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INDIVIDUAL PRACTICE SET #1

MOIRA RYAN

SOLUTION NOTES FOR INSTRUCTOR

INDIVIDUAL FEDERAL INCOME TAX RETURN

2010-2011 ANNUAL EDITION

1.1 TAXPAYER BIOGRAPHICAL INFORMATION:

Moira qualifies for three exemptions determined as follows:

Moira qualifies for one personal exemption.
Moira may also claim the following as dependents:

Oliver Plunkett Ryan. All dependency tests have been satisfied for a qualifying child.

Jane O’Dea Sullivan. She has satisfied all tests as a qualifying relative. Social Security
benefits are not counted in the gross income test. Therefore, her gross income was limited to
dividend and interest income of $1,775, which falls below the $3,650 threshold. She passed
all of the other tests of dependency.

Moira cannot claim the following as dependents:

Dennis Harrison Ryan. He failed multiple tests as either a qualifying child or as a qualifying
relative.

Michael John Ryan. Because Michael provided more than half of his own support, he failed
the support tests as required to be either a qualifying child or a qualifying relative.

Kelly Marie Ryan. She is not a qualifying child because as a part-time student over the age
of 19, she failed both the age and the domicile tests. She is also not a qualifying relative
because she failed the gross income test. Her gross income from taxable sources cannot
exceed $3,650. Her salary income of $8,000 exceeded this amount. To be exempted from
this requirement, she must be either under the age of 19 or a full-time student under the age
of 24. As a 20-year-old, part-time student, she failed both requirements.

John Wilson Amner. As a cousin, he cannot be a qualifying child. He is also not a
qualifying relative. Because he did not reside with Moira, he failed the relationship/
household test.
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1.3 Taxpayer Filing Information:

Moira’s optimal filing status for 2009 is head of household. Moira qualifies as a head of
household because she provides more than half of the costs of maintaining a household for her
dependent mother. A dependent parent need not live with the taxpayer. Because Gerald passed
away in 2008, they cannot file a joint return in 2009. Moira is not a surviving spouse because
she has no dependent child living at home. Head of household status would be preferable to
single status.

1.4 Data Relating to 2008 Federal and Kansas Income Tax Returns:
Because Moira paid a state income tax deficiency of $535 in 2009, she can deduct this amount

on her 2009 Federal income tax return on Schedule A, line 5. It is irrelevant whether she
itemized in 2008 because she received no tax refund on their state tax return.

2.0 INCOME SOURCES

2.1 Salary Income:

Moira’s salary income from both employers as reported on both Form W-2s are fully included
in gross income. They are reported on Form 1040, line 7.

2.2 Income Received from the Estate of Gerald or Pursuant to the Death of Gerald:
Moira must report the following income:

e The income reported on Form 1009-DIV from the Estate of Gerald Ryan, Deceased as
reported on both Schedule B and Schedule D as discussed later.

e The final IRA or pension reported on Form 1099-R as reported by the bank as reported on
Form 1040 line 16b.

Insurance received on a life insurance policy is not reported, nor is the cash amount received as
an inheritance. Any gain or loss of estate assets would be recognized by the estate on its
separate tax return.

2.3 Income from Trade or Business:

Because Moira is on the cash receipts method, only gross receipts actually received would be
included. This amounts to $77,100. Business loan proceeds of $89,320 would be excluded as an
item under obligation to repay.

Accounts receivable of $1,300 would not be reported until they are actually collected. The

same is true of unbilled revenue. Moira’s Magical Morsels cannot deduct any bad debt expense
because Moira follows the cash receipts method.
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The following expenses paid out of the general account are deductible on Schedule C for the
amounts as indicated:

Supplies $12,000
Contract labor 6,000
Utilities 5,600
Interest on business loan 650
Insurance 320
Accounting and tax preparation services 1,100*
Advertising 700
Delivery van expenses 5,800
Repairs 350
Entertainment expenses 700**
Meals 300**
State licensing fee 475***
Total cost listed $33,995
* $700 allocated to Moira’s personal return deductible on Schedule A, line 22

as a miscellaneous expense. 2 percent of AGI limitation applies.

**  After 50 percent cutback.

***  $125 fine for late payment not deductible because it would violate public policy
rules.

Unpaid expenses for contract labor, utilities and commissions cannot be deducted because they
were not paid in 2009. This is because Moira follows the cash receipt method of tax accounting.

The following expenses paid out of Moira’s personal account relative to the Rottweiler
watchdog mentioned in Section 3.6 are deductible on Schedule C for the amounts as indicated:

Feed bills $ 700
Veterinarian services 400
Total $1,100

The $2,000 cost of the watchdog can be deducted under § 179 as discussed later.

