Consumer Protection Reader, 2025
45Hours Quiz Answers

The quiz questions are much more difficult than questions on the final. These quiz questions are often
longer, offer more choices, use more real estate jargon, and require more thought than questions on the
final. And, unlike the questions on the final, a few quiz questions are tricky.

We defend each answer with an explanation based on citations from the book. Citations appear on a
yellow background in Times-Roman.

Paragraphs appearing against a green background are details we think useful or interesting but which we
do not consider part of this course. Paragraphs appearing against a yellow background contain the
author’s asides and may be ignored.

Recommendation: If you don’t fully understand a question or its explanation, read the section in the book
on which it is based.

1. 2.1.1: 2024 LEGISLATION

Which 2024 law is incorrectly stated?

A. AB 2992 requires the buyer’s agent to sign a representation agreement with his client.
B. AB 2533 allows owners of an unpermitted ADU built before 2008 to receive a “Certificate of
Occupancy” upon payment of delinquent impact fees.

C. AB 2622 increases the maximum fee an unlicensed handyman may charge for any project from
$500 to $1,000.

D. SB 382 requires a seller to disclose any known requirement to replace a gas-powered appliance at
some point in the future.

E. AB 1815 makes it illegal to discriminate on any characteristic associated with race — for example,

hairstyle.

E AB 2533 allows property owners seeking to retroactively permit ADUs built before 2020 by: (1) Establishing
specific habitability standards that local agencies must use to assess ADU safety, instead of requiring full compliance
with modern building codes; and (2) Exempting property owners from retroactively paying impact fees,
connection charges, or capacity charges in most cases, providing substantial cost savings

2. 2.1.1: 2024 LEGISLATION

Which of these 2024 laws concerning landlord-tenant relations is misstated?

A. AB 2347 changes the number of days that a tenant has to respond to an eviction notice from five to
ten.

B. SB 1051 requires landlords to change the locks for any tenant claiming domestic abuse if so
requested.

C. AB 2801 requires landlords to take move-in, move-out, and post-repair photos to justify deductions
from cleaning deposits.

D. SB 2747 requires landlords of assisted housing to offer tenants the option to report rent payments
to credit agencies

E. SB 2493 requires landlords to use the “Strongest Applicant” selection procedure.

E Although a landlord may use the “Strongest Applicant” method to select tenants for vacancies rather
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than the “First-Come, First-Serve” method O, if he does use this method then AB 2493 states that he may
only charge the tenant selected an application fee; that is, he may not charge the fee for any applicant not
selected.

Citation: Strongest Applicant: The landlord charges a screening fee for any number of applicants for an open
tenancy and selects from among them the one applicant the landlord considers the strongest among them. Landlords
using this procedure must refund the screening fee paid by each applicant not selected within seven days of filling the
vacancy.

Landlords may use one of two tenant selection procedures: (1) The “Strongest Applicant’ procedure,
whereby the landlord picks the one applicant he thinks is “strongest” from a group of applicants, and (2)
The “First-Come, First-Serve” procedure whereby the landlord picks the first applicant meeting his selection
criteria.

NOTE: In most cases, the “strongest applicant” is that one applicant from a group of such applicants that
the landlord believes will cause the least trouble and remain the longest. As always, selections should be
made on objective, non-discriminatory criteria such as the applicant’s FICO score and rental history.

3. 2.1.2: 2023 LEGISLATION

Which of these 2023 laws is described correctly?

AB 1620 requires a landlord to relocate an elderly tenant to the ground floor if so requested.
AB 968 requires every flipper to disclose how much he spent to improve his home.

SB 976 permits a city to mandate that ADUs be owner-occupied.

SB 143 allows a sailor only licensed in Guam and stationed in San Diego to sell homes in
California.

E. AB 1033 prevents a homeowner from selling his ADU as a condo.

Cow>

@ SB 143 allows military servicemembers and their spouses who are in California on military orders to practice
with a license from another state, territory, or district, if they meet certain requirements.”

