: p. 10-29 to 10-31 | 

Example 38 TRUE/FALSE 1. The purpose of the AMT is to replace the regular 

income tax. ANS: F The AMT is a backup to the regular income tax. If the 

tentative AMT is greater than the regular income tax, then the taxpayer also 

must pay the AMT (i. e. , excess of the tentative AMT over the regular 

income tax). PTS: 1REF: p. 12-2 | p. 2-3 2. The AMT calculated using the 

indirect method will produce a different amount than the AMT calculated 

using the direct method. ANS: F The two methods produce the same result. 

PTS: 1REF: p. 12-3 3. AMT adjustments can be positive or negative, whereas 

AMT preferences are always positive. ANS: T A tax preference increases 

AMTI, but an adjustment can increase or decrease AMTI. PTS: 1REF: p. 12-3 | 

Figure 12-1 4. Since most tax preferences are merely timing differences, 

they eventually will reverse and net to zero. ANS: F Most tax preferences are 

not caused by timing differences. They are used only when positive and, 

therefore, will never reverse. 

Most AMT adjustments are caused by timing differences and will reverse 

themselves. PTS: 1REF: Figure 12-1 5. If circulation expenditures are 

amortized over a three-year period for regular income tax purposes, there 
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will be no AMT adjustment. ANS: TREF: Example 3 6. A taxpayer who 

expenses circulation expenditures in the year incurred for regular income tax

purposes will have a positive AMT adjustment in the following year. ANS: F 

The adjustment will be negative in the following year. PTS: 1REF: Example 2 

7. For some taxpayers, the AMT exemption amount can be negative (i. e. , 

increase the AMT base). ANS: F The purpose of the AMT exemption is to 

make the AMT base smaller. 

The exemption is subject to phaseout once the taxpayer’s AMTI exceeds a 

statutory amount. However, in no case can the exemption amount be less 

than zero. PTS: 1REF: p. 12-7 8. Except as to married taxpayers filing 

separately, for individuals a 26% rate applies to the first $175, 000 of the 

AMT base, while a 28% rate applies to the excess. ANS: TREF: p. 12-7 9. The 

net capital gain included in an individual taxpayer’s AMT base is not eligible 

for the alternative tax rate on net capital gain. ANS: F Any net capital gain 

included in the AMT base is taxed at the favorable alternative tax rates for 

capital gains (e. g. , 15% or 5%) rather than at the AMT statutory rates. PTS: 

1REF: p. 12-7 10. 

In calculating the AMT, no business tax credits are permitted. ANS: F The 

foreign tax credit is allowed as a reduction of the tentative AMT. PTS: 1REF: 

p. 12-8 11. Prior to the effect of tax credits, Brent’s regular income tax 

liability is $145, 000 and his tentative AMT is $120, 000. Brent has 

nonrefundable business tax credits of $32, 000. Brent’s tax liability is $113, 

000. ANS: F Nonrefundable business tax credits can be deducted in 

calculating the regular income tax liability only to the extent the regular 

income tax liability exceeds tentative AMT. Therefore, only $25, 000 of the 
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$32, 000 tax credits can be used in the current tax year. PTS: 1REF: Example

6 12. 

If the tentative AMT exceeds the regular income tax liability by $41, 000, the

AMT is $41, 000. ANS: T There is an AMT only if the tentative AMT exceeds 

the regular income tax liability. PTS: 1REF: p. 12-6 | Figure 12-2 13. If Todd’s 

alternative minimum taxable income (AMTI) is $50, 000, his tentative 

minimum tax liability will be $13, 000 ($50, 000 ? 26%). ANS: F Todd’s 

alternative minimum taxable income (AMTI) must be reduced by the 

exemption amount to arrive at the AMT base before the tentative minimum 

tax liability can be determined. PTS: 1REF: Figure 12-2 14. The phaseout of 

the AMT exemption amount for a single taxpayer both begins and ends at a 

lower income level than it does for a married taxpayer who files a joint 

return. ANS: T 

For a single taxpayer, the phaseout of the exemption begins at an AMTI of 

$112, 500 and ends at $282, 500 for 2007. For a married taxpayer filing 

jointly, the phaseout begins at $150, 000 and ends at $400, 200 for 2007. 

