Keir – Income Tax – Cardello Supplements


Annuity Problems

Slide 22



Fixed Annuity



1.
Identify the formula used under the “general rule” to compute how much of an 




annuity will not be taxed.
      
   Exclusion     =      
Cost
             


     

      Percentage              Expected return

2.    Example:
Taxpayer "X" purchased an annuity from an insurance company for $72,000.  The annuity will pay him $1,000 per month starting January 1, 2005.  His life expectancy on that date will be ten years.  Compute the amount "X" must include in income each year from the annuity.

Variable Annuity



1.  Describe how variable annuities are taxed.




The nontaxable portion of each payment is determined by computing an exclusion ratio:








                  “Cost”                =      Exclusion      

                            


     # Expected payments

   Amount


2.  Example:




Taxpayer “X” purchased a variable annuity from an insurance company for $30,000.  He will have a life expectancy of 12.5 years when the payments begin.  Compute his exclusion ratio for each monthly payment.




NOTE:
After 8-14-82, amounts withdrawn early during the accumulation period are 


deemed INCOME first and then a nontaxable return of principal. 
Annuity Problems
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ANSWER


Fixed Annuity



1.
Identify the formula used under the “general rule” to compute how much of an 



annuity will not be taxed.
      
   Exclusion     =      
Cost
             


     

      Percentage              Expected return

2.
Example:
Taxpayer "X" purchased an annuity from an insurance company for $72,000.  The annuity will pay him $1,000 per month starting January 1, 2005.  His life expectancy on that date will be ten years.  Compute the amount "X" must include in income each year from the annuity.

Solution:

72,000
       = 72,000 =      60%
Amount Taxable 
1,000 x (12)x(10)      120,000

12,000(100%-60%) = $4,800
Variable Annuity



1.  Describe how variable annuities are taxed.




The nontaxable portion of each payment is determined by computing an exclusion ratio:








                  “Cost”                =      Exclusion      

                            


     # Expected payments

   Amount


2.  Example:




Taxpayer “X” purchased a variable annuity from an insurance company for $30,000.  He will have a life expectancy of 12.5 years when the payments begin.  Compute his exclusion ratio for each monthly payment.

Solution:





  30,000        = 30,000   =    $200 PER MONTH





12.5 x (12)
      150 




NOTE:
After 8-14-82, amounts withdrawn early during the accumulation period are 


deemed INCOME first and then a nontaxable return of principal.  
Standard deduction of a person who is claimed as a dependent by another taxpayer
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The standard deduction cannot exceed the greater of $900 or the taxpayer's EARNED income plus $300.  However, in no case can it exceed $5,450.

1.    Example:

Taxpayer "X" is a single full time student who is eighteen years old and claimed by her parents.  Her only income consists of $6,000 in interest and wages from a part-time job.  Given the following amount of wages, compute her standard deduction in each case.

Wages $200   $



Wages $2,200   $

Wages $5,600  $
. 
Solutions:
Wages $200   $900

Wages $2,200   $2,500

Wages $5,600  $5,450. 
Investment Interest Expense Deduction
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During the current year, Taxpayer "X" incurred investment interest expense of $60,000.  

His investment income and expenses were as follows:



Interest Income
$20,000
Investment Advisor Fees

$7,500



Dividend Income
  10,000
Investment Newsletters

    500



Total Investment Income
$30,000
Total Expenses

$8,000



Compute "X”‘s allowable deduction and explain the treatment of investment interest 



exceeding these limitations.  Assume his AGI was $50,000.



8,000


     (1,000) (2 % of AGI) - from
  Sch A Misc.



$7,000 (50,00 x 2 % = $1,000_



$ 30,000



<7,000>


$ 23,000  “NET” Investment “y”
Solution:







                      $60,000 & Expense







                      <23,000>  1040



Current year    $23,000

Carryover     $37,000



($8,000 – 2% of 50k) = $7,000
$60,000 – 23,000 = $37,000



$30,000 – 7,000 = $23,000

Charitable Contribution Deductions
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1.
During the current year, Taxpayer “X” contributed $40,000 to the church and had an AGI of $50,000.  