Every other answer misstates its respective law.

(A) AB 1620 requires landlords to relocate disabled tenants {not “elderly” tenants} to the first floor if so
requested by the tenant. ... If relocated, the landlord may not increase the disabled tenant’s rent. AB 1620
applies only to rent-controlled properties.

(B) AB 968 requires flippers of residential properties ... to disclose recent repairs and renovations ... as well as
the name of each contractor who worked on the project and whether or not permits were obtained BUT this
law does not require flippers to disclose what the flipper paid for his repairs and renovations.

(©) SB 976 does just the opposite: It makes permanent the prohibition on local governments from requiring
owner-occupancy on parcels containing ADUs (Alternate Dwelling Units).

(E) AB 1033 does just the opposite: Tt allows local agencies to adopt ordinances permitting the separate sale
of ADUs from primary residences as condominiums thereby creating two- or three-unit condominiums on a
given lot.
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4. 2.1.2: 2023 LEGISLATION

Which 2023 law is described correctly?

SB 644 allows a guest to cancel his hotel reservations up to 24 hours before check-in.
AB 1317 requires a landlord to bundle parking with rent.

AB 537 requires ads for short-term rentals to quote one price inclusive of all taxes.

SB 712 allows a tenant to charge his e-scooter in his apartment.

SB 71 raises the maximum claim for a Small Claims Court from $17K to $20K.

SB 567 reduces the penalties given to landlords for evicting tenants without “just cause.”

mmoow>

@ SB 712 provides that tenants may keep and recharge e-bikes, e-scooters, and other battery powered
“micromobility” transport devices in their units if off-storage is not offered by the landlord. (“Off-storage” refers to
the provision of secure, long-term storage elsewhere in the building such as a locked garage. If storage is
offered, landlords can prohibit the renter from storing their micromobility devices inside their units.)

All the other answers severely misstate their respective laws:

(A) SB 644 requires short-term rentals ... to allow a consumer to cancel a reservation within 24 hours after
booking {not 24 hours before check-in} without penalty if made at least 72 hours or more before the time
of check-in. So, for example, if Sally were to book an Airbnb right now for a visit four days from now
(96 hours), SB 644 would permit Sally to cancel her reservation without any penalty within the next
24 hours.

(B) No, it’s just the opposite: AB1317 requires landlords to unbundle parking from the price of rent.

(®)) AB537 prohibits the advertisement, display, or offer of a room rate that does not include all fees or charges
required to stay at the short-term lodging except taxes and fees imposed by the

government.
(E) SB 71 raises the small claims court limit ... from $10K to 12.5K.

(F) SB 567 does not reduce the penalties imposed by authorities for violations of
the Tenant Protection Act of 2019 such as unjust eviction; to the contrary, it
adds new enforcement mechanisms which include injunctive relief, reasonable
attorney’s fees, damages, the possibility of triple damages and punitive damages, as well
as legal enforcement by the Attorney General and a city attorney or county counsel.

5. 2.1.3: 2022 LEGISLATION

Which of these 2022 California laws is misstated?

SB1495: The Real Estate Principles course must include a component on Critical Race Theory.
AB 2359: Any landlord accepting a reusable screening report must not charge a screening fee.
AB 2745: Broker applicants must have two years of experience to sit for the broker exam.

AB 1410: HOAs may not prohibit any member from renting out a room for more than thirty days.

00w >

m Beginning ... 2024, SB 1495 will modify the required course content of the real estate practice course {not
the real estate principles course}. ... The course will now include ... a component on implicit bias {not Critical
Race Theory} , including education about the impact of implicit bias, explicit bias, and systemic bias on consumers;
the historical and social impacts of those biases; and actionable steps students can take to recognize and address their
own implicit biases.

All other laws are correctly stated.
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6. 2.1.4: 2021 LEGISLATION

Which California law passed in 2021 is misstated?

