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APPENDIX E 

PRACTICE SET ASSIGNMENTS—COMPREHENSIVE TAX RETURN PROBLEMS 

SOLUTIONS TO PROBLEM MATERIALS 

PROBLEM 1 SOLUTIONS 

1. Steven reports his compensation on line 7 of Form 1040. This includes his salary, the bonus he
received in 2016 (because he is a cash basis taxpayer), and travel allowance he received (this is
taxable since he is not required to account to his employer for his actual expenses). This sum is
reduced by his contribution to his § 401(k) plan (taxation is deferred until he takes distributions from
the plan). His “contribution” of $3,600 to the group health insurance plan represents health premiums
paid, which are included on line 1 of Schedule A as a qualifying medical expense (see item 11 below
for a discussion of other itemized deductions).

2. Steven reports his unreimbursed employee business expenses on Form 2106. His deductions are
limited with respect to certain expenditures. Only half of the cost of the business meals and
entertainment is deductible [$2,100 deduction = ($3,400 + 800) × 50%]. The deduction for business
gifts is limited to $25 per donee ($275 deduction = $25 × 11). Even though the traffic fines occurred
during business trips, none of the $620 is deductible due to the public policy limitation (see Chapter
6). The remaining costs are included on Form 2106 without limitation.

 3 Steven chose to use the actual operating cost method for reporting vehicle expenses last year when he
bought the Focus. He should continue to use this method [even though a change in accounting method
is possible (see text p. 9-37)] since it results in a larger deduction than the standard mileage cost
method [$7,776 ($.54 rate per mile × 18,000 miles driven × 80% deductible business portion)]. The
deduction of $8,504 reported on Form 2106 line 1 is made up of $4,080 depreciation and $4,424 of
operating expenses. Regular MACRS depreciation on the Focus would be $6,144 {$24,000 cost ×
80% business use × 32% depreciation rate [MACRS amount for second year (see Exhibit 8-3, 5-year
column)]}. However, depreciation for passenger automobiles is limited, so depreciation for the Focus
is $4,080 [$5,100 maximum × 80% business use]. The depreciation deduction is reported both on
Form 4562, Part V and Form 2106, Part II, Section D. The remaining automobile expenses other than
parking and toll charges are reported on line 23 of Section C of Part II and are $5,530 (business
portion is $4,424). The $900 of interest on the car loan cannot be claimed since Steven is not self-
employed (see Chapter 9). Parking and toll charges of $300 are reported on line 2 of Form 2106 line
2. Total deductible expenses from line 10 of Form 2016 are reported on line 21 of Schedule A, where
they are further reduced by the 2%-of-AGI limitation.

4. Debra reports her self-employed business income on Schedule C (Form 1040). Her consulting income
of $52,000 is reported on Part I of Schedule C. Since she uses the cash method for tax purposes, she
includes the $3,000 receipt for work done in 2015, but not the $5,000 billed and not yet collected. The
$6,000 uncollected receivable from 2014 cannot be deducted as a bad debt as Debra has no basis in
the item. As a cash basis taxpayer, she never recognized any income. Her deductible expenses total
$11,021 and are detailed as follows:
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• Line 9 $508 Car Expenses [940 miles × $0.54 standard mileage rate (detailed on Form 4562, 
Page 2, Part V, Section A)];  

• Line 13 $800 Depreciation (from Form 4562); 

• Line 22 $8,000 Supplies ($4,800 drafting supplies + $3,200 reproduction materials);  

• Line 23 $400 License fee; 

• Line 27a $1,290 Other Expenses [$800 Work Clothes + $250 Journal Subscriptions + $240 
Professional Dues (detailed on Part V, page 2)].  

Finally, because Debra is self-employed, she computes her self-employment tax using Schedule SE 
(Form 1040) on her net profits from line 31 of Schedule C.  

  5. Debra computes the deduction for her home office on Form 8829. Computations in Part I show that 
1/8 (i.e., 12.5%) of the home’s living area is devoted to business use. Computations in Part II 
differentiate between direct costs (painting expense) and indirect costs (the other costs associated with 
the home), which need to be prorated. Depreciation on the home is computed in Part III on the 
prorated business use adjusted basis for the house multiplied by 2.564%, the MACRS depreciation 
rate for 39-year nonresidential real property for the recovery period of 2–39 years is 2.564% (see 
Exhibit 8-8 MACRS Straight-Line Depreciation for Real Property Assuming Mid-Month 
Convention). The total home office deduction is reported on line 30 of Schedule C (Form 1040). 

Debra deducts the $800 spent on the file cabinet by electing § 179 expensing. This election is made 
by completing Form 4562 Part I for this acquisition. The deduction is reported on line 13 of Schedule 
C (Form 1040). 

  6. Debra reports her § 1031 like-kind exchange of the Lincoln County property on Form 8824. 
Information on the like-kind expense is reported in Part I of the form. Part III is where the realized 
gain, recognized gain, and basis in the like-kind property received are reported. Debra’s basis in the 
property is its fair market value when her uncle passed away per § 1014 (see Chapter 14). Debra must 
recognize gain of $10,000, the lesser of the cash received or the realized gain of $160,000. This 
recognized gain is reported on line 23 of Form 8824 as well as on line 11 of Part II of Schedule D 
(Form 1040). 