PTS: 1REF: p. 12-7 15. Negative AMT adjustments for the current year 

caused by timing differences are offset by the positive AMT adjustments for 

prior tax years also caused by timing differences. ANS: T While there is no 

specific statutory provision that produces this result, this is the practical 

effect. Over the life of the asset, the positive adjustments which are timing 

differences will be offset by negative adjustments. PTS: 1REF: Example 1 | 

Example 2 16. 
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Paul incurred circulation expenditures of $180, 000 in 2007 and deducted 

that amount for regular income tax purposes. Paul has a $60, 000 negative 

AMT adjustment for 2008, for 2009, and for 2010. ANS: F The AMT 

adjustment in the year circulation expenditures are incurred is positive. The 

adjustment is negative in the two subsequent years. Paul’s negative 

adjustment for 2008 and 2009 is $60, 000 ($0 deduction for regular income 

tax purposes – $60, 000 deduction for AMT purposes). There is no AMT 

adjustment in 2010. PTS: 1REF: Example 3 17. Violet used MACRS (200% 

declining-balance) to compute depreciation on personal property (7-year 

recovery period) placed in service in 2007. As a result, she will have a 

positive AMT adjustment in 2007. 

ANS: T Violet used the 200% declining-balance method for the 7-year 

personal property for regular income tax purposes. For AMT purposes, the 

150% declining-balance method is used. Thus, in 2007, Violet has a positive 

AMT adjustment to the extent of the difference. PTS: 1REF: p. 12-10 18. Joel 

placed real property in service in 2007 that cost $500, 000 and used MACRS 

for regular income tax purposes. He is required to make a positive 

adjustment for AMT purposes in 2007. ANS: F For real property placed in 

service after 1998, MACRS is used for both regular income tax purposes and 

for AMT purposes. Therefore, there is no AMT adjustment. PTS: 1REF: p. 12-9 

19. 

After personal property is fully depreciated for both regular income tax and 

AMT purposes, the positive and negative adjustments that have been made 

for AMT purposes will net to zero. ANS: TREF: p. 12-10 20. The required 

adjustment for AMT purposes for pollution control facilities placed in service 
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in 2007 is equal to the difference between the amortization deduction 

allowed for regular income tax purposes and the depreciation deduction 

computed under ADS. ANS: F This statement is true only if the asset was 

placed in service prior to January 1, 1999. If the asset is placed in service 

after December 31, 1998, depreciation is calculated under MACRS rather 

than under ADS. This has the effect of reducing the amount of the AMT 

adjustment. PTS: 1REF: p. 12-11 21. 

The AMT adjustment for mining exploration and development costs can be 

avoided if the taxpayer elects to write off the expenditures over a 10-year 

period, rather than being expensed in the year incurred for regular income 

tax purposes. ANS: T This election will enable the AMT adjustment to be 

avoided. PTS: 1REF: p. 12-11 22. Tammy expensed mining exploration and 

development costs of $100, 000 incurred in 2007. She will be required to 

make negative AMT adjustments for each of the next nine years and a 

positive AMT adjustment in the current tax year. ANS: T Ten year 

amortization of mining exploration and development costs is required for 

AMT purposes. 

Therefore, Tammy will have a negative adjustment of $10, 000 ($0 regular 

income tax deduction – $10, 000 AMT deduction) for each of the next nine 

years and a positive AMT adjustment of $90, 000 in the current tax year. 

PTS: 1REF: Example 9 23. For AMT purposes, taxpayers must capitalize and 

amortize research and experimental expenditures over a 10-year period. 