A. AB 1101: HOA fund managers may invest their reserves in the stock market.

B. SB 263: The Fair Housing course must include an interactive/participatory component.

C. AB 948: Sales contracts must include a notice stating that the home’s appraisal must not
be influenced by race.

D. AB 830: A licensee may change his legal surname while continuing to do business under his
former surname.

m AB 1101 prevents managing agents from investing HOA funds in stocks or high-risk investments, and removes
the ability to commingle funds, among other provisions.

All other laws are stated correctly.

7. 2.3.1: CONTROVERSIAL NEw BILL, AB 1033

What is false about AB 1033 — the new law that permits municipalities to allow homeowners to sell their
ADUs as condos?

An ADU may be a standalone structure or a converted garage or bedroom.

The main house and the ADU may each be sold as individual condos.

When the ADU and parent property are owned as condos, each owner receives a property tax bill.
Before an ADU can be sold as a condo, its owner must form an HOA.

AB 1033 applies to all municipalities except the cities of San Jose and Santa Clara.

moow»

E As of April 1, 2025, only two cities have taken advantage of this law to allow their homeowners to sell their
ADUs as condos: Santa Cruz and San Jose. Other than these two exceptions, ADUs in California may not be sold
separately from the main property, other than by non-profits.

8. 3.1.4: How CAN OWNERS FINANCE SO MANY PROPERTIES AT ONCE?

Besides her own home, Sally owns ten rentals, each of which she financed two years apart using 30-year
fixed conventional loans. What is likely not true about her financing.

A. Sally’s total rental income has been substantially positive.

B. She put down between 20% to 25% to finance each rental.

C. Each successive purchase was easier to finance than one before.
D. Lenders ignored her rental income for the first five years.

@ Furthermore, lenders want to see a track record of being able to pay the expenses along with managing the
property and the tenants. This track record is two years {not five}.

The other three conditions must have been true since lenders financed all of her rentals:

(A) As Sally’s number of financed rentals grew, so did her debt. To offset the servicing of this debt,
Sally must have been generating a substantial rental income otherwise lenders would not have
approved her loan applications.

As Mr. Reed points out, the first rental is usually the hardest to finance because the borrower
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doesn’t have a track record to show the lender that he is able to successfully manage a rental

i property. For this reason, a lender will only consider financing a borrower’s first rental if the

. borrower has sufficient non-rental income to service the debt he would incur if the lender were to
| finance the purchase.

(B) According to Mr. Reed, the minimum down payment for investment homes is 20% but borrowers can get a
slightly better deal with a 25% down payment.

(®)) Each subsequent financing must have been easier than the one previous if we assume: (1) her
FICO score was always at or above each lender’s standard, (2) the market value of her portfolio
increased with time, (3) her total debt diminished due to its amortization, (4) her income increased
with the number of her rentals, (5) she used her growing income to make progressively larger
downpayments, and (6) her track record became increasingly well-established.

9. 3.2.1: WHICH TYPE OF LOAN IS BEST?

Assign each of these four first-time home buyers to the loan type each is best suited. Choose from these
loan types: VA, FHA, USDA, and conventional. Do not choose the same loan type twice.

Rachel joined the law firm, Dewey, Cheatem, and Howe right out of law school. She has $100K in student
loans, $50K in savings gifted from the Bank of Mom and Dad, and a poor credit rating only because she
never before bought anything on credit in her own name. She lives in San Francisco.

Elijah was discharged last month from the Navy. He earns $60K/year working for an engineering firm in
San Diego. His credit rating is so-so.

Ruth was hired three years ago out of college into the Procurement Department of the City of L.A.. She
has saved $400K for a down payment. She has a near-perfect FICO score.

Jacob and his wife recently immigrated from South Korea to Visalia where both earn a modest income as
chick sexers at a nearby hatchery. The couple hasn’t saved anything for a downpayment.

