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INDIVIDUAL PRACTICE SET #2 
 

 LEOPOLD AND GRETCHEN KLEIN 
 

INDIVIDUAL FEDERAL INCOME TAX RETURN 
 

2010–2011 ANNUAL EDITION 
 
 
 
1.1 TAXPAYER BIOGRAPHICAL INFORMATION:  
   
Leopold and Gretchen qualify for five exemptions determined as follows: 
 
• Leopold and Gretchen qualify for one personal exemption each.  
• Leopold and Gretchen may also claim the following children as dependents: 

 
Charles.  Charles is also a qualifying child rather than a qualifying relative because he was a 
full-time student under the age of 24 and met all other tests relative to a qualifying child.  
Therefore, the issue of his scholarship is irrelevant.  The gross income test does not apply 
anyway. 
 
Jeffrey.  All dependency tests relative to a qualifying child have been satisfied.   
  
Killian.  All dependency tests relative to a qualifying child have been satisfied.  

       
Note that Jeffrey and Killian qualify for the child tax credit.  The maximum credit is $1,000 
per child and is reported on Form 1040, line 51.  However, the AGI reported by the Kleins 
well exceeds the maximum level for the phase-out of the credit. Therefore, the Kleins are 
not entitled to any child tax credit.   

 
• Leopold and Gretchen cannot claim the following as dependents: 

 
Jennifer Klein.  Jennifer is neither a qualifying child nor a qualifying relative because she 
was a part-time student and over the age of 19.  She failed multiple tests.  
   
Christopher Charles Wilson.  Wilson is a qualifying relative who fails the 
relationship/household test in that he is not related to either Leopold or Gretchen and he was 
not a member of their household for the entire year.   
 
Ralph John Witkins.  As nephew of Gretchen, Witkins would be a qualifying child of 
Gretchen had he been either under the age of 19 or a full-time student under the age of 24.  
He was neither. Witkins cannot be a qualifying relative as his gross income exceeded the 
$3,650 limit.  Banked income is excluded from the support test but not from the gross 
income test.  His earned income of $11,000 exceeded the $3,650 threshold for the gross 
income test.   
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1.4 Data Relating to 2008 Federal Tax Return: 
 
• The capital loss carryforward is deducted on Schedule D, line 14. 
• The effects of the passive loss carryforward from Harrison Tubulars, LP are discussed under 

Section 2.6. 
 
 

2.0  INCOME SOURCES 
 
 
2.1  Salary Income: 
 
Both Leopold’s and Gretchen’s salaries are fully taxable. They are reported on Form 1040, line 
7.   
 
 
2.2  Income from Trade or Business: 
 
The following cash receipts are fully reportable on Schedule C:  
 
• Cash received from customers              $65,280 
The following cash payments posted to Leopold’s business checkbook are deductible and can 
be reported on Schedule C for the amounts as indicated:  
 

Secretarial services      $ 7,720 
Supplies                                                  1,900 
Advertising                                               1,100 
Legal services                      3,000 
Entertainment            600* 
AICPA dues            350 
Texas CPA license           270 

 
Total expenses listed                $ 14,940 
 

            *       After 50% cutback.   
            
The payment of a speeding ticket cannot be deducted as it would violate public policy rules. 
Leopold’s contribution to his traditional IRA account is fully deductible on Form 1040, line 32.    
 
As Leopold accounts for all transactions on the cash receipts method, he would not report any 
income until cash is actually received from his customers.  Therefore, the accounts receivable 
balance of $2,200 is reportable in 2009 because he received the income in that year. The 
unbilled revenue would not be taxed until it is received in 2010 for the same reason.  The same 
would hold true of the ending accounts receivable balance of $2,700.    
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As a cash receipts method taxpayer, Leopold cannot deduct any expense until he actually pays 
it.  Therefore, the $350 of AICPA dues can be deducted on Schedule C only in 2008 as 
mentioned earlier.  Unpaid accounting expenses, secretarial services and miscellaneous 
expenses cannot be deducted until they are paid in 2010.  
    
The computer printer and office furniture were the only assets purchased and placed into 
service in 2009.  The computer printer has a depreciable basis of $700 and the office furniture 
has a depreciable basis of $3,300.  To maximize his maximum depreciation deduction for 2009, 
Leopold should deduct the full depreciable basis of both assets under § 179.   
 
Depreciation on property acquired and placed into service before 2009 is calculated as follows: 
 
Computer system, 6th recovery year, 5-year property 

$4,000 × .0576  =                     230 
 
 Total         $ 230 
 
The computer acquired in 2000 was fully depreciated by 2009. 
 
