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PREFACE 

Although these practice sets are designed for use with the South-Western’s Federal Taxation 
Series, they can be used effectively with most introductory textbooks on taxation. The practice 
sets should be assigned after coverage of the related materials as they are comprehensive and 
require substantial text coverage for successful completion. 

Enclosed are solutions (filled-in forms) for the corporation, S corporation, and partnership 
practice sets. Solutions for practice sets for individual returns are published separately. 

The instructor should read the facts for the practice set, the solution, and the “Information for 
Instructors” section of the solutions manual prior to assigning the practice set. 

The “Information for Instructors” section should be very useful. It provides details on some of 
the more involved computations and identifies areas which the students may find challenging. 
By identifying these areas in advance, you can make a judgment about how difficult you want  
to make the practice set for your students. A particular issue can be mitigated or eliminated by 
(1) giving the students clues (or the solution) to that part of the practice set or (2) having the 
students delete information on the issue from the practice set. (Caution: Doing the latter may 
modify the solution). Thus, the practice sets can be adapted to your particular teaching 
environment. 

We try to make the practice sets as useful as possible. All comments or suggestions will be 
appreciated. 

Donald R. Trippeer 
State University of New York - Oneonta 
trippedr@oneonta.edu 
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SOLUTION TO  
CORPORATION PRACTICE SET 

Canine Locator, Inc. 





SOLUTION TO CORPORATION PRACTICE SET ♦ 3 

© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

Canine Locator, Inc. 

E. I. No. 98-7654321 

A Schedule Attached to and Made Part of 
2009 Form 1120—U.S. Corporation Income Tax Return 

List of Attached Schedules 

Schedule O—Consent Plan and Apportionment Schedule 

Form 4626—Alternative Minimum Tax—Corporations 

Form 4562—Depreciation and Amortization 

Schedule D (Form 1120)—Capital Gains and Losses 

Schedule G (Form 1120)—Information on Certain Persons Owning the Corporation’s Voting 
Stock 

Attachment—Supporting Details 
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INFORMATION FOR INSTRUCTORS 

CORPORATION PRACTICE SET (2010-2011 EDITION) 

Canine Locator, Inc. 

Following are details on some of the calculations in the solution. Observations are made on areas 
which the students may find more difficult. You can reduce the difficulty of the practice set if 
you so choose by providing your students “clues” (or even the solutions) in some or all of these 
areas. Paragraph references are to the facts for the practice set. 

1. Computation of Cost of Goods Sold (Form 1120, Sch. A). Amounts for beginning and 
ending inventories and for cost of goods sold are provided. Students must “back into” the 
cost of purchases; e.g., 

 Cost of Goods Sold ........................................................................... $4,723,354 
 Inventory Adjustment 
  Beginning Inventory ........................................ $459,364 
  Ending Inventory .............................................  556,105     96,741 
 Cost of Purchases .............................................................................. $4,820,095 

Easy 

 2. Para. 5. Bad Debts (Form 1120, p. 1, ln. 15). The reserve method is not allowable for 
Federal income tax purposes; the direct write-off method must be used. Hard 

 3. Para. 5. Recoveries of Bad Debts (Form 1120, p. 1, ln. 10). Canine Locator, Inc. has been 
profitable since inception; thus, prior bad debt deductions have provided tax benefits (i.e., 
the tax benefit rule does not apply to exclude the recoveries from income). Thus, the 
recoveries of bad debts are included in “Other Income.” Also, the recoveries should not be 
netted against the current year’s expense. Hard 

 4. Para. 6. Goodwill. For federal income tax, effective for property acquired after 08/10/94, 
IRC Sec. 197 provides that purchased goodwill is amortizable ratably over a 15-year period. 
“Other deductions—miscellaneous” is increased by $1,376 [$20,642 ÷ 15 years]. Medium 

 5. Para. 8. Nondeductible Portion of Meals and Entertainment Costs (Form 1120, p. 1, ln. 26). 
“Other deductions—miscellaneous” is reduced to eliminate the nondeductible 50% portion 
of meals and entertainment costs. Easy 

 6. Para. 9. Contributions (Form 1120, p. 1, ln. 19). The government of India is not a qualified 
charity as defined in IRC Sec. 170(c). Easy 
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7. Para. 9. Contributions (Form 1120, p. 1, ln. 19). The contribution to the Local Animal 
Shelter is deductible in 2010 rather than 2009. Contributions are deductible when paid, not 
when pledged (even for an accrual basis taxpayer). The exception for accrual basis 
corporations [IRC Sec. 170(a)(2)] does not apply because the payment was made after the 
15th day of the third month following close of the tax year. Hard

8. Para. 10. Tax-Exempt Interest. Interest income from the City of Denver, Colorado General 
Obligation Bonds is excludible from gross income. Easy

9. Para. 11. Capital Loss (Form 1120, p. 1, ln. 8, and Sch. D). No net capital loss can be 
deducted by a corporation. The loss on sale of Nylon Corp. stock is subject to a 3-year 
carryback and 5-year carryover as a short-term capital loss. Carryback and/or carryover of 
the capital loss is not involved in the practice set. Medium

10. Calculation of the limit on the deduction for charitable contributions (Form 1120, p. 1,  
ln. 19). The limitation under IRC Sec. 170(b)(2) is 10% × “taxable income base” of 
$87,877 = $8,788. The “taxable income base” is taxable income before the contributions, 
dividends received, net operating loss carryback, and capital loss carryback deductions. 