ANS: T If the taxpayer elected to expense the research and experimental 

expenditures for regular income tax purposes, there would be a positive AMT

adjustment in the first year and a negative AMT adjustment in each of the 
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next 9 years. If the taxpayer capitalized the research expenditures and 

amortized them over a 10-year period for regular income tax purposes, there

would be neither positive nor negative AMT adjustments. PTS: 1REF: p. 12-11

24. 

Income from some long-term contracts can be reported using the completed 

contract method for regular income tax purposes, but the percentage of 

completion method is required for AMT purposes. ANS: T In limited 

circumstances, income from long-term contracts can be reported using the 

completed contract method for regular income tax purposes. The percentage

of completion method is required for AMT purposes. PTS: 1REF: p. 12-12 25. 

If all long-term contracts are accounted for under the percentage of 

completion method, no adjustment is required for AMT purposes. ANS: T In 

this case, the tax treatment for regular income tax and AMT purposes is 

identical. PTS: 1REF: p. 12-12 26. 

Elmer exercises an incentive stock option (ISO) in 2007 for $6, 000 (fair 

market value of the stock on the exercise date is $7, 600). If Elmer sells the 

stock later in 2007 for $8, 000, the AMT positive adjustment is $1, 600 and 

the AMT negative adjustment is $2, 000. ANS: F An AMT adjustment is not 

required since Elmer exercised the stock option and sold the stock in the 

same tax year. PTS: 1REF: p. 12-12 27. In 2007, Daniel exercised an 

incentive stock option (ISO), acquiring stock with a fair market value of $75, 

000 for $60, 000. His AMT basis for the stock is $75, 000 and his regular 

income tax basis for the stock is $60, 000. ANS: T The AMT basis of stock 

acquired under an ISO is equal to the fair market value of the stock at the 

date of exercise ($75, 000). 
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The regular income tax basis of stock acquired under an ISO is its cost ($60, 

000 in Daniel’s case). PTS: 1REF: Example 11 28. The recognized gain for 

regular income tax purposes and the recognized gain for AMT purposes on 

the sale of stock acquired under an incentive stock option (ISO) program are 

the same because the adjusted basis is the same. ANS: F The amounts of 

recognized gain will differ. The adjusted basis for regular income tax 

purposes is the cost of the stock. The adjusted basis for AMT purposes is the 

fair market value of the stock on the exercise date. PTS: 1REF: Example 11 

29. For a building placed in service before 1999, the adjusted basis can be 

different for regular income tax and for AMT purposes. ANS: T 

Different depreciation schedules apply for regular income tax and AMT 

purposes for buildings placed in service before 1999 unless the taxpayer 

elected to use the AMT depreciation schedule for regular income tax 

purposes. PTS: 1REF: p. 12-9 | p. 12-13 | p. 12-14 30. The adjusted basis of 

land for regular income tax purposes can be different than the adjusted basis

of land for AMT purposes. ANS: F Land is not depreciable either for regular 

income tax or AMT purposes. PTS: 1REF: p. 12-13 31. Losses associated with 

a passive activity owned by an individual are not deductible against active 

income or portfolio income in computing either the regular income tax or the

AMT. ANS: TREF: p. 12-15 32. 

For AMT purposes, the net operating loss (NOL) calculated for regular income

tax purposes is used. ANS: F For AMT purposes, the regular income tax NOL 

is modified for AMT adjustments and preferences. PTS: 1REF: p. 12-16 33. 

The deduction for charitable contributions in determining the regular income 

tax is the same as that for calculating the AMT. ANS: T The charitable 
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contribution deduction for regular income tax purposes is used in calculating 

the tentative AMTI. Since the rules are the same, no AMT adjustment results 

as to charitable contributions. PTS: 1REF: p. 12-17 34. If gambling losses are 

deductible for both regular income tax and AMT purposes, there is no AMT 

adjustment needed. ANS: TREF: p. 12-17 35. 