Compute his deduction and explain the treatment of amounts exceeding this limitation.

Solution:




Step # 1
AGI 50,000(.50) = 25,000 deduction
 




Step # 2
($40,000 - $25,000) = $15,000


      




Step # 3
$15,000 carries forward five years, subject to the same 50%limitation.
Describe the general rules used to determine the deductible amount of a property contribution other than cash.


A.
Depreciated property – property that has declined in value.



Deduct the LOWER OF COST OR FMV.  Most often, clothes, appliances, furniture, and most other non-business assets will be deductible at their FMV which is thrift-shop value.  Receipts are required for donations in excess of $250.  Appraisals are required for donations in excess of $5,000.  An appraisal fee can be deducted as a miscellaneous deduction on Schedule A.



1.
Determine the charitable deduction below when basis in stock is $49,999 and $50,001 respectively.



AGI is $100,000
Solution:








CASE 1
CASE 2* (Reduced Deduction Election)


Stock held 5 years
     FMV

$50,000

$50,000


AGI: $100,000

     Basis
  49,999

  50,001*



            X 30%






    Deduction
  30,000

  50,000


*Limit: $ 30,000





    Carryover
 $20,000

      $0
* Deduction is the lower of cost ($50,001) or FMV ($50,000)  at 50% of AGI.  

Charitable Contribution Deductions

Slide 35 continued

3.

On March 1, of the current year, Taxpayer "X" donates stock held for three years with a FMV of $280,000 and an adjusted basis of $260,000 to the a 501(c) 3 organization.  Assume in the current year taxpayer "X" had an AGI of $500,000.




Part A:
Compute his deduction and carryover.

Solution:

AGI limitation is 500,000(.30) 
= $150,000 current income tax deduction



 

Carryover 





=  130,000




Total Contribution
(FMV)

= $280,000



Part B:
Same facts and requirements as Part A except "X" makes the “reduced deduction election.”
Solution: 
AGI limitation is  500,000(.50) 

=  $250,000 current income tax deduction



 
Carryover 






=      10,000



Total Contribution
(Adj. Basis)
=  $260,000

Part C:  Taxpayer donates stock held for 3 years with basis of $250,000.  What are the charitable 


deductions if the taxpayer does not make the “reduced deduction election” and does 


make the election? FMV of stock is $275,000. AGI is $500,000.










WITHOUT

    WITH







ELECTION

ELECTION*

Solution:
Stock held 3 years              FMV

$275,000

$275,000


AGI: $500,000

     Basis
  250,000

  250,000



X 30%



Limit: $150,000 

Deduction
  150,000

 250,000



    

Carryover
 $125,000

      $0


*Stock will be deductible using the cost basis and 50% of AGI. 
Itemized Deductions
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Example:


During the current year Taxpayer “X” and her spouse had an AGI of $243,200 and a 



taxable income of $159,000.  Their total “covered” itemized deductions were 



$40,000 and they elected the married-joint filing status.


Part A:
Compute their allowable itemized deductions.


.03(243,200– 159,950) = (.03 * 83,250) 
=   2,479


2,497 * 1/3



=     $ 833

 



$40,000 - 833 



=  $39,165


Part B:
Compute the amount allowed if their AGI was $1,806,400.


.03(1,806,400- 159,950) = (.03 * 1,664,450)
=$ 49,344  




49,344 * 1/3 




=$ 16,465



40,000  -   16,648



=$ 23,552








However: never lose more than 80%



40,000 (.20) 




= $ 8,000






But, Standard Deduction may better 

= $ 10,900
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Personal Exemptions
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Example:


During the current year Taxpayer "X" is married and files a joint return with her spouse.  They have three dependent children and an AGI of $345,905.  Compute their allowable deduction for personal exemptions.