  Procedural note. Wording in the Code and Regs. for this limitation follows the procedure 
below, starting with Taxable Income (TI) [Form 1120, p. 1, ln. 30]. When preparing the 
return, TI is not known (that is what we are trying to compute). Hence, it is not practical to 
start with TI; an alternate approach is necessary. First, all items of income and deduction 
(other than charitable contribution deduction and dividends received deduction) should  
be determined. Next, the “taxable income base” is computed by adding/subtracting all 
numbers for calculation of TI on Form 1120, p. 1 except deductions for contributions, 
dividends received, net operating loss carryback, and capital loss carryback. Note that the 
“taxable income base” is calculated WITHOUT CONTRIBUTIONS DEDUCTION AND 
DIVIDENDS RECEIVED DEDUCTION. Due to this, an interdependent effect (which 
would require use of simultaneous equations to solve) is avoided. 

  Proof: 

 Taxable income ..................................................................................... $18,434 
 Adjustments to eliminate deductions for: 
  Contributions ......................................................... $ 8,788 
  Dividends received ................................................ 60,655 
  Net operating loss carryback .................................. –0– 
  Capital loss carryback ............................................    –0–  69,443 
 Taxable income before the contributions, dividends  

 received, net operating loss carryback, and  
 capital loss carryback deductions ..................................................... $87,877 

 Percentage limitation .............................................................................  × 10% 
 Limit on Charitable Contributions deduction ........................................ $ 8,788 

Very Hard 
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11. Para. 4. Dividends Received Deduction (Form 1120, Sch. C, ln. 11). To minimize current 
tax liability the corporation would elect to take the 100% dividends received deduction for 
the Remote, Inc. dividend. Such an election under IRC Secs. 243(a)(3) and (b)(2) is 
effective until terminated. This solution assumes the election has been made in the past and 
remains in effect. Accordingly, this solution does not contain an election statement. 

Medium 

12. Para. 4. Dividends Received Deduction (Form 1120, Sch. C, lns. 1 and 9). The dividends 
received deduction is generally 70% of dividends received from under-20%-owned 
corporations (80% for 20%-owned corporations, which is not involved in this practice set) 
[IRC Sec. 243(a)(1)]; i.e., 70% × $76,697 = $53,688. 

  The deduction may be limited to 70% of a “taxable income base” (not to be confused with 
the taxable income base for contributions discussed above). For this purpose, the “taxable 
income base” is taxable income before deductions for net operating loss, 70% (or 80%) 
dividends received deduction, adjustment under IRC Sec. 1059, and capital loss carryback 
[IRC Sec. 246(b)(1)]. The limitation is 70% × $61,447= $43,013. 

  However, the taxable income limitation under IRC Sec. 246(b)(1) (above) does not apply in 
the year of a net operating loss [IRC Sec. 246(b)(2)]. Therefore, calculations are made under 
IRC Secs. 172(c) and (d) to determine if this is a year of the net operating loss. Taxable 
income before the dividends received deduction ($18,434 taxable income + $60,655 
dividends received deduction = $79,089) – the dividends received deduction before 
applying the taxable income limitation ($53,688 + $17,642 = $71,330) = a positive adjusted 
taxable income of $7,759. The positive result indicates this is not a year of a net operating 
loss; thus, the limitation under IRC Sec. 246(b)(1) applies. (In practice the net operating loss 
would be tested using a straightforward procedure similar to that used for charitable 
contributions above. Due to potential complexity for students to which this practice set is 
directed, numbers have been chosen which result in the net operating loss not being a factor 
in the solution for this practice set. This gives the instructor flexibility to cover or not cover 
the net operating loss rules.) 

  Because the limitation ($43,013) is less than the basic dividends received deduction 
($53,688) and because this is not a year of a net operating loss, the dividends received 
deduction is limited to $43,013 (Form 1120, p. 2, Sch. C, ln. 9). 

  Procedural note. Wording in the Code and Regs. for calculation of this limitation follows 
the procedure for the proof below, starting with Taxable Income (Form 1120, p. 1, ln. 30). 
When preparing the return, Taxable Income is not known (that is what we are trying to 
compute). Hence, it is not practical to start with Taxable Income; an alternate approach 
similar to that used (above) for charitable contributions is necessary. First, all items of 
income and deduction (other than dividends received deduction) should be determined. 
Next, the “taxable income base” is computed by adding/subtracting all numbers for 
calculation of taxable income on Form 1120, p. 1 except deductions for net operating loss, 
70% (or 80%) dividends received deduction, adjustment under IRC Sec. 1059, and capital 
loss carryback. Calculation of the “taxable income base” WITHOUT THE 70% (or 80%) 
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DIVIDENDS RECEIVED DEDUCTION avoids an interdependent effect (which would 
require use of simultaneous equations to solve). However, deduction is taken for the 100% 
Dividends Received Deduction. 

  Proof: 

 Taxable income ..................................................................................... $18,434 
 Adjustments to eliminate deductions for: 
  Net operating loss deduction .................................. $   –0– 
  Dividends received deduction under  

  the 70% taxable income limit ............................ 43,013 
  Adjustment under IRC Sec. 1059  

  (related to extraordinary dividends) ................... –0– 
  Capital loss carryback ............................................     –0– 43,013 
 Taxable income before the net  

 operating loss, dividends received  
 deduction under the 70% taxable  
 income limit, adjustment under IRC  
 Sec. 1059, and capital loss carryback ............................................... $61,447 

 Percentage limitation .............................................................................  × 70% 
 Limit on Dividends Received Deduction  

 under the 70% taxable income limit ................................................. $43,013 
Very Hard 

13. Related-party information (Form 1120, p. 3, “Additional Information,” ln. 4b. Under the 
attribution rules, both Patrick and Maggie are deemed to own 100% of the corporation’s 
stock. 