The loan types most suitable for each are, respectively:

A. USDA, conventional, VA, FHA
B. FHA, VA, conventional, USDA
C. VA, USDA, FHA, conventional
D. conventional, FHA, USDA, VA

E To answer this question, start with the easy cases first. Namely, those for Elija and Jacob.

Since Elijah is a Navy veteran, he should choose a VA loan. For any veteran, there is no better loan than a
VA loan: VA loans tend to have the lowest average interest rates, and loans are available with no down payment. In
addition, there is “no monthly mortgage insurance premiums or PMI to pay.”
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The second easiest match is that to Jacob and his wife: the chick sexers from Visalia. They should
choose a USDA loan. Since Jacob and his wife earn a modest income in a rural area and they have no
money saved for a downpayment, a USDA loan would be a good match for them: USDA loans offer low or
even no down payments and low interest rates. Rates can be as low
as 1% with subsidies on direct loans.

With Elijah and Jacob already matched to VA and USDA loans
respectively, we now must match Rachel and Ruth to the two
remaining loan types: conventional, and FHA.

So, let’s consider Rachel’s situation — she has a poor FICO
score, she is a first-time home buyer, her income is modest (for
now) and has $50K for a downpayment. Her best bet would
4rs # be an FHA loan. FHA loans require as little as 3.5% down. Credit
I el score requirements are also lower than conventional loans. You can
==bob at VIRIRIRWE ChickemblatchiELy typically qualify for a loan with a 3.5% down payment at a 580 score
and may be able to get a loan with a score as low as 500 if you have 10% down.

Finally, we have Ruth — the lady with the marvelous ability to save. We can confidently match Ruth to a
conventional loan since she has an eye-popping $400K set aside for a downpayment and because her
credit rating is outstanding. As long as she buys a home costing less than two million dollars, she won’t
need to pay for mortgage insurance, and she should qualify for a premium interest rate.

10. 3.2.5: How 1O BEAT HIGH MORTGAGE RATES

A borrower may reduce his mortgage interest rate by ...

making the smallest down payment allowed by the lender.
choosing a fixed rate rather than an ARM with a teaser rate.
paying discount points.

choosing 30-year rather than a 15-year mortgage.

working with a loan officer rather than a mortgage broker.

moow»

@ You can pay for discount points upfront which will help you lower your mortgage interest rate. Every discount

point costs 1% of the amount of your loan and should reduce the mortgage rate by about one quarter of a
percent (.25%).

Each of the other answers is diametrically wrong.

(A) If you can make a more significant down payment, you’ll be seen as a less risky borrower, earning you a
lower interest rate.

(B) Lenders often have ARMs with fixed initial rates for a certain period, anywhere from the first three to the first
ten years of a loan. These are called teaser rates, which are usually lower than the rate charged on a fixed-
rate mortgage.

(D) Lenders offer mortgage loans with 15- or 20-year terms instead of 30 years. If you get a 15-year loan, the
interest rate is typically anywhere from 0.5 to 0.75% cheaper than comparable rates on a 30-year loan.

(E) Another way you might be able to beat high interest rates is by working with a mortgage broker instead of a
loan officer who is an employee of a lender or bank. Mortgage brokers can help you find the best program
from among many lenders for your needs whereas a loan officer can offer only the loan products
available from his employer.
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1. 3.3.1: WHAT You NEED TO KNOW BEFORE YOU COSIGN A MORTGAGE

After Homer cosigns for his son Bart’'s home mortgage, Homer’s credit rating steadily improves while Bart’s
declines. Which is the most plausible explanation?

A. Bart lost his job.
B. The only creditor Bart pays on time is his home lender.
C. Bart pays every one of his creditors on time.

