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assumes she will continue to make a profit after 200/. Rachel is not sure that she can
prove that her activity is not a hobby right now. What can she do to avoid proving that
her loss is not a hobby loss?
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On December $, 2006, Rebecca Ward, a single taxpayer, comes to you for tax advice. At
the end of every year, she donates $3,800 to charity. She has no other itemized deductions.
This year, she plans to make her charitable donation with stock. She presents you with the
following information relating to her stock investments:

FMV on Adjusted Date
Corporation Dec. 1 Basis Purchased
Sycamore 9,600 7,800 5/22/02
Oak 2,900 3,800 9/10/03

Redwood 5,400 4,900 6/15/05

‘Which stock should Rebecca donate to charity? What other tax advice would you give
her?
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Computation of Tax. Georgia, a single taxpayer, operates a business that produces

$100,000 of income before any amounts are paid to her. She has no dependents and no

other income. She has itemized deductions of $18,000. Compute the total income tax that

would be paid assuming the following additional facts. Ignore payroll taxes.

a. Georgia operates the business as an S corporation receiving a salary from the corporation
of $60,000. The corporation distributes all of its remaining income to the shareholders.

b. She operates the business as a C corporation receiving a salary from the corporation of
$60,000. The corporation distributes its after tax income to her as a dividend.

¢. How would the total tax change in cach of the first two requirements if the corpora-
tion made no payments to the owner other than the salary?
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Cash and Accrual Methods. Carmen opens a retail store. Her sales during the first year

are $600,000, of which $30,000 has not been collected at year-end. Her purchases are

$400,000. She still owes $20,000 to her suppliers, and at year-end she has $50,000 of

inventory on hand. She incurred operating expenses of $160,000. At year-end she has not

paid $15,000 of the expenscs.

a. Compute her net income from the business assuming she elects the accrual method.

b. Compute her net income from the business assuming she elects the cash method.

¢. Would paying the $15,000 she owes for operating expenses before year-end change her
net income under accrual method of reporting? under the cash method?
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Matt and Sandy reside in a community property state. Matt left home in April 2006
because of disputes with his wife, Sandy. Subscquently, Matt carned $15,000. Before leav-
ing home in April, Matt carncd $3,000. Sandy was unaware of Matt’s whercabouts or his
carnings after he left home. The $3,000 carned by Matt before he left home was spent on
food, housing, and other items shared by Matt and Sandy. Matt and Sandy have one
child, who lived with Sandy after the husband left home.

a. Is any portion of Matt’s carnings after he left home taxable to Sandy?

b. What filing status is applicable to Sandy if she filed a return?

¢. How much income would Sandy be required to report if she filed?

d. Is Sandy required to file?
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Employee Benefits. Ursula is employed by USA Corporation. USA Corporation provides
medical and health, disability, and group term life insurance coverage for its employees.
Premiums attributable to Ursula were as follows:

Medical and health $3,600
Disability 300
Group term life (face amount is $40,000) 200

During the year, Ursula suffered a heart attack and subsequently died. Before her death,
Ursula collected $14,000 as a reimbursement for medical expenses and $5,000 of disabil-
ity income. Upon her death, Ursula’s husband collected the $40,000 face value of the life
insurance policy.

a. What amount can USA Corporation deduct for premiums attributable to Ursula?

b. How much must Ursula include in income relative to the premiums paid?

¢. How much must Ursula include in income relative to the insurance benefits?

d. How much must Ursula’s widower include in income?
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16-34  For vs. from AGL During the current year, Kent, a single taxpayer, reports the following
items of income and expense:

Income:
Salary $170,000
Dividends from Alta Corporation 800
Interest income from a savings account 1,500
Rental income from a small apartment he owns 8,000
Expenscs:
Medical 6,000
Interest on a principal residence 7,000
Real property taxes on the principal residence 4,300
Charitable contributions 4,000
Casualty loss—personal 6,100
Miscellancous itemized deductions 1,200
Loss from the sale of Delta Corporation stock
(held for two years) 2,000
Expenses incurred on the rental apartment:
Maintenance 500
Property taxes 1,000
Utilities 2,400
Depreciation 1,700
Insurance 800
Alimony payments to former wife 10,000

Assuming all of these items are deductible and that the amounts are before any limita-
tions, what is Kent’s taxable income for the year?
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Hobby Loss Presumptive Rule. Rachel Schutz is a high school English teacher. In her
spare time, she likes to make her own body lotion, lip-gloss, and bath and shower gel. She
uses the bath products herself and gives them to her friends and relatives as gifts. In 2005,
Rachel started attending arts and crafts festivals to sell her products three or four times a
year, and she hands out her business card so her customers can buy directly from her by
phone or email. In 2005, Rachel reported a net loss of $375 from the activity. In 2006, she
reported a loss of $460. Rachel is audited for the year 2006, and the agent disallows the
$460 loss. Rachel is pretty sure she will make a profit on her sales in 2007, and she