 Very Hard 

14. Para. 12. Tax Calculation (Form 1120, p. 3, Sch. J, ln. 2). Canine Locator, Inc. and 
Remote, Inc. are “related corporations” subject to limitations on certain multiple tax benefits 
under IRC Sec. 1561. IRC Sec. 1561(a)(1) provides that only one limit for each taxable 
income bracket in IRC Sec. 11(b)(1) [multiple surtax exemptions] and IRC Sec. 1561(a)(3) 
provides that only one $40,000 exemption for purposes of calculating the AMT shall be 
allowed across all corporations in the controlled group. 

  Allocation of surtax exemption (i.e., TI taxed at the lower rates). Canine Locator, Inc. has 
TI < $25,000. Accordingly, the $50,000 surtax exemption for the 15% tax bracket is 
allocated to the extent it can be used. If this surtax exemption was allocated ½ to each 
corporation, the exemption in this bracket would not be fully utilized. In accordance with 
the agreement between Canine Locator, Inc. and Remote Corp., only $18,434 of the surtax 
exemption in this rate bracket would be allocated to Canine Locator, Inc. (i.e., the lesser of 
$25,000 or $18,434). The remaining $31,566 would be allocated to Remote, Inc. since that 
corporation has sufficient taxable income to utilize all of that remainder. Very Hard 
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15. Alternative Minimum Tax (Form 4626). 

  Recalculation of Charitable Contributions Deduction (Form 4626, ln. 2o). The $21,057 
increase in income for AMT due to the depreciation adjustment requires recalculation of the 
limitation on the deduction for charitable contributions for AMT. The limit (and the 
resulting deduction for charitable contributions) is increased by 10% × $21,057 = $2,106. 
That adjustment is entered as a negative on Form 4626, ln. 2o. Very Hard

  Recalculation of the Dividends Received Deduction (Form 4626, ln. 2o). The $21,057 
increase in income for AMT due to the depreciation adjustment and the ($2,106) decrease in 
income for AMT due to the adjustment for the charitable contributions deduction (see the 
above paragraph) require recalculation of the limitation on the dividends received deduction 
for AMT. See Item 12 above. An increase in the TI limitation of $13,266 [70% × ($21,057 – 
$(2,106)] will bring the TI limit for AMT to $56,279 ($43,013 TI limit + $13,266). Since 
this limit exceeds the $53,688 deduction available based on 70% of qualifying dividends 
(Form 1120, Sch. C, ln. 1, Col. c), the dividend received deduction is increased to $53,688. 
Thus, the adjustment on Form 4626, ln. 2o is a negative $(10,675) to increase the deduction 
from $43,013 for regular tax to $53,688 for AMT. Very Hard

  AMT Exemption (Form 4626, lns. 8a and 8c). The AMT exemption allocated to Canine 
Locator, Inc. is ½ × $40,000 = $20,000 (Form 4626, ln. 8c). Because the combined AMTI of 
Canine Locator, Inc. and Remote, Inc. ($26,710 + $72,675 = $99,385) does not exceed 
$150,000, there is no phase-down of the AMT exemption on Form 4626, ln. 8c. Medium 
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SOLUTION TO  
S CORPORATION PRACTICE SET 

Dorm Digs Corp. 
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Dorm Digs Corp. 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1120S—U.S. Income Tax Return for an S Corporation 

List of Attached Schedules 

Schedule K-1 (Form 1120S)—Shareholder’s Share of Income, Credits, 
Deductions, etc.—Darlene Hanniford 

Schedule K-1 (Form 1120S)—Shareholder’s Share of Income, Credits, 
Deductions, etc.—Carrie Harmon 

Form 4562—Depreciation and Amortization 

Form 4797—Sales of Business Property 

Schedule D (Form 1120S)—Capital Gains and Losses and Built-in Gains 

Attachment – Supporting Details 

Election to Defer Recognition of Gain on Involuntary Conversion 

Nondeductible Expenses (Form 1120S, Schedule K, Line 16c) 

Details for Schedule M-1, Lines 2 and 3b 

Details for Schedule M-2, Lines 3 and 5 
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Dorm Digs Corp. 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1120S—U.S. Income Tax Return for an S Corporation 

Election to Defer Recognition of Gain on Involuntary Conversion 

On 04/01/09 a machine was destroyed by fire. Pursuant to IRC Sec. 
1033(a)(1)(A), election is hereby made to defer recognition of gain from the 
casualty as follows: 

Insurance proceeds ............................................................................  $18,180 
 Cost of machine (07/01/07) ............................... $23,460 
 Accumulated depreciation .................................  11,149 (a)  12,311 
 Realized gain ................................................................................  $ 5,869 (b) 

Boot Received – 
Insurance proceeds ................................................. $18,180 
Amount of qualified reinvestment – 

Cost of replacement machine ............................  17,596      584 (c) 
Gain recognized [Lesser of (b) or (c)]  

(To Form 4797, p. 2, pt. III, ln. 24, Prop. B) ................................  $   584 (d) 

Post 1961 depreciation taken [(a) above]  
(To Form 4797, p. 2, pt. III, ln. 25a, Prop. B) ..............................  $11,149 (e) 

Gain recognized as ordinary income [Lesser of (d) or (e)] 
(To Form 4797, p. 2, pt. III, ln. 25b, Prop. B) ..............................  $   584 
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Dorm Digs Corp. 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1120S—U.S. Income Tax Return for an S Corporation 

Nondeductible Expenses (Form 1120S, Schedule K, Line 16c) 

Nondeductible Expenses – 

 Key-person life insurance premiums, net of  
$822 dividend on the policy ............................................................................... $5,669 

 Political contribution .......................................................................................... 235 