@ Let’s assume that Homer has cosigned for only one of Bart’s loans — his mortgage loan — therefore,
Homer is responsible for Bart’s mortgage loan should Bart be unable to service it. If Bart continues to make
monthly payments on time, it can help Homer’s FICO scores as well because the solid payment history will also
appear on Homer’s credit report, boosting Homer’s score. However, if Bart makes a late payment ... it also hits
his father’s credit report. The other answers are red herrings:

(B) If Bart were to lose his job, that alone would not affect his or his father’s credit rating. But if Bart
were to lose his job and stop paying his bills that circumstance would definitely hurt both of their
credit ratings.

(®)) If Bart always paid his creditors on time, Bart’s credit rating could be expected to improve over time.
The effect this would have on Homer’s credit could only be positive. The degree to which it would
be positive would depend on a myriad of other factors.

12. 3.4.1: WHAT IS A HOMEPATH PROPERTY?

What is not true of homes offered for sale through Fannie’s HomePath program?

Most have been foreclosed by Fannie.

Most are in better condition than foreclosed homes.

Most are sold “as-is.”

Buyers must finance their home with a Fannie- or Freddie-backed loan.

First-time buyers must attend a Fannie-approved course before purchasing a HomePath property.

moow»

m Fannie acquires the properties it places into its HomePath program through what’s called a deed-in-lieu; that
is, homeowners voluntarily turn over the homeownership to the mortgage company with a deed-in-lieu rather than
forcing the lender to foreclose on and evict the homeowner.

The deed-in-lieu option of returning the deed over to the lender is often preferable to foreclosure for both
the homeowner and his lender: The homeowner avoids the credit calamity that foreclosure brings and the
lender need not incur the expense of foreclosure (source).

All other answers express true statements about homes in Fannie’s HomePath program.

(B) When a homeowner gives up control of their property willingly, which is often the case with HomePath, the
properties tend to be in better condition than properties seized involuntarily.

(®)) There is an online database that lists HomePath properties, and again, Fannie sells them as-is, so you have to
consider any needed updates or repairs.

(D) One can use a conventional mortgage to buy one of these homes, but one can also use a VA or USDA loan.

(E) If the first-time buyer finds a home, he must complete a buyer education course if he wants to qualify as a
first-time buyer and get closing cost assistance.
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13. 3.4.2: WHAT IS A HOMEREADY PROPERTY?

Which statement is false about Fannie’s HomeReady loan.

It requires a minimum FICO above 620.

It may require as little as 3% down.

It permits downpayments to be gifted.

It has no funding limit.

It allows family members to be cosigners without also being occupants.
It will count future rental from ADUs towards income.

mmoow>

@ There are limits on how much you can borrow with a HomeReady loan. Fannie uses a conforming loan
limit, and in some parts of the United States, housing prices on average might be much higher than this. In some
areas, if 115% of the median home value is beyond the conforming loan limit, then there’s a higher baseline limit.

All other answers describe true features of a Fannie HomeReady loan.

(A) For a Fannie HomeReady Loan, you need to have a credit score of at least 620. If you have a score of
680 or higher, you can get better terms.

(B) With a HomeReady mortgage, qualifying borrowers can make a 3% down payment instead of 20%.

(®)) You don’t have to use a minimum amount of personal funds for your down payment and closing costs. You
can instead use sources like grants, gifts, or Community Seconds mortgages.

(E) Family members and parents can be listed as co-borrowers even if they aren’t going to live in the home.

(E) If your home has a rental unit attached, you could use future rental income as part of your eligibility to
qualify for the loan.

14. 3.5.1: How DO You GET A CONSTRUCTION LOAN?

Which statement about a construction-only loan is false?
It is mostly true that a construction-only loan ...

....A. has a term of about one year with a variable interest rate.
....B. has a higher interest rate than a home loan.
C. often provides a reserve to pay for unexpected expenditures.
....D. has a variable interest rate.
....E. covers the fees for architects and other design professionals.
F. is paid out in installments upon the attainment of planned milestones.
G. requires an inspector to assess the construction’s progress.
H. must be paid in full by the borrower within one year of its maturity.