Total depreciation listed on Form 4562 is therefore the sum of the following: 
 
 MACRS deduction                         $      230 
 § 179 deduction                              4,000 
 
 Total depreciation deduction                         $  4,230 
   On Form 4562 
 
Leopold is entitled to an office in the home deduction because his home office was the site of 
administrative matters and he had no other fixed location for his trade or business. He also 
satisfied the requirement that his home office was a separately identifiable space that was used 
regularly and exclusively for business. Information from Sections 3.2 and 3.3 is also taken into 
consideration in completing Form 8829. As evidenced on Form 8829, the maximum office in 
the home deduction is $3,426. This amount is also reported on Schedule C, line 30.  
 
Leopold can deduct 2,500 miles of business-related transportation as the rate of 55 cents per 
mile.  His total deduction is then $1,375.  Because the automatic mileage method has been used 
since the first year that George used the truck, MACRS cannot be utilized. The deduction is 
reported on Schedule C, line 9.   
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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 listed in Section 2.2                                $ 14,940 
 Depreciation deducted before home office                                      4,230 
 Home office deduction              3,426 

Automobile expenses                                                                       1,375 
 
Total expenses deducted on Schedule C, line 28                  $ 23,971 

 
The old computer sold in 2009 would have been fully depreciated.  Its adjusted basis was 
therefore zero.  The entire $250 would represent gain.  However, as accumulated depreciation 
would have aggregated $1,950, the entire $250 gain would be recaptured as ordinary gain under 
§ 1245.  Form 4797 must be filed. 
 
 
2.3  Dividends Received: 
 
The following cash dividends are includible and fully reportable on Schedule B, line 5 as being 
taxed as dividends: 

   
Source   Qualifying Dividends       Nonqualifying Dividends         
 
Amadeus                 $ 2,200    $   -0-  
Ludwig                               3,800              -0- 
Mexico Progresso          1,000*                               -0- 
Interworld Fund             150          50 
  listed in Section 2.6 
 
Total                                $  7,150                                          $    50    
 
*     As stated in the text of the practice problem, the $1,000 dividend is a qualifying   
       dividend due to the application of the U.S.–Mexico Income Tax Treaty. Gretchen is   
       entitled to a foreign tax credit of $100 as the foreign tax paid on foreign sourced 
       income. The $100 exceeds the amount realized under the foreign tax credit formula.  
       The $100 foreign tax credit is reported on Form 1040, line 51.  Form 1116 is not 
       required. 
                                                             
As mentioned in Section 2.6, Klein  Brothers, Inc. is an S corporation. As such, cash 
distributions from this corporation would not be reportable.   
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2.4  Interest Received: 
 
The following interest income is includible and must be reported on Schedule B, line 1: 
 

First State Bank of San Marcos         $1,355 
Bexar County Savings and Loan              180 

 
Total taxable interest                                             $1,535 

 
 
2.5  Sale of Capital Assets: 
 
The Kleins must report the following capital gains or losses on Schedule D: 
 
Property: Proceeds: Adj. Basis  Gain / (Loss) Holding Period 
 
Capital loss carryforward mentioned    ($4,100)    Long-term 
   in Sec. 1.4 
 
Amadeus stock  48,000  50,000    (2,000)    Long-term 
 
Ludwig stock    4,000    2,500      1,500    Long-term  
 
Parli stock    2,000    3,000    (1,000)    Short-term 
  
Pendant      15,000  12,000      3,000    Long-term 

 
Silver    
  service       900                   300         600    Long-term 
 
Interworld                                                     
  Fund listed  
  on Form 1099-DIV             700    Long-term  
 
Gain from SW 
  Harps in  
  Section 2.6              700    Long-term 
        
 
Bad debt                                                                      
  listed in  
  Section 3.5          (3,000)    Short-term   
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Distribution from         
  Klein Bros, Inc. 
  listed in     
  Section 2.6           5,000    Long-term 

 
    Total net long-term capital gain      $1,400 
 
The diamond pendant and silver tea service are treated as collectibles and the net gain of $3,600 
is ordinarily taxed at 28 percent.  However, the net gain of $3,600 was netted against the net 
short-term capital loss of $4,000.       
 
 
2.6 Other Investments: 
 
With reference to Southwest Harps, Inc., Gretchen did satisfy the tests of material participation 
because she managed the corporation.  Ordinary income of $21,480 is reported on Schedule E, 
line 28.  The § 1231 gain is reported on Form 4797 and Schedule D, line 11. 
 
With reference to Harrison Tubulars, LP, Leopold failed the tests of material participation 
because his participation was less than 500 hours and was less than the combined hours 
contributed by the other partners.  Therefore, he cannot deduct the ordinary loss of $3,000 
reported on his Form K-1.  For the same reason, he also cannot deduct the suspended loss 
carryforward of $2,000 mentioned in Section 1.4.          
 
