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APPENDIX E 

PRACTICE SET ASSIGNMENTS—COMPREHENSIVE TAX RETURN PROBLEMS 

SOLUTIONS TO PROBLEM MATERIALS 
 
 
 

PROBLEM 1 SOLUTIONS 

  1. David is self-employed and reports his business income on Schedule C. Both his consulting fees of 
$92,800 and his expense reimbursements of $20,420 should be included on line 1. The travel 
expenses are deducted on line 24a (airfare $8,200 + lodging $5,200 + transportation $920) and $3,050 
of meals are deducted online 24b [meals $6,100 – disallowed portion (50%  $6,100)]. 

  2. Given that David is a cash-basis taxpayer, the $4,400 payment received from Sesa Mining in 2015 is 
also included on Schedule C. This brings the total on line 1 to $117,620 ($92,800 + $4,400 + 
$20,420). The $5,100 received from Echo will be taxable in 2016. The Cormorant Mining transaction 
results in neither income (no payment is received) nor a bad debt deduction (no basis exists in the 
receivable). If H&R Block software is used to complete the tax return, it automatically enters an X on 
line 32a of Schedule C even though there is no loss reported this year. This can be overriden in the 
software if desired. 

  3 The $9,000 contribution to the H.R.10 Keogh retirement plan and the $3,800 of premiums on health 
insurance are not reported on Schedule C but are listed on Form 1040, page 1, lines 28 and 29, 
respectively. The remaining expenses are deducted on Schedule C as follows: 

Line 8—Advertising  $2,400 
Line 18—Office supplies  1,200 
Line 22—Supplies 3,200 
Line 23—State occupation license  300 
Line 27a (and also listed separately on page 2, Part V) 

Business phone and Internet service  $860 
Subscriptions to trade journals  240 
Membership dues to trade associations    180 1,280 

  4. The home office deduction is computed on Form 8829 (Expenses for Business Use of Your Home). 
For depreciation purposes, the basis of the residence is the lesser of $450,000 (fair market value) or 
David’s inherited basis of $360,000 under § 1014. The land is not depreciable. Consequently, this 
amount is entered on line 38 of Form 8829 and multiplied by the business percentage of 20% (line 7) 
to yield $72,000 (line 39). Referring to Exhibit 8.8 (MACRS Straight-Line Depreciation for Real 
Property Assuming Mid-Month Convention), the applicable percentage for 39-year nonresidential 
real property for the recovery period of 2–39 years is 2.564. Thus, the depreciation for 2015 is $1,846 
($72,000  2.564%) and is entered on lines 41 and 29. Other data in completing Form 8829 are 
summarized below. 
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Indirect expenses [reported in column (b)] 
Line 10—Deductible mortgage interest $  4,400 
Line 11—Real estate taxes 3,100 
Line 17—Insurance 2,300 
Line 19—Repairs and maintenance 2,900 
Line 20—Utilities      4,800 
Total indirect expenses $17,500 
     20% 
Business portion $   3,500* 

*Form 8829 does the calculation for the business portion in two steps. First, it applies 20% to the 
total of interest ($4,400) and taxes ($3,100) [20%  $7,500] to yield $1,500 (line 13). Second, 
the 20% is applied to the total of insurance ($2,300), indirect repairs and maintenance ($2,900), 
and utilities ($4,800) [20%  $10,000] to yield $2,000 (line 23). Thus, the total business portion 
of the indirect expense is $3,500 ($1,500 + $2,000). 

 
The indirect expenses of $3,500 are added to the direct expense of $1,200 for painting the office and 
the depreciation of $1,846 for a total of $6,546 (line 35), which is also reported on line 30 of 
Schedule C. 
 
The special purpose file cabinet is expensed by the use of Form 4562 (Depreciation and 
Amortization). Use Part I of this form, and when the $4,800 listed on line 12 is combined with the 
depreciation on the Infiniti SUV (see below), the total is transferred to Schedule C. 