E Construction loans do not include design costs. Fees for design professionals such as architects, landscapers,
and interior designers must be paid out of pocket by the borrower (source).
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15. 3.6.3: USDA LOANS: THEY'RE NOT JUST FOR THE BOONIES.

Jed Clampett lives with his kinfolk in the outskirts near
Fresno. He needs to replace his decrepit homestead with
a new manufactured home. Since his income and credit
score are both lower than a hog’s chin on market day, he
best be talking to the folks at the bank about getting a loan
from ...

A. Freddie Mac.
B. the FHA.

C. Fannie Mae.
D. the VA.

E. the USDA.

E Jed’s best bet would be a USDA Single Family Housing Guaranteed
Loan from the United States Department of Agriculture (USDA). This loan
is designed to help buyers in rural areas. There is no down payment required for
this type of loan and the low minimum credit score requirement — scores as low as
620 — ...would make it ... attractive for buyers such as Mr. Clampett.

Citation: A USDA loan may also be used to finance the purchase of a new
manufactured home providing that it be made real property by fixing it to a FICO Credit Scores
permanent foundation.

If Jed had been a veteran, he could have considered a VA loan. A VA loan, like a USDA loan, does not
require a down payment and it also accepts applicants with a credit score as low as 620.

16. 3.6.4: How DOES AN ASSUMABLE MORTGAGE WORK?

What is not true about an assumable mortgage?

FHA mortgages are assumable.

An assumable mortgage cannot be assumed without the lender’s approval.
Government-backed mortgages are assumable

Nearly all mortgages are assumabile.

When a mortgage is assumed, the only change required is the name on the note.

It costs the buyer less to assume a loan than to take out a new one.

The price owed to the seller is the purchase price less the balance on the assumable loan.

ITMoOOw

m The article’s author, Ms. Sutphin, states that most mortgages aren’t assumable, but she also states most
government-backed mortgages are assumable, including the ones backed by the FHA, the USDA, and the VA.
Assuming both statements are true, then it can be inferred that most mortgages are not government
mortgages.

All the other statements about assumable mortgages are true:

(A,C) Most government-backed mortgages are assumable, including the ones backed by the FHA, the USDA, and
the VA.

(B) If you’re going to assume a mortgage, you have to get the lender’s approval.

(E) The name on the documentation of the assumed mortgage changes while everything else stays the same.
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(F) For buyers, the advantages include a lower interest rate and closing costs because it costs less to assume a
loan than to get an entirely new mortgage.

(G)  The buyer must pay off the difference between the balance of the mortgage and the current value of the
house. You could require a second mortgage to make that happen.

17. 4.1.2: THE FAIR APPRAISAL ACT

BACKGROUND: In the viral news report that instigated the
enactment of The Fair Appraisal Act, the Tate family hired two
appraisers to estimate their home’s value. The first estimated
it at $1M while the second at $1.5M.

What change did the Tate family make between the two \
appraisals which they believe was responsible for the second Meet the Tate family.

appraiser’'s much higher estimate?
The Tate’s ...

bought the dump next door and fixed it up.

professionally staged their home.

added a swimming pool with an attached spa.

converted their dining room and kitchen into a Great Room.
greased the palm of the second appraiser.

replaced their family photos throughout their home.

Tmoowr

@ The Tate’s removed everything in their home that belied their Black identity — for example, they replaced their
family pictures with those portraying a White family. Others have referred to this process as “white washing.”

The Onion news service details a strikingly similar experience to that of the Tate family in this YouTube
report, “Black Homeowners Receive Higher Appraisal After Displaying Pictures Of Klan Members”. @

18. 4.2.1: WHO’S WHO AT THE MORTGAGE COMPANY

Mr. Reed describes six people, each with a unique job title, who together help the borrower obtain a
mortgage loan. Match each job title to its function. For example, the first match is “1D’ because the Loan
Processor is the one who “Gathers required documentation from the borrower.” What are the other five
matches?

(1) Loan Processor (A) Bears witness to the borrower’s signature.