 Nondeductible 50% of meals and entertainment ................................................ 234 

 Interest expense related to investment in tax-exempt bonds ..............................    118 

 Total Nondeductible Expenses for Schedule K, Line 16c .................................. $6,256 
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Dorm Digs Corp. 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1120S—U.S. Income Tax Return for an S Corporation 

Details for Schedule M-1, Lines 2 and 3b 

Form 1120S, Page 4, Schedule M-1, Line 2—Income included on  
Schedule K, lines 1 through 10, not recorded on books this year 

 Excess of taxable gain ($16,736) over financial gain ($8,504)  
  on sale of Machine #9 ................................................................................. $8,231 

 Excess of taxable gain on involuntary conversion of  
  Machine #13 ($584) over financial loss ($590) ..........................................  1,174 

  Total to Schedule M-1, Line 2 ..................................................................... $9,405 

Form 1120S, Page 4, Schedule M-1, Line 3—Expenses recorded on books  
this year not included on Schedule K, lines 1 through 12 and 14l 

 Travel and entertainment ..................................................................................  $   234 

 Key-person life insurance premium (net of $822 policy dividend) ................. 5,669 

 Political contribution ........................................................................................ 235 

 Interest expense related to investment in tax-exempt bond .............................    118 

  Total to Schedule M-1, Line 3b ................................................................... $6,256 
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Dorm Digs Corp. 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1120S—U.S. Income Tax Return for an S Corporation 

Details for Schedule M-2, Lines 3 and 5 

Form 1120S, Page 4, Schedule M-2, Line 3—Other additions 

 Separately stated items of income: 

  Dividend income ............................................................................................ $1,962 
  Long-term capital gain ................................................................................... 2,372 
  Section 1231 gain on sale of Machine #9 .......................................................  1,173 

   Total to Schedule M-2, Line 3 ................................................................... $5,507 

Form 1120S, Page 4, Schedule M-2, Line 5—Other reductions 

 Separately stated items of deduction: 

  Contribution .................................................................................................... $   586 
  Investment interest expense ............................................................................ 1,056 
  Section 179 expense ....................................................................................... 114,692 

  Nondeductible expenses: 

  Key-person life insurance premium (net of $822 policy dividend) ............... 5,669 
  Political contribution ...................................................................................... 235 
  50% of meals and entertainment expenses .....................................................     234 

   Total to Schedule M-2, Line 5 ...................................................................$122,472 
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INFORMATION FOR INSTRUCTORS 
S CORPORATION PRACTICE SET (2010-2011 EDITION) 

Dorm Digs Corp. 

Following are details on some of the calculations in the solution. Observations are made on areas 
which the students may find more difficult. You can reduce the difficulty of the practice set if 
you so choose by providing your students “clues” (or even the solutions) in some or all of these 
areas. Paragraph references are to the facts for the practice set. 

1. Dorm Digs Corp. has been an S corporation since inception, which was after the effective 
date of the 1982 Subchapter S Revision Act. Thus, the corporation has no C corporation 
earnings and profits, and the shareholders’ “previously taxed income” (Form 1120S, Sch. 
M-2, col. c) is zero. 

2. Computation of Cost of Goods Sold (Form 1120S, Sch. A). Amounts for beginning and 
ending inventories and for cost of goods sold are provided. Students must “back into” the 
cost of purchases; e.g., 

 Cost of Goods Sold ........................................................................... $1,637,932)
 Inventory Adjustment 
  Beginning Inventory ........................................ $188,526 
  Ending Inventory .............................................  181,620    (6,906) 
 Cost of Purchases .............................................................................. $1,631,026)

Easy

3. Shareholders’ percentages of stock (Schedules K-1, Item H). The shareholders’ percentages 
of stock are computed as follows: 

  % of Stock 
Owned 

% of Tax Year 
Held 

 % of Ownership 
For The Year 

 Darlene Hanniford  100% × 285/365 = 78.0822% 
   99% × 80/365 = 21.6986%  99.78%
 Carrie Harmon   1% × 80/365 =     .22%
       100.0%

  The date of purchase/sale is counted as the buyer’s day of ownership. Medium
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4. Para. 1. Fringe benefits (group term life insurance premiums) for 2% shareholder vs. 
non-2% shareholder. Darlene Hanniford is a “2% shareholder” as defined by IRC Sec. 
1372(a). Carrie Harmon is not a “2% shareholder,” as she owns only 1% of the stock of the 
corporation and Darlene’s stock is not attributed to her cousin under IRC Sec. 318 
attribution rules. No adjustment is required for the $380 premium paid on behalf of Carrie. 

  Generally no income is imputed to an employee for group term life insurance provided by 
an employer not in excess of $50,000 of coverage (IRC Sec. 79). However, IRC Sec. 
1372(a) requires that 2% shareholders (i.e., Darlene) be “treated as a partner of a 
partnership.” Accordingly, the $533 premium paid for Darlene Hanniford is reclassified and 
included in “Compensation of officers” (Form 1120S, p. 1, ln. 7). As compensation, the 
$533 is includible in the W-2 filed by the corporation for Darlene. The corporation deducts 
the officer’s compensation. Darlene includes the amount in her salary income and is, in 
substance, treated as having paid the group term life insurance premium on her own behalf, 
which, of course, would not be separately deductible on her personal income tax return.Medium 

5. Para. 3. 50% Deductibility of Meals and Entertainment Expenses (Form 1120S, ln. 19). 
When an employer has a qualified accountable plan under which an employee incurs 
expenses on the employer’s behalf and adequately accounts to the employer for the amount 
of the expense incurred, the employee is in substance treated as an agent for the employer. 
The employee reports no income and takes no deduction. The expense is treated as incurred 
by the employer. Thus, the 50% disallowance under IRC Sec. 274(h) applies to the 
employer. 