Since the 3% cutback adjustment on certain itemized deductions which 

applies for regular income tax purposes does not apply for AMT purposes, a 

positive adjustment is required in calculating AMTI. ANS: F The adjustment is 

negative rather than positive. PTS: 1REF: p. 12-17 36. If the regular income 

tax deduction for medical expenses is $0, under certain circumstances the 

AMT deduction for medical expenses can be greater than $0. ANS: F Medical 

expenses are deductible for regular income tax purposes only if they exceed 

7. 5% of the taxpayer’s AGI. To be deductible for AMT purposes, medical 

expenses must exceed 10% of the taxpayer’s AGI. Thus, there can be no 

AMT deduction for medical expenses if the medical expense deduction for 

regular income tax purposes is $0. PTS: 1REF: p. 12-17 37. 

A taxpayer who has AGI of $100, 000 and medical expenses (before any 

limitations) of $20, 000 will have a positive AMT adjustment of $2, 500. ANS: 

T The taxpayer’s medical expense deduction for regular income tax purposes

is $12, 500 [$20, 000 medical expenses – (7. 5% ? $100, 000 AGI)]. AMT 

deduction for medial expenses is $10, 000 [$20, 000 medical expenses – 

(10% ? $100, 000 AGI)]. A positive AMT adjustment of $2, 500 is required 

($12, 500 regular income tax deduction – $10, 000 AMT deduction). PTS: 

1REF: p. 12-17 | Example 20 38. Frances, who had AGI of $100, 000, 

itemized her deductions in the current year. She incurred unreimbursed 
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employee business expenses of $6, 200. Frances must make a positive AMT 

adjustment of $2, 000 in computing AMT. ANS: F 

Unreimbursed employee business expenses are miscellaneous itemized 

deductions which are not allowed as deductions for AMT purposes. However, 

Frances’ regular income tax deduction for miscellaneous itemized deductions

was $4, 200 [$6, 200 unreimbursed employee expenses – (2% ? $100, 000 

AGI)] rather than $2, 000. Thus, Frances has a positive AMT adjustment of 

$4, 200. PTS: 1REF: p. 12-17 39. Interest on a home equity loan may be 

deductible for AMT purposes. ANS: T Interest on a home equity loan is 

deductible as qualified residence interest for regular income tax purposes, 

and is deductible for AMT purposes if the proceeds are used to acquire or 

substantially improve a qualified residence (i. e. , qualified housing interest). 

Also, interest on a home equity loan is deductible as investment interest 

expense for AMT purposes if the proceeds from the loan are used for 

investment purposes. Otherwise, interest on a home equity loan is not 

deductible for AMT purposes. PTS: 1REF: p. 12-18 | p. 12-19 40. The 

deduction for personal and dependency exemptions usually is allowed for 

regular income tax purposes, but is disallowed for AMT purposes. ANS: T 

Personal and dependency exemptions allowed for regular income tax 

purposes are not allowed in computing AMTI. PTS: 1REF: p. 12-20 41. Kay 

had percentage depletion of $82, 000 for the current year for regular income

tax purposes. Cost depletion was $55, 000. Her basis in the property was 

$70, 000 at the beginning of the current year. 
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Kay must treat the percentage depletion deducted in excess of cost 

depletion, or $27, 000, as a tax preference in computing AMTI. ANS: F 

Percentage depletion deducted in excess of basis is a tax preference item. 

So the AMT tax preference is $12, 000 ($82, 000 – $70, 000). PTS: 1REF: 

Example 26 42. If the taxpayer elects to capitalize intangible drilling costs 

and to amortize them over a 10-year period for regular income tax purposes,

there is no adjustment or preference for AMT purposes. ANS: T There will be 

a preference for AMT purposes unless the taxpayer elects to capitalize 

intangible drilling costs and to amortize them over a 10-year period for 

regular income tax purposes (i. e. , the same amortization period as for AMT 

purposes). PTS: 1REF: p. 12-21 43. 

Interest expense incurred to carry certain private activity bonds is treated as

a negative adjustment in computing AMTI. ANS: F Interest income on certain 

private activity bonds is offset by expenses incurred in carrying the bonds, 

and the net amount is a tax preference item that is included in computing 

AMTI. Note that s 
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