(2) Loan Officer (B) Quotes rates and terms to borrower.

(3) Underwriter (C) Prepares final papers for borrower’s signature.
(4) Closer (D) Gathers required documentation from borrower.
(5) Settlement Agent (E) Transfers funds to borrower.

(6) Funder (F) Ensures that documents satisfy “loan conditions.”

A. 1D, 2B, 3F, 4C, 5A, 6E
B. 1D, 2F, 3C, 4A, 5E, 6B
C. 1D, 2C, 3A, 4E, 5B, 6F
D. 1D, 2A, 3E, 4B, 5F, 6C
E. 1D, 2E, 3B, 4F, 5C, 6A
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m As explained below:

Settlement Agent Your settlement agent is the one you will meet when you go and sign your final loan
papers. You’ll provide identification documentation to the settlement agent to verify
that you are who you say you are. Witnesses your signatures, notarizes the signatures,
and makes sure that all that has been asked for has been provided.

Loan Officer Your loan officer will present available loan options, quote rates and closing costs, and
collect your initial application and documentation

Closer The Closer is the behind-the-scenes individual that prepares your loan for a final closing
and makes sure the loan is ready to have the closing papers prepared.

Loan Processor This individual gathers all the necessary documentation needed.

Funder This person is the one who releases your mortgage funds from their vault to your

mortgage company.

Underwriter The underwriter makes sure whatever is provided meets the responded loan conditions.

Interesting Note: We gave this question to ChatGPT 4 and it had no trouble giving the right answer even
though, to our knowledge, it hadn’t read the article on which this question is based.

19. 4.3.1: CAN YOUR HOME BE STOLEN ONLINE?

Title Fraud Insurance ...

A. is an enhanced form of owner’s title insurance.
B protects against the fraudulent transfer of a home’s title.
C. is a “deed monitoring service.”

@ Title Fraud occurs when bad guys are able to get a blank Quit Claim Deed and go about forging signatures,
enter the amount of ‘consideration’ or the transfer price and filing fee and even forge the notary stamp. The new
‘owner’ then proceeds to take out several loans against the property and not paying them ... § Title Lock Insurance is
a purported form of insurance against title fraud, it does not protect you in any way from a scammer fraudulently
transferring your title. It is more of a “deed monitoring service” that periodically checks in to see if your title has
been transferred OUT of your name.

20. 5.1.2: CALCULATING A STEP-UP IN BASIS

Lisa’s parents, Homer and Marge, bought their home in 1965 for $10K. Ten years ago, Homer dropped
dead in the kitchen, and last night Marge died in her sleep at home. This morning Lisa inherited the home
from her mother and by this afternoon Lisa had sold it for one million dollars. What is Lisa’s capital gain?

A.  $990K
B. $500K
C. $250K
D. $1000K
E. $0K

E This question was deliberately tricky. We tried to misdirect you with irrelevant details about the deaths
of Homer and Marge died. (Remember, the questions on the final exams are never deliberately tricky.)
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This is what you must know: A “step-up in basis” is a term that refers to adjusting the cost basis of an asset
someone inherits to its fair market value on the date of the decedent’s death. Thus, the home Lisa inherited this
morning had an immediate “step-up in basis” to its fair market value and that fair market value was firmly
established by the price Lisa’s buyer paid that afternoon. Lucky Lisa.

Ten years ago, when Marge’s husband Homer died, Marge inherited the home. Her cost basis was
whatever the fair market value of the home was at that time. Let’s suppose it was $400K.

If Marge were still alive today and if she (not Lisa) had sold her home this afternoon for one million dollars,
then Marge’s capital gain (not withstanding any capital improvements the Homer’s may have made during
their home ownership) would have been one million dollars less $400K; that is $600K. Too bad for Marge,
but lucky for Lisa.

If you’re married and own a home together with significant equity, better that you don’t let him/her know
about this “step-up in basis” rule. It might set afire his or her imagination! @
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