  Fifty percent (50%) of meals ($293) and entertainment ($175) are deductible by the S 
corporation (total nondeductible, $234). The nondeductible amount reduces Other 
Deductions (Form 1120S, p. 1, ln. 19); is reported on Schedules K and K-1, ln. 16c to 
provide stock basis adjustment information to the shareholders; and is shown on  
Form 1120S, p. 4, Sch. M-1, ln. 3b and on Form 1120S, p. 4, Sch. M-2, ln. 5, col. (a) 
[Accumulated Adjustments Account] as nondeductible expense. Medium

6. Paras. 4 and 6. Key-person life insurance premium and dividend. On a key-person life 
insurance policy, the company is the owner and beneficiary of the policy. Life insurance 
proceeds payable by reason of death are excludible. Accordingly, the $6,491 premium paid 
by Dorm Digs Corp. on the policy, on which it can receive proceeds tax free, is not 
deductible. For income tax purposes, the dividend of $822 on the policy is considered to be 
a return of excess premium. Because the premium is not deductible, the returned portion of 
the premium is not taxable. The net $5,669 is reported on Schedules K and K-1, ln. 16c  
to provide stock basis adjustment information to the shareholders and is shown on  
Form 1120S, p. 4, Sch. M-1, ln. 3b and on Form 1120S, p. 4, Sch. M-2, ln. 5, col. (a) 
[Accumulated Adjustments Account] as nondeductible expense. Easy
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7. Para. 5. Contributions. The $586 contribution to Sierra Club is a separately stated item and 
is shown on Form 1120S, p. 3, ln. 12a for allocation to the shareholders. The  
$235 political contribution is not deductible. That amount is shown on Form 1120S, p. 4, 
Sch. M-1, ln. 3b; on Form 1120S, p. 4, Sch. M-2, ln. 5; and on Form 1120S, p. 3, Sch. K,  
ln. 16c to provide stock basis adjustment information to shareholders. Easy

8. Tax depreciation is computed as follows: 

Depreciation/Cost Recovery Information 

Tax 
Depreciation 
Information 

 
Balance 
12/31/08 

 
2009 

Additions 

 
2009 

Retirements

 
Balance 
12/31/09 

 
Balance 
12/31/08 

 
2009 

Provision 

 
2009 

Retirements

 
Balance 
12/31/09 

Machinery 
Acquired on: 

  

07/01/07 $ 23,460 ($23,460) $      0 $ 9,097 $ 2,052 ($11,149) $      0

02/01/08 58,648 (58,648) 0 8,381 7,182 (15,563) 0

02/01/08 197,296 197,296 28,194 48,318 76,512

05/01/09  $ 114,692 114,692 114,692 114,692

08/01/09    12,311   12,311   1,759    1,759

Total $279,404 $127,003 ($82,108) $324,299 $45,672 $174,003 ($26,712) $192,963

  The adjusted basis for the machinery and equipment placed in service on 08/01/09 is 
calculated as follows: 

 Cost of M&E purchased ................................................................... $17,596)
 Less deferred gain on involuntary conversion ..................................  (5,285) 
 Tax basis in replacement M&E ........................................................ $12,311)

  The $142,002 difference between tax depreciation ($174,003) and financial depreciation 
$32,001 is shown on Form 1120S, p. 4, Sch. M-1, ln. 6a. Hard

9. Para. 11. Form 4797, Part III, Casualty, Machine #13. The taxable gain on the casualty is 
subject to recapture of depreciation under IRC Sec. 1245. In order to apply depreciation 
recapture, the casualty should be reported in Part III of Form 4797. Since all recognized 
gain is ordinary, there is no remaining gain to take to Form 4684 (Casualties and Thefts) 
pursuant to instructions on Form 4797, Part III, ln. 32. Form 4684 should not be completed. 
My experience is that students feel very uneasy not completing every form they are 
provided. Only the independent thinker says, “Hey, I don’t need this form,” and feels 
confident enough to turn in the solution without the form enclosed. As a result, it is 
anticipated that a good number of students will put the information on Form 4684. Hard
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10. Para. 11. Involuntary conversion—Election to defer gain. To minimize current taxable 
income as directed, the election should be made to defer gain on the casualty pursuant to 
IRC Sec. 1033(a)(2)(A). Reg. 1.1033(a)–2(c)(2) requires that “all of the details in 
connection with an involuntary conversion of property at a gain (including those relating to 
the replacement of the converted property . . .) shall be reported in the return for the taxable 
year or years in which any of such gain is realized.” Such an election should be included in 
the return. No particular form is required. See the schedule attached to the return. The 
$1,174 difference between the $(590) financial loss and the $584 taxable gain is shown on 
Form 1120S, p. 4, Sch. M-1, ln. 2. Medium

11. Para. 10. Gain on sale of machine to an unrelated party (Form 4797, p. 2, pt. III). Sec. 1245 
recapture applies. Excess of gain realized ($16,736) over the depreciation recaptured as 
ordinary income ($15,563) is reported as Sec. 1231 gain ($1,173). The excess of tax gain 
over financial gain ($8,505) is shown on Form 1120S, p. 4, Sch. M-1, ln. 2. Easy

12. Para. 12. Investment interest expense related to taxable investment. The $1,056 investment 
interest related to purchase of stock of Yale Corp. is separately stated on Form 1120S, p. 3, 
Sch. K, ln. 12b. Easy