With reference to Klein Brothers, Inc., Leopold did satisfy the tests of material participation.  
Although Leopold contributed only 100 hours in the management of the corporation, this 
amount was greater than that contributed by anyone else.  He can deduct the net ordinary loss of 
$4,000 reported on his Form K-1 from the corporation on Schedule E, line 28.  He must also 
report his long-term capital gain of $5,000 on Schedule D, line 12.    
 
With reference to San Felipe Oil and Exploration, LP, both Leopold and Gretchen failed the 
tests of material participation.  They can, however, deduct the net ordinary income of $1,800 
reported on their Forms K-1 against the current year suspended loss of $3,000 from Harrison 
Tubulars, LP discussed earlier.  The suspended loss carried into 2008 would then be $3,200.     
 
All income from the Interworld Growth Fund must be reported because the distribution was 
constructively received.  The dividend income of $200 is reported on Schedule B, line 5.  The 
long-term capital gain of $700 is reported on Schedule D, line 13.  
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2.7 Other Income 
 
The taxidermy would be classified as a hobby because it has never earned a profit. Therefore, 
gross revenue of $4,400 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. 
 

Taxidermy supplies     $2,200 
Office supplies                200 
Taxidermy lessons                400 
Advertising           300 
Freight and postage          200 
Depreciation on equipment      1,400 
 
Total costs                                                        $4,700 

 
 
Gretchen must report her total royalty income of $5,000 on Schedule E, line 4.   
 
With regards to Leopold’s settlement of $45,000, compensatory damages and compensation for 
lost income are not taxed.  The income related to medical expenses is also tax free, except for 
the “tax benefit rule.”  Because Leopold claimed a medical expense deduction of $3,000 in 
2006, the reimbursement of this amount must be considered as income in 2009.  The amount of 
income is limited to the tax benefit received in prior years ($3,000). Because Leopold claimed 
the standard deduction in 2007, no reimbursement for expenses paid in that year is includible in 
2009. Punitive damages ($10,000) are fully taxable.  Reportable income of $13,000 must be 
reported on Form 1040, line 21.   
 
The following income must be reported: 
 
• Gambling winnings of $1,700 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:  
 

Gretchen’s psychiatrist        $2,500 
Leopold’s medical bills          3,100 
Ambulance services                         400 
 
Total qualifying expenses                                    $6,000 
 

Unpaid medical and dental bills cannot be deducted until they are paid or 2009 as occurred in 
this case.  
 
 
3.2  Payment on Debt: 
 
The following loan-related payments are deductible on Schedule A, line 10: 
 
         Mortgage interest on Leopold’s home         $1,120* 
 
*    Total mortgage interest was $1,400.  $280 was deducted in calculation of home office  
       expenses deduction on Form 8829, Part II.  

 
. 

3.3  Payment of State and Local Taxes and Fees: 
 
The following state and local taxes can be deducted on Schedule A, line 6: 
 

Property taxes on Leopold’s home         $1,520* 
 

*       Total taxes were $1,900.  $380 was deducted in calculation of home office expenses 
         deduction on Form 8829, Part II.  
 
The sales tax deduction using 7.25 percent sales tax rate would be $2,763, which would be 
deductible on Schedule A, line 5 because Texas has no individual income tax regime. 
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3.4  Charitable Contributions: 
 
The following charitable contributions are deductible on Schedule A, line 16: 
 

Payment to Knox College                                    $ 4,000 
Payment to United Way      10,000 
Payment to American Leukemia Society                       2,000     
Payment to Boy Scouts of America                         400 
 
Total charitable gifts on line 15                          $16,400 

 
 
3.5  Other Expenses and Payments: 
 
Gretchen’s trip is primarily personal because she spent more days (three) on personal business 
rather than conducting business (two).  Therefore, none of her transportation costs are 
deductible.  She can, however, deduct the following on Schedule A, line 21: 
 

Hotels (2 nights × $100 per night)                            $200 
      Meals (2 days × $40 per day × 50%)                                40 

Convention registration fee                               250 
 

 Total deductible expenses                                             $490 
 
The Kleins are entitled to the child and dependent care credit of $600.  See attached Form 2441 
for the calculation of this credit.   
 
Because Gretchen did not change job sites as part of her move to San Marcos, the Kleins cannot 
deduct any of her moving expenses.     
 
Leopold’s bad loan to Roxanne Gregory is not business related.  It qualifies as a short-term 
capital loss.  It is reported on Schedule D, line 1.  
 
Please note that itemized deductions are limited due to AGI limitations.  This calculation is 
included on the attached itemized deduction worksheet. 
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Calculation of Tax Liability: 
 
Tax liability is calculated as follows:  
 
 Tax on ordinary income of $160,098                   $33,092* 

Tax on long-term capital gains and              1,282** 
   qualifying dividends 
    
Total tax liability                                             $34,374 

 
*         Per Tax Schedule 
**       Taxed at flat rate of 15 percent 
 