As to the delivery van, the automatic mileage method would produce a total deduction of
29,400 x $.55 or $16,170. Total deduction under the actual method would produce total
deduction of actual costs of $5,800 plus the expensing of the delivery van under § 179 of
$10,800 for a total of $16,600. The actual method would then be preferred.

The payment of the business loan was a payment of a liability rather than a deductible expense.

The contribution to the United Way is considered a personal expense rather than a business
expense and is deductible. It is reported on Schedule A, line 16.
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Depreciation on property acquired and placed into service in 2009 is calculated by giving
preference to any 8 179 deduction because this method provides for the fastest depreciation
possible. Therefore, Moira would deduct the full costs of all personal property acquired in 2009
under 8 179. This would include the following:

Catering equipment $6,700
Computer 1,040
Computer printer 630
Office furniture 2,000
Van 10,800
Rottweiler dog 2,000

Total § 179 deduction $23,170

As to the building at 3450 Chicago Street, MACRS must be utilized as 8 179 does not apply to
realty. The depreciable basis is only $130,000 because the land costing $35,000 cannot be
depreciated. Depreciation then totals $130,000 x 1.605% = $2,083.

As many of the expenses deducted on Schedule C have been drawn from various sections of the
fact pattern of this practice set, total expenses deducted on Schedule C, line 28 are summarized
as follows:

Expenses paid out of general account $ 33,995
Expenses relating to the Rottweiler dog 1,100
Depreciation deduced under § 179 23,170
MACRS deduction 2,083
Professional journal listed in Section 3.6 60

Total expenses deducted on Schedule C, line 28  $60,408

2.4 Dividends Received:

The following cash dividends or corporate distributions are fully includible and must be
reported on Schedule B, line 5:

Source Qualifying Dividends Nonqgualifying Dividends
Schwartz $3,500 $1,500

First Natl Bank 1,500 -0-

Estate of Gerald 3,000 200

Total $8,000 $1,700

All other items reported on the 1099-DIV from Schwartz are discussed in the following section
dealing with capital gains.
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2.5 Interest Received:

The following interest income is fully includible and must be reported on Schedule B, line 1:

Cornhusker Savings Bank $5,000
First Nebraska Bank, NA 260
Total taxable interest $5,260

2.6 Capital Gains:

Moira must report the following capital gains:

Stock: Proceeds: Adj. Basis Gain / (Loss) Holding Period

1*' National ~ $30,400 $26,000 $ 4,400 Long-term
Bank

Atchison 2,600 11,000 (8,400) Short-term
Corp.

Topeka 10,400 10,800 ( 400) Long-term
Corp.

Santa Fe. -0- 2,300 ( 2,300) Long-term
Corp.

Homer 35,000 35,000 -0- Long-term

Estate 6,000 Long-term

Schwartz 6,200 Long-term

Total long-term capital gain $,5,500

The adjusted basis of the stock in Topeka Corporation is $10,800 because the FMV at the time
of the gift was lower than the adjusted basis to the donor. First National Bank Corporation stock
qualifies as long-term property because it was acquired as inherited property. Basis is $26,000
because that amount represented FMV at the time of death. No loss is allowed on the sale of
the stock in Homer Corporation because sale was to a related party. As to capital gains reported
from substitute Form 1099-DIV from Joseph Schwartz, the $7,000 capital gain is reported on
Schedule D, line 13. The $600 long-term capital gain distribution from Schwartz would not be
taxed at the 28 percent rate due to the application of the capital gain netting rules.
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2.7 Other Income:

The ballroom dancing activity would be classified as a hobby because it has never earned a
profit. Therefore, gross revenue of $1,800 must be reported on Form 1040, line 21. Deductions
cannot exceed gross revenue. Therefore, the following expenses are deductible as
miscellaneous expenses on Schedule A, line 23 before the 2 percent of AGI limitation is limited
to $1,800.

Dancing lessons $ 850
Dancing costumes 2,100
Dancing shoes 200
Travel 1,400
Total costs $4,550

As to the sale of the house, proceeds from the sale would total $275,000 less real estate
brokerage commissions ($9,000), advertising costs ($600), legal fees ($1,000), and loan
placement fees ($1,600) for a total of $262,800. Fix-up costs do not factor into the calculation
of amount realized on the sale of a primary residence.

Moira’s basis is the house would be $145,000, the FMV of the house at the time of Gerald’s
death. Realized gain is then $262,800 less $145,000 for a gain of $117,800. As this amount is
less than the § 121 exclusion, no capital gain would be recognized on the sale of the house.