13. Paras. 12 and 14. Tax-exempt interest income and related investment interest expense and 
Form 1120S, p. 4, Sch. M-2—Other Adjustments Account. The $439 of interest income is 
excludible as interest on a local obligation. That amount is shown on Form 1120S, p. 4,  
Sch. M-1, ln. 5a. Also, that amount is shown on Form 1120S, p. 3, Sch. K, ln. 16a to provide 
shareholders’ information needed to adjust bases in their S corporation stock. The $118 
investment interest expense related to the investment is not deductible and is shown on 
Form 1120S, p. 4, Sch. M-1, ln. 3b and (for shareholders’ stock basis adjustment) on Form 
1120S, p. 3, ln. 16c. Easy

  Other Adjustments Account. The $439 tax-exempt income and the related ($118) 
nondeductible interest expense are shown in Sch. M-2 column b on lines 3 and 5, 
respectively, as an adjustment to the “Other Adjustments Account.” Hard 

14. Para. 13. Price at which the Yale Corp. stock was sold. Students will have to “back into” 
the sales price for the 450 shares of Yale Corp. stock sold. In the process they must 
understand operation of the stock split concepts and basis rules. Sales proceeds are 
calculated as follows: 

Gain on sale of the investment .................................................................... $2,372 
 + Basis allocated to the shares sold 

 450 shs. sold / 5,400 total shs. × $7,038 cost = ................................    587 
 Sales Proceeds ......................................................................................... $2,959 
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  The stock was held for more than one year and is reportable as long-term capital gain on 
Form 1120S, Sch. D. The total long-term capital gain is carried forward from Sch. D to 
Form 1120S, p. 2, Sch. K, ln. 8a for allocation to the shareholders. Easy

15. Para. 7. Reconciliation of Accumulated Adjustments Account and Other Adjustment 
Account balances in Sch. M-2 with the Balance of Retained Earnings Per Books at end of 
the year. 

  This reconciliation is for instructors’ information. Its inclusion is not required in the tax 
return. 

 Accumulated Adjustments Account (AAA) at 12/31/09: 
  Form 1120S, p. 4, Sch. M-2, ln. 8, col. (a) ......................................... $ 4,454 
 Other Adjustments Account at 12/31/09: 
  Form 1120S, p. 4, Sch. M-2, ln. 8, col. (b) .........................................      321 
   Total AAA and Other Adjustments Account at 12/31/09.............. $ 4,775 

 Excess of tax over book accumulated depreciation at 12/31/09: 
  Accumulated depreciation for tax ........................... $192,963 
  Accumulated depreciation for book ........................   42,694 150,269 

 Excess of realized gain ($5,869) over recognized gain  
 ($584) on involuntary conversion of Machine #13  
 for tax purposes. This gain is deferred by reducing  
 the tax basis in the replacement machine and can be  
 seen by subtracting the tax basis from the book basis  
 of the replacement machine ................................................................    5,285 

 Retained earnings, per books ..................................................................... $160,329 
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The Rainforest Umbrella Company 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1065—U.S. Partnership Return of Income 

List of Attached Schedules 

Schedule K-1 (Form 1065)—Partner’s Share of Income, Credits, Deductions, etc.— 
Trent Goodall 

Schedule K-1 (Form 1065)—Partner’s Share of Income, Credits, Deductions, etc.—  
Shanna Goodall 

Form 4797—Sales of Business Property 

Form 4562—Depreciation and Amortization 

Schedule B-1 (Form 1065)—Information on Partners Owning 50% or More of the Partnership 

Schedule D (Form 1065)—Capital Gains and Losses 

Supporting Details 

Details for Schedule M-1, Line 4b  

Information Supporting IRC Sec. 179 Expense (Form 1065, Schedules K and K-1, Line 9) 
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The Rainforest Umbrella Company 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1065—U.S. Partnership Return of Income 

Details for Schedule M-1, Line 4b  

Form 1120S, Page 4, Schedule M-1, Line 4b 

 Expenses recorded on books this year not included  
on Schedule K, Lines 1 through 11, 14a, 17e, and 18b 

1. Deferral of loss on sale of Basswood, Inc. stock  
due to wash sale rule .............................................................................................. $ 1,532 

2. Loss on sale of land to related party (IRC Sec. 267) ................................................... 9,880 

3. Excess of accumulated depreciation for tax  
($21,704) over book ($11,856) on 2005  
machinery and equipment sold .............................................................................. 9,848 

4. Excess of accumulated depreciation for tax  
($9,391) over book ($4,446) on 2007  
machinery and equipment sold .............................................................................. 4,945 

5. Interest on loan to buy tax-exempt (City of  
Seattle, Washington) bonds ...................................................................................   2,470 

 Total to Schedule M-1, Line 4b ................................................................................... $28,675 



70 ♦ SOLUTION TO PARNTERSHIP PRACTICE SET  

© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

The Rainforest Umbrella Company 

E. I. No. 12-3456789 

A Schedule Attached to and Made Part of 
2009 Form 1065—U.S. Partnership Return of Income 

Information Supporting IRC Sec. 179 Expense  
(Form 1065, Schedules K and K-1, Line 9) 

Property on which IRC Sec. 179 election to expense applies: 

  Machinery and Equipment 

Date property acquired: 04/01/09 

  Trent Shanna 
 Total Goodall Goodall 

Total cost of Sec. 179 property  
placed in service during the year ..............................  $ 80,028 $56,020 $24,008 

Taxable income limitation for purpose  
of Sec. 179 deduction ...............................................  $197,965 $138,576 $59,389 

Portion of cost to be expensed ......................................  $ 80,028 $56,020 $24,008 

Portion of cost treated as a  
carryover amount ......................................................  $    –0– $   –0– $   –0– 
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INFORMATION FOR INSTRUCTORS 
PARTNERSHIP PRACTICE SET (2010-2011 EDITION) 

The Rainforest Umbrella Company 

Following are details on some of the calculations in the solution. Observations are made on areas 
which the students may find more difficult. You can reduce the difficulty of the practice set if 
you so choose by providing your students “clues” (or even the solutions) in some or all of these 
areas. Paragraph references are to the facts for the practice set. 