Step # 1
($345,905- 239,950) 

= 105,955   
Step # 2
35,318 / 2,500


= 14.13; always round up   = 15   
Step # 3
105,955  x 1/3


=    35,318





Step # 4
15 x  2% 


=  30%     


Step # 5
3,650 (5) x (100-  30%) 

= 12,775  
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Kiddie Tax 
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Any child under age 19 (or 24 and still in school) who has UNEARNED INCOME  (i.e., dividends, interest, capital gains) exceeding $1,800 will be taxed using the highest marginal rate of their parents.  The first $900 is offset by the child’s standard deduction and the second $900 is taxed using the child’s rate (10 percent).  
Example: (Unearned income only)

Taxpayer “X” is ten years old and claimed by his parents.  His only income is $6,500 of interest from a savings account.  Compute his tax liability assuming his parents had a taxable income of $500,000.  Also, compute the liability if “X” was eighteen instead of ten. (Assume Parental Tax bracket is 35%)


Under 19:   .35 (6,500 – 1,800) + .10 (900) = $1,735

19 or over:   .10 (6,500-900) = $560
Self-Employment Taxes
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	2008 Computation

	
	
	
	
	
	
	
	
	
	
	

	No.
	
	Taxable SE Base
	
	 $     102,000 
	
	 $   102,000 
	
	 $     102,000 
	
	 $     102,000 

	
	
	Net SE Factor
	
	92.35%
	
	92.35%
	
	92.35%
	
	92.35%

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	Case 1
	
	Case 2
	
	Case 3
	
	Case 4

	
	
	
	
	
	
	
	
	
	
	

	1
	
	SE Income
	
	 $      50,000 
	
	 $   102,000 
	
	 $     115,000 
	
	 $       60,000 

	2
	
	Wages
	
	$0.00 
	
	$0.00 
	
	$0.00 
	
	 $       50,000 

	
	
	
	
	
	
	
	
	
	
	

	3
	
	Earnings for SE Tax Computation
	
	 $      50,000 
	
	 $   102,000 
	
	 $     115,000 
	
	 $       60,000 

	4
	
	Multiple Total  Earnings by 92.35%
	
	0.9235
	
	0.9235
	
	0.9235
	
	0.9235

	5
	
	2009 SE Max
	
	 $      46,175 
	
	 $     94,197 
	
	 $     106,203 
	
	 $       55,410 

	6
	
	Combine with any other W-2 wages
	
	$0.00 
	
	$0.00 
	
	$0.00 
	
	 $       50,000 

	7
	
	Total Earnings for SE Tax Computation
	
	 $      46,175 
	
	 $     94,197 
	
	 $     106,203 
	
	 $     105,410 

	8
	
	Lower of SE Base or SE Max
	
	 $      46,175 
	
	 $     94,197 
	
	 $       94,200 
	
	 $     102,000 

	9
	
	Wages already subjected to FICA taxes
	
	$0.00 
	
	$0.00 
	
	$0.00 
	
	 $      (50,000)

	10
	
	Net Self Employment Earnings
	
	 $      46,175 
	
	 $     92,350 
	
	 $       94,200 
	
	 $       52,000 

	11
	
	
	
	 x 
	
	 x 
	
	 x 
	
	 x 

	12
	
	Retirement 12.4%
	
	           0.124 
	
	         0.124 
	
	           0.124 
	
	           0.124 

	13
	
	Retirement Taxes
	
	 $        5,726 
	
	 $     11,451 
	
	 $       11,681 
	
	 $        6,448 

	14
	
	
	
	
	
	
	
	
	
	

	15
	
	Net Self Employment Earnings (unlimited)
	