The vacation home in Fraser, Colorado, qualifies as primary rental property. Therefore, its
taxable transactions are reportable on Schedule E. Moira must report all revenues, but she can
deduct 88.89 percent (80 days/90 days) of all allowable costs. The following expenses are
deductible on Schedule E:

Mortgage interest $3,556
Property taxes 2,222*
Utilities and maintenance 1,067
Depreciation 2,909
Total deductions $9,754

*  Balance of $278 ($2,500 — $2,222) is deductible on Schedule A as relating to second
home.
**  Calculated as $90,000 x 3.636% % 90%

Because this home is not classified as personal/rental, the issue as to whether the court’s
approach or the IRS approach applies is irrelevant.

In terms of other income listed, only the following is includible:
e Jury duty fees of $12, which is reported on Form 1040, line 21.

e Gambling winnings of $280, which is also listed on Form 1040, line 21.
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3.0 EXPENSES:

3.1 Medical Expenses:

The following medical-related expenses are deductible before the 7.5 percent of AGI limitation
on Schedule A, line 1.

Doctor hills for Moira $1,200
Dentist bills for Oliver $2,000
Total qualifying expenses $3,200

Schedule A, line 1 shows a deficit of $200 because aggregate qualifying expenses of $3,200
must be subtracted against deductible health insurance premium of $3,400. Moira can deduct
her entire health insurance premium of $3,400 on Form 1040, line 29.

Funeral expenses are not deductible.

3.2 Payments on Debt:

The following interest is deductible on Schedule A, line 10:

Mortgage interest on their home $7,200
Interest on loan to buy boat 1,900

Total interest deductible on Schedule A, line 10 $9,100
The margin interest of $3,000 on the loan to buy stock in Norfolk Southern Corporation is
deductible and is reported on Schedule A, line 14. Form 4952 must also be filed. As noted on

Form 4952, investment income consists of all interest and dividend income. Aggregate
deductible interest expenses are then $12,100.

3.3 State and Local Taxes and Fees:

The following income taxes paid to Kansas are deductible on Schedule A, line 5:

Withholding $ 930
Amount paid on Kansas tax return 535
Total deductible state income taxes $1,465

The sales tax deduction using a 7.5 percent sales tax rate would produce an inferior deduction.
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The following real estate property taxes are deductible on Schedule A, line 6:

Property taxes on home $2,590
Property taxes on vacation home 278
Total deductible realty property taxes $2,868

The property taxes on the boat can be deducted on Schedule A, line 7.

3.4 Charitable Contributions:

The following charitable contributions are deductible on Schedule A, line 16:

Payment to United Way listed in Section 2.3 $4,000
Payment to St. John Cantius Church 3,000
Payment to Muscular Dystrophy Association 1,500
Payment to Leukemia Society 900
Total charitable gifts reported on line 16 $9,400

3.5 Educational Expenses:

Tuition and required fees paid for the benefit of Michael John Ryan do not qualify for either the
lifetime learning credit nor the tuition and fees deduction because he is not a dependent. Moira
cannot claim either the tuition deduction or the lifetime learning credit for the payment of
tuition and fees for the benefit of Kelly Marie Ryan because she does not qualify as their
dependent either. Mora can claim the HOPE credit for Oliver on Form 8863. The amount of the
credit would total $2,500.

3.6 Other Expenses and Payments:

Moira can deduct the following payments:

e Subscription to Catering News $ 60
e Safe deposit box for stock certificates 55

The subscription to a professional journal is an expense associated with a trade or business. It
is reported on Schedule C, line 27. The safe deposit box rental is reported on Schedule A, line
23.

Moira has a theft-loss deduction related to the burglary. Because it was property not related to
a trade or business that was completely lost, the adjusted basis ($17,400) is the measure of the
loss. From this amount, insurance recovery ($4,500), 10 percent of AGI ($7,446) and $100 is
subtracted. This loss is reported on Schedule A, line 20. Form 4684 must be filed.
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Moira cannot deduct the cost of installing the alarm because their principal residence is a
personal use asset. However, the Rottweiler dog and the expenses associated with it are
business-related, and are reported on Schedule C. See earlier discussions of Section 2.3.

Moira is allowed a credit of $1,500 for the installation of the geothermal system. The credit is
calculated on Form 5695. As this is a nonrefundable credit, she can utilize only $591 of the
credit in 2009. The balance of $909 can be carried forward to 2010.
Moira can deduct certain moving expenses. Deductible expenses include $2,000 to move
household goods. Deductible automobile expenses are calculated as 379 miles at $.24 per mile
for a total of $91. Payments for meals while in transit are not deductible. Form 3903 must be
filed.
Calculation of Tax Liability:
The tax liability for Moira is calculated as follows:
Tax on ordinary income of $17,904 $1,416*
Tax on long-term capital gains and 675**
Qualifying dividends
Total tax liability $2,091

* Per Tax Table
**  Taxed at flat rate of 5 percent
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