1. Computation of Cost of Goods Sold (Form 1065, p. 2, Sch. A). Amounts for beginning and 
ending inventories and for cost of goods sold are provided. Students must “back into” the 
cost of purchases; e.g., 

 Cost of Goods Sold ........................................................................... $363,527 
 Inventory Adjustment 
  Beginning Inventory ........................................ $60,999 
  Ending Inventory .............................................  98,969   37,970 
 Cost of Purchases .............................................................................. 401,497 

Easy 

 2. Para. 1. Foreign Tax Credit. The dividend from Nylon Corporation should be “grossed up” 
for the 10% English income tax withheld: 

  = $5,928 gross dividend 

  Dividend income of $5,928 is included in Schs. K and K-1, ln. 6b. The $593 English income 
tax is reported in the “Foreign Taxes” section of Schs. K and K-1, ln. 16l. Hard

3. Para. 2. Tax-exempt interest income. Interest of $1,778 on City of Seattle, Washington 
General Obligation bond is excludible. The amount is included on Form 1065, p. 5, Sch.  
M-1, ln. 6a and on Form 1065, p. 4, Schs. K and K-1, ln. 18a. (The number on this line of 
the Sch. K-1 is used by the partner to adjust tax basis in his/her partnership interest and in 
determining the amount of social security benefits, if any, that may be taxable.) Easy

4. Para. 4. Sale of Basswood, Inc. stock and wash sale. Sales price is calculated to be $1,777 
[$(6,127) realized loss + $7,904 basis = $1,777 sales price]. The realized loss is reported as 
a long-term capital loss on Form 1065, Sch. D, pt. II, ln. 7. 

  However, to the extent the shares sold were replaced with substantially identical stock 
purchased within the period beginning 30 days prior to the sale and ending 30 days after  
the sale, the wash sale rule disallows current deduction of the realized loss. Since the 

$5,335 
(100% – 10%) 
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partnership repurchased 30 shares of the same stock within the 61-day window, 30/120th (or 
25%) of the realized loss is deferred [25% × $(6,127) = $1,532 deferral]. The wash sale is 
disclosed on Sch. D, pt. II, ln. 7 with a positive adjustment for the $1,532 to offset the 
portion of the realized loss that is deferred. Purchase of the Metalworks, Inc. stock does not 
trigger a wash sale because a different company is involved (not substantially identical to 
stock sold) and the purchase was more than 30 days after the sale. The $1,532 deferred loss 
is reported on Form 1065, p. 5, Sch. M-1, ln. 4b. Hard

5. Tax depreciation is computed as follows: 

Depreciation/Cost Recovery Information 
/-----------------------Asset Cost-----------------------/ /-------------Accumulated Depreciation-------------/ 

Tax 
Depreciation 
Information 

 
Balance 
12/31/08 

 
2009 

Additions 

 
2009 

Retirements

 
Balance 
12/31/09 

 
Balance 
12/31/08 

 
2009 

Provision 

 
2009 

Retirements 

 
Balance 
12/31/09 

Buildings 
Acquired on:  

   

10/01/04  $ 29,640  ($29,640) $     0 $ 3,198 $   158 ($ 3,356) $     0

10/01/05   118,560   118,560   9,753  3,040   12,793

 $148,200 $     0 ($29,640) $118,560 $12,951 $ 3,198 ($ 3,356) $12,793

Machinery 
Acquired on: 

   

06/01/05 $ 29,640  ($29,640) $     0 $20,380 $ 1,324 ($21,704) $     0

03/01/07 39,520  (19,760) 19,760 15,326 5,184 (9,391) 11,119

08/01/08 49,400  49,400 7,059 12,098  19,157

04/01/09 Sec 179 
Expense 

  
$80,028 

 
_______

 
80,028

 
_______

 
80,028

  
_______ 

 
80,028

 $118,560 $80,028 ($49,400) $149,188 $42,765 $98,634 ($31,095) $110,304

 $266,760 $80,028 ($79,040) $267,748 $55,716 $101,832 ($34,451) $123,097
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6. Para. 5. Sale of Land. Loss on sale of the land is not deductible due to IRC Sec. 267 (loss 
on sale to a related party). For disclosure, the loss and disallowance of deduction is reported 
on Form 4797, p. 1, pt. I, ln. 2. The nondeductible loss is also included on Form 1065, p. 4, 
Sch. M-1, ln. 4b. Hard

7. Para. 5. Sale of Buildings. The gain on sale of the buildings to Trent Goodall is all ordinary 
income under IRC Sec. 1239 (sale of depreciable property to a related party). Accordingly, 
it is reported on Form 4797, p. 1, pt. II, ln. 10. 

  Amount of the gain must be refigured to adjust the financial-based information (provided) to 
tax basis. The accumulated depreciation is shown on the tax depreciation schedule above. 

  The $1,337 excess of book ($1,741) over tax ($404) gain is included on Form 1065, p. 5,  
Sch. M-1, ln. 6a. 

8. Para. 5. Sale of 2005 M&E. Amount of the loss must be refigured to adjust the financial 
basis to tax basis. The accumulated depreciation for tax purposes is shown on the tax 
depreciation schedule above. The resulting $2,996 tax loss is deducted as a Sec. 1231 loss 
on Form 4797, p. 1, pt. I, ln. 2. 