  5. Depreciation on the Infiniti under the MACRS method is computed as follows: 
 

Cost $41,000 
Second year percentage for five-year property (Exhibit 8.3)        32% 
 $13,120 
× Business use        90% 
 $11,808 

However, as the second year recovery limitation (for a vehicle placed in service in 2014) is $5,100, 
the depreciation claimed cannot exceed $4,590 ($5,100  90%). This depreciation, determined by 
using Part V of Form 4562, is then added to the depreciation on the file cabinet (see item 4), and the 
total of $9,390 ($4,800 + $4,590) is entered on line 13 of Schedule C. 

The actual cost method of calculating the deduction for vehicle expense provides David with a 
superior result than would the automatic mileage method. Therefore, he elected this method last year 
when he acquired the SUV, and he will continue to use this method as long as he uses the Infiniti in 
his business. Under the actual cost method, $5,390 ($4,950 + $440) is deducted as car and truck 
expenses on line 9 of Schedule C. The $4,950 is the sum of expenses related to the 90% business use 
of the vehicle—gasoline ($3,300), auto insurance ($1,600), repairs ($240), auto club dues ($180), oil 
and lubrication ($120), and license and registration ($60). The $440 is all of the toll and parking 
charges paid by David in the conduct of his business. Note that traffic fines for moving violations are 
not deductible.  

  6. As an employee, Sheri will report her expenses using Form 2106 (Employee Business Expenses). Her 
allowable expenses are as follows: 
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Computer [$1,200  80% (business use)] $   960 
Subscriptions and dues 180 
Continuing education course 120 
Occupational license fee         80 
 $1,340 

The $1,340 is entered on line 4 and summed on line 10 of Form 2106 and entered on line 21 of 
Schedule A (Form 1040). The § 179 expense of the business portion of the laptop is computed on Part I 
of Form 4562. 

Sheri uses the Suburban to commute to her work, so she is not permitted to deduct any costs related to 
the use of the Suburban or for the parking at her work site. No deduction is allowed for the LSAT 
preparation sessions under § 222 (i.e., tuition and related expenses) because the pursuit of a law 
degree would qualify Sheri for a new trade or business. The $5,000 contribution to a traditional IRA 
is deducted on line 32 on page 1 of Form 1040. 

Sheri will not receive any tax benefit from her job-related expenses since they do not exceed the  
2%-of-AGI floor [$1,340 – $2,104 (2%  $105,175)]. See lines 26 and 27 of Schedule A. 

7. Transactions relating to the rental house are reported on Schedule E (Supplemental Income and Loss). 
Rents received of $28,600 are reported on line 3. Although this represents 13 months of rent, the 
prepaid rent for January 2016 is taxed to the Johnsons in the year received (i.e., 2015). The operating 
expenses in connection with the property are reported as follows: 

Line 7—Yard maintenance  $1,200 
Line 9—Insurance  3,100 
Line 14—Repairs  800 
Line 16—Property taxes  2,400 

 
Property taxes do not include the $2,400 special street paving assessment, which should be added to 
the basis of the land. 
 
The line 18 depreciation of $18,205* is computed as follows (use Part III of Form 4562): 
 
Realty— 

Basis: $220,000 (cost) + $80,000 (renovation) $300,000 
Applicable percentage for recovery period of 2–18 years (see 
     Exhibit 8.8 in the text for 27.5-year residential real property)  3.636% 
Depreciation allowed for 2015 $  10,908 

 
Personalty— 

Basis: cost (purchase price) $  38,000 
Applicable percentage for recovery year 3 as to five-year property  
     (see Exhibit 8.3 in the text)    19.2% 
Depreciation allowed for 2015 $    7,296 

According to Exhibit 8.1 in the text, rental appliances, furniture, carpets, etc., are five-year cost 
recovery MACRS personalty. 