  7. The installment method generally applies to gains on dispositions of property if the seller receives at 
least one part of the purchase price in a year following the year of sale (see Chapter 18). To follow 
this general rule (and defer recognition of some of the realized gain to the periods in which she 
ultimately receives the installment payments), Debra should report the gain on the sale of the 
McCook land by completing Form 6252. The gross profit from the sale is computed in Part I. Debra’s 
$30,000 basis in the land was the fair market value of the property when her uncle died per § 1014 
(see Chapter 14). Debra’s gross profit percentage from the sale is computed in Part II to be .75 
($90,000 ÷ $120,000), which translates into a gain of $15,000 on the $20,000 installment collected 
this year. This recognized gain is reported on line 24 of Form 6252 as well as on line 11 of Part II of 
Schedule D (Form 1040). 

  8. Although Mindy was one of Steven’s managers, the loan to her was a nonbusiness debt since the 
money was not loaned in connection with business. A nonbusiness bad debt is treated as a short-term 
capital loss [see Code § 166(d)(1)(B) and Chapter 7]. To be deductible, however, nonbusiness bad 
debts must be completely worthless. Under the circumstances, this requirement appears to be 
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satisfied. The $5,000 should be reported on Form 8949 Part I with Box C checked. This amount is 
carried over to Part I of Schedule D. 

  9. Steven has a $16,000 loss from worthless securities. The worthlessness of these securities is deduced 
from the fact that the corporation’s remaining assets were seized by its creditors. Since the investment 
is a capital asset that was held for more than one year, its classification is a long-term capital loss. The 
$16,000 is reported on Form 8949 Part II with Box F checked. This amount is carried over to Part II 
of Schedule D. 

10. Interest receipts from the General Motors corporate bonds and the certificate of deposit are reported 
on Part I of Schedule B (Form 1040) and on line 8a of Form 1040. Interest on the Sioux Falls bonds is 
not taxable, but it still must be reported on line 8b of Form 1040. The qualified dividends from 
MG&E are reported in Part II of Schedule B and on Lines 9a and 9b of Form 1040. 

The rebate from HomeStuff is a purchase price adjustment. Since the items were purchased for 
personal use, their cost is not tax deductible. As such, the tax benefit rule does not come into play (see 
Chapter 5). 

When Steven receives payment of the money he lent his sister, the return of the principal is not 
taxable. However, Steven must report the interest income on Part I of Schedule B. 

The gift from Debra’s parents is a nontaxable exclusion from gross income (§ 102). The fact that the 
parents’ gift exceeded the combined annual exclusion of $28,000 for gift splitting (see Chapter 1) 
could result in gift tax implications to them. The transfer of the funds to a § 529 qualified tuition plan 
(see Chapter 5) has no current income tax effect on Debra. 

The Federal income tax refund is not taxable because it is a return of a previously nondeductible 
expenditure (see Exhibit 10-2). 

11. Debra’s contribution to her IRA is deducted on line 32 of Form 1040.  

Gambling gains and losses cannot be netted for reporting purposes. Gambling winnings are reported 
on line 21 of Form 1040, with a notation on the source of the other income. Gambling losses are 
itemized deductions. Since gambling losses are limited to gains, only $1,200 can be deducted on line 
28 of Schedule A (Form 1040).  

Life insurance premiums are not deductible (see Chapter 3). 

Medical expenses reported on Schedule A include the premiums Steven pays to the group plan at 
work and the out-of-pocket expenses detailed here. No adjustment is necessary for the 2015 expenses 
paid in 2016 as the year of payment controls. The deductible portion of these expenses is the excess 
over 10% of AGI (lines 2 and 3 of Schedule A, Form 1040). 

Debra already deducted 12.5% of the property taxes in computing her home office deduction (see 
item 5 above). The remainder is deducted on line 6 of Schedule A (Form 1040).  

South Dakota does not have an income tax, so the Marshalls should claim a sales tax deduction. Many 
taxpayers do not save their purchase receipts to document the sales tax they paid during the year, so 
they compute their sales tax deduction using the Optional Sales Tax Tables in the Schedule A 
instructions. For the Marshalls, this computation yields a sales tax deduction of $1,209. Since they 
can substantiate $3,200 in sales tax paid during 2016, they should deduct $3,200 on line 5 of 
Schedule A (Form 1040). Be sure the sales tax box on line 5b is checked. 
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Like the property taxes, Debra already deducted 12.5% of the home mortgage interest in computing 
her home office deduction (see item 5 above). The remainder is deducted on line 10 of Schedule A 
(Form 1040). 

Regardless of any personal benefits derived, contributions to political campaigns are not deductible 
(see Chapter 6). As a result, the charitable contribution deduction on line 16 of Schedule A is limited 
to the contribution to Goodwill. 

12. The Marshalls are entitled to two personal exemptions for themselves and two dependency 
exemptions for their children [line 6 (page 1) and line 42 (page 2) of Form 1040]. Although not under 
19 years of age, Emma is considered a full-time student for the year because she was a full-time 
student from January through May while she finished high school. Because she satisfies the qualified 
child dependent tests, the gross income test associated with the qualified relative dependent rules does 
not apply (see Chapter 3). 

13. A brief summary of the Marshalls’ tax return for 2016 appears below. 

Gross income— 
Salary $  94,000 
Schedule B 5,710 
Schedule C 35,361 
Schedule D 3,500 
Other (Gambling) 1,200 

Deductions for AGI— 
Deductible self-employment tax (2,498) 
IRA Deduction           (5,500) 

AGI $131,773 
Schedule A—Itemized deductions (deductions from AGI) (28,444) 
Personal and dependency exemptions     (16,200) 

Taxable income $  87,129 

Computation of tax liability through use of the Schedule D Tax Worksheet yields a liability of 
$12,664. To this is added the self-employment tax of $4,996 (see Schedule SE) for a total amount due 
of $17,660. Since the Marshalls paid a total of $17,800, they will receive a refund of $140. 
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