  The $9,848 excess of tax ($21,704) over book ($11,856) depreciation is included on Form 
1065, p. 4, Sch. M-1, ln. 4b. Hard

9. Para. 5. Sale of 2007 M&E. The machine was sold at a gain that is subject to Sec. 1245 
recapture of depreciation and, thus, is reported on Form 4797, p. 2, pt. III, ln. 19, prop. A. 

  Amount of the gain must be refigured to adjust the financial basis to tax basis. The 
accumulated depreciation for tax purposes is shownsw on the tax depreciation schedule 
above. The result was a $9,379 taxable gain. 

  The $4,945 excess of tax ($9,391) over book ($4,446) depreciation is included on Form 
1065, p. 4, Sch. M-1, ln. 4b. Medium

10. Para. 7.  Interest expense related to City of Seattle, Washington bonds. The interest income 
from the bonds is excludible as interest on local obligations. Accordingly, related interest 
expense is not deductible. The $2,470 is included on Form 1065, p. 5, Sch. M-1, ln. 4b and 
is reported on Schs. K and K-1, ln. 18c for shareholders to use in adjusting bases of their 
partnership interests. Easy

11. Para. 7.  Other investment interest expense. The $12,657 interest expense related to 
purchasing Intel Corp. stock ($4,841) and Gateway Corp. stock ($7,816) is a separately 
stated item reported on Schs. K and K-1, ln. 13b. Easy
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12. Form 4562, Depreciation and Amortization, p. 1, pt. 1, ln. 11. Taxable income limitation 
for Sec. 179 expensing election is computed as follows: 

 Ordinary taxable income, Form 1065, p. 1, ln. 22 ................................ $158,445 
 Compensation of partner deducted in calculating ordinary  

 income from trade or business activities .........................................   39,520 
 Taxable income from trade or business before  

 Sec. 179 expensing ......................................................................... $197,965 
Hard 

13. Schedule attached to Schedules K and K-1 for Sec. 179 Expense. The purpose of this 
schedule is to break out the portion of the data for calculation of the amount to be expensed 
by each partner. While this schedule is not technically required (therefore, likely it should 
not be graded), the partners need this information to calculate limits on Sec. 179 expense on 
their individual returns. 

14. Other items of income and deduction reported to partners on Form 1065, Schs. K and  
K-1, lns. 18, 19, and 20. These amounts are for partners’ adjustments to bases in their 
partnership interests under IRC Secs. 705(a)(1)(B) and 705(a)(2)(B). [See Instructions for 
Form 1065, p. 37, under the referenced line numbers.] 

  The only item of tax-exempt income reported on Schs. K and K-1, lns. 18a and 18b is the 
$1,778 of tax-exempt interest income. Looking at the Sch. M-1 reconciling items (Form 
1065, p. 5, Sch. M-1, ln. 6), the $1,337 reduction in book gain on the sale of the buildings  
was also considered for inclusion on Schs. K and K-1, ln. 20. However, this item merely 
represents an adjustment to book gain to get to the proper amount of taxable gain. Since the 
partners’ bases have been adjusted by tax (not book) depreciation, and since the proper 
amount of taxable gain ($404) is reflected on Form 4797 (and in taxable income on Form 
1065, p. 1), which partners use for basis adjustment, no further adjustment (i.e., for the 
$1,337) is needed. 
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15.  Worksheet for Figuring Net Earnings (Loss) From Self-Employment 
 (Form 1065, Schedules K and K-1, Line 14a) 
  

  Trent Shanna 
 Total Goodall Goodall 
 (Sch. K) (Sch. K-1) (Sch. K-1) 

1 a Ordinary income (loss)(Form 1065, p. 1, ln. 22) ...... 1a $158,445 $110,911 $47,534 
 b Net income (loss) from certain rental real  

 estate activities (see instructions) ......................... 1b 
 c Net income (loss) from other rental  

 activities (Sch. K, ln. 3c) ....................................... 1c 
 d Net loss from Form 4797, pt. II, ln. 17, included on  

 ln. 1a above. Enter as a positive amount ............... 1d 
 e Combine lns. 1a through 1d ...................................... 1e $158,445 $110,911 $47,534 
2  Net gain from Form 4797, pt. II, ln. 17, included  

 on ln. 1a above ...................................................... 2 9,783 6,848 2,935 
3 a Subtract ln. 2 from ln. 1e. If ln. 1e is a loss, increase  

 the loss on ln. 1e by the amount on ln. 2 .............. 3a $148,662 $104,063 $44,599 
 b Part of ln. 3a allocated to limited partners, estates,  

 trusts, corporations, exempt organizations, and  
 IRAs ...................................................................... 3b 

 c Subtract ln. 3b from ln. 3a. If ln. 3a is a loss,  
 reduce the loss on ln. 3a by the amount on ln. 3b.  
 Include each individual general partner’s  
 share on ln. 15a of Sch. K-1 .................................. 3c $148,662 $104,063 $44,599 

4 a Guaranteed payments to partners (Sch. K, ln. 5)  
 derived from a trade or business as defined  
 in section 1402(c)(see instructions) ...................... 4a 39,520  39,520 

 b Part of ln. 4a allocated to individual limited partners  
 for other than services and to estates, trusts,  
 corporations, exempt organizations, and IRAs ..... 4b 

 c Subtract ln. 4b from ln. 4a. Include each individual  
 general partner’s share and each individual  
 limited partner’s share on ln. 15a of Sch. K-1 ...... 4c $ 39,520  $39,520 

5  Net earnings (loss) from self-employment. Combine  
 lns. 3c & 4c. Enter here and on Sch. K, ln. 15a ..... 5 $188,182 $104,063 $84,119 

Medium 

 