*While the depreciation sums to $18,204, H&R Block tax return software rounds this number to 
$18,205. 
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The result reached in Schedule E is summarized below. 
Line 3—Income $28,600 
Line 20—Total Expenses (25,705) 
Lines 21 and 26—Profit $  2,895 

The $2,895 profit is transferred to line 17 of page 1 of Form 1040. 

  8. Although determining the year in which a corporate stock becomes entirely worthless is often 
problematical, the Johnsons are justified in picking 2015 for the write-off given the fact that the 
corporation is currently in bankruptcy. The basis of the stock is its value when David received it as 
payment for services provided, $3,900—the amount David billed for his services. (Note: It is assumed 
that David recognized the $3,900 in 2014.) Worthless securities are deemed sold on the last day of the 
taxpayer’s tax year. Therefore, the worthless Cormorant stock results in a long-term capital loss of 
$3,900 in Part II of Schedule D. 

  9. Under § 1015, the basis for gain of property acquired by gift is the donor’s basis plus an appropriate 
portion of any gift tax paid on the transfer. Since no gift tax was incurred (probably due to the 
application of the unified transfer tax credit), the Johnsons have an income tax basis in the Teton tract 
of $50,000 (i.e., the father’s basis). Thus, the disposition of the property results in a realized gain of 
$750,000 [$800,000 (value received) – $50,000 (basis of property transferred)]. Because the like-kind 
exchange rules of § 1031 apply, only $8,000 cash boot is recognized. 

To report the transaction, complete Parts I and III of Form 8824 (Like-Kind Exchanges). The 
recognized gain of $8,000 on line 22 is then entered on line 11 of Schedule D. 

10. David’s basis in the antique gun collection is $22,000 based on § 1014 (i.e., fair market value on date 
of his father’s death). The sale of the collection for $29,000 yields a capital gain of $7,000 ($29,000 – 
$22,000). Because the property is a collectible, the gain requires special tax treatment. The maximum 
tax rate that can be applied cannot exceed 28% and net short-term capital losses are first applied 
against collectible gains. The computation of the tax liability can become complex and is facilitated 
by the use of a 28% Rate Gain Worksheet provided by the IRS. The result of this worksheet is entered 
on line 18 of page 2 of Schedule D. 

11. Sheri’s use of the installment method to report the gain on the Converse County land sale is assumed 
since the facts do not indicate that she elected out of installment sale treatment under § 453(d). So, 
her gross profit percentage of 33 1/3% ($25,000/$75,000) means that one-third of every dollar 
received is taxable gain and two-thirds is a tax-free recovery of basis. Since Sheri owned the land for 
more than one year and she held the land for investment purposes, the gain is a long-term capital gain. 
Of the $10,800 Sheri receives in 2015, $4,800 is interest, $2,000 is long-term capital gain ($6,000  
33 1/3%), and $4,000 is nontaxable. 

The interest of $4,800 is listed in Part 1 of Schedule B. Report the 2015 gain from this past 
transaction on Form 6252 (Installment Sale Income). Because this is not the year of sale, complete 
only lines 1 through 4 and Part II (lines 19 through 26). Part I is only filled in during the year the sale 
occurs. The profit of $2,000 (line 26) is transferred to Schedule D (Part II, line 11). 

12. The $4,000 short-term capital loss carried over from 2014 is entered on line 6 of Schedule D. This 
loss offsets some of the collectible gain when the 28% Rate Gain Worksheet (see item 10 above) is 
completed. The net result of this worksheet is $3,000 [$7,000 (collectible gain) – $4,000 (net short-
term capital loss)] and is carried to line 18 of Schedule D. 
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13. Although Vivian lived for only a few days in 2015, she qualifies as a dependent. As such, her medical 
expenses can be claimed by the Johnsons. Since the Johnsons are cash-basis taxpayers, the year in 
which the expenses were incurred is irrelevant—the year they are paid controls. Along with the 
medical expenses of $7,300 ($4,200 + $3,100), the Johnsons can also claim the $600 church pledge 
that they paid. (A church pledge is not a binding debt, so the Johnsons will not be treated as satisfying 
the obligation of another person. Instead, it is treated as a qualifying charitable contribution.) The 
burial expenses of $4,400 are not deductible for income tax purposes. 

By virtue of § 101(a)(1), the proceeds of life insurance are excluded from income. Thus, the $20,000 
Sheri receives is not reported anywhere on the tax return. 

14. The $1,900 interest on the City of Cheyenne bonds is nontaxable but is reported on line 8b (page 1 of 
Form 1040). The $1,100 interest on the CD and the $400 interest on the money market account are 
separately listed in Part I of Schedule B. 

The garage sale resulted in a realized loss of $850 [$950 – $1,800], which is not recognized because it 
is a personal loss. 

The $700 qualified dividends are reported in Part II of Schedule B, then entered on line 9b (page 1) of 
Form 1040.The applicable tax rate is determined by completing the Schedule D Tax Worksheet. 
 
The $420 jury duty fee is income (line 21, page 1 of Form 1040) but none of the expenses relating  
to the jury duty [$30 (parking), $45 (meals), and use of automobile] are deductible—covered in 
Chapter 3 of the text. 

15. The $3,520 of mortgage interest reported on line 10 of Schedule A is the $4,400 reduced by the $880 
claimed as part of the home office deduction (see item 4). 

Charitable contributions of $3,800 are reported on line 16 of Schedule A, the total of $3,200 of the 
Johnsons’ contributions plus the $600 the Johnsons paid on Vivian’s pledge. 

The $2,480 of ad valorem taxes reported on line 6 of Schedule is the $3,100 reduced by the $620 
claimed as part of the home office deduction (see item 4). 

Medical expenses of $12,197 are reported on line 1 of Schedule A, reflecting the Johnsons’ expenses 
of $4,800, Vivian’s medical expenses of $7,300 (see item 12), and medical mileage of $97 (420 miles 
 23 cents). 

Since Wyoming does not have a state income tax, the Johnsons will deduct their sales tax on 
Schedule A. Since the Johnsons do not keep track of their sales taxes, their deduction will be 
determined based on their $107,075 of adjusted AGI (AGI $105,175 + $1,900 City of Cheyenne 
interest income) and their five exemptions. Their deductible sales tax is $2,541 (state tax of $753 + 
local tax of $188 + $1,600 for the sales tax on the camper). 

16. Besides two personal exemptions, the Johnsons can claim dependency exemptions for Vivian, Kirby, 
and Toby. Both Kirby and Toby meet the qualifying child definition, while Vivian is a qualifying 
relative. Meredith, however, meets neither classification. She is not a qualifying child due to the age 
test (i.e., not under 19, disabled, or a student), and she is not a qualifying relative due to the gross 
income test (i.e., income in excess of $3,500). 



E-6  2017 Comprehensive Volume/Solutions Manual 

© 2017 Cengage Learning®. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 

17. A brief summary of the Johnsons’ tax return for 2015 appears below. 
 

Gross income: 
Salary $38,000 
Schedule B 7,000 
Schedule C 70,544 
Schedule D 9,100 
Schedule E 2,895 
Miscellaneous (jury pay) 420 

Deductions for AGI: 
Deductible self-employment tax (4,984) 
H.R. 10 and IRA (14,000) 
Health insurance premiums       (3,800) 

AGI $105,175 
Itemized deductions (deductions from AGI) (14,020) 
Personal and dependency exemptions    (20,000) 

Taxable income $  71,155 
 
Computation of tax liability through use of the Schedule D Tax Worksheet yields a liability of $8,734. 
To this is added the self-employment tax of $9,967 (see Schedule SE) for a total amount due of 
$18,701. As the Johnsons had paid in $21,250 ($150 overpayment for 2014 + $5,100 Sheri’s 
withholdings + $16,000 quarterly estimated tax payments), the overpayment of $2,549 ($21,250 – 
$18,701) is applied towards their 2016 tax liability. 
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