	 $      46,175 
	
	 $     94,197 
	
	 $     106,203 
	
	 $       55,410 

	16
	
	
	
	 x 
	
	 x 
	
	 x 
	
	 x 

	17
	
	Medicare 2.9% 
	
	           0.029 
	
	         0.029 
	
	           0.029 
	
	           0.029 

	18
	
	Medicare Taxes
	
	 $        1,339 
	
	 $             0 
	
	 $        3,080 
	
	 $        1,607 

	19
	
	
	
	
	
	
	
	
	
	

	20
	
	Total SE Taxes
	
	 $        7,065 
	 
	 $     11,451 
	
	 $       14,761 
	 
	 $        8,055 

	21
	
	1/2 SE Taxes - deducted 
	
	
	
	
	 
	
	
	

	22
	
	on 1st pg of 1040 as "Above 
	
	
	
	
	
	
	
	

	23
	
	the line" deduction
	
	 $        3,532 
	 
	 $       5,726 
	 
	 $        7,380 
	 
	 $        4,027 


Note:
*The deduction for self-employment taxes is an adjustment to income (for AGI) and equals ½ the amount actually paid. 


IRA contribution tax credit
Slide 55
A tax credit for contributions to IRA’s (both “regular” and Roth) and elective DEFERRALS under SIMPLE, Section 401(k), 403(b), and 457 plans.  The credit is based on a maximum amount of $2,000 and does not effect the otherwise deductible or excludable amount.  


1.  Give a table for the amount of the credit.

Joint Return AGI
Head of Household AGI
Single AGI
Contribution tax credit

$0 - $31,000

$0 - $23,250


$0 - $15,500
  50   percent
31,001 – 34,000
23,251 - 25,500


15,501 - 17,000
  20   percent

34,001-52,000

25,501-39,000


17,001 – 26,000 10   percent

>52,000

>39,000


>26,001
   0    percent

2.  Identify the taxpayers not eligible for the credit.

Taxpayers under age 18, full-time students, or dependents are not eligible for the credit.  Any one of the three will eliminate eligibility.

Vacation Homes
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	Personal Use
	Rental Use
	Tax Results

	
	
	

	351 days or more
	14 days or less
	Income excluded from tax return; no rental deductions; take interest and real estate taxes on Schedule A as vacation home

	
	
	

	More than 14 days or 10% of rental period
	More than 14 days
	Income included on Schedule E; rental deductions limited to gross rent less taxes and interest which can not be taken on Schedule A

	
	
	

	Up to 14 days or 10% of rental period
	More than 14 days
	Income included on Schedule E; deductions allowed of allocated expenses; prorate interest and taxes on Schedule A

	
	
	


Remember this formula:



Amount

=
Number of days rented
X
Total Expenses



Deductible

     Total days used



Long-Term Contracts
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Two alternative methods of accounting that can only be used for contracts that require over 12 months to complete.  The “PERCENTAGE OF COMPLETION” method reports gross income in proportion to the percentage of the contract which has been COMPLETED.   Whereas the “COMPLETED CONTRACT” method reports the entire profit in the year the contract is completed.  Example: Ship Builder:  has 3 year contract with Department of Defense to build a battle ship.
Completed

2001
2002
2003

Percentage
2001
2002
2003
Contract Method:




of Completion:
Revenue


-0-
-0-
9 M



 3 M
 3 M
 3 M


Costs


(2 M)
(2 M)
(2M)



(2 M)
(2 M)
(2 M)
Profit/Loss

(2 M)
(2 M)
 7 M



 1 M
 1 M
 1 M
Loss Carryover

(2M)
(2M) =
(4 M)



  -0-
  -0-
 -0-
Net Profit



 
 3 M



  1M
  1M
 1M
Taxes Due

-0-
-0-
$$$



 $$$
 $$$
 $$$

Long-term contracts (percentage of completion) must report income using the following formula:

Total projected revenue less total projected costs = Estimated gross profit

Current year income = Est. gross profit x     Cost incurred during the current year







Total projected costs to be incurred on project

Inventory Valuation
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Taxpayer opens a micro chip distribution company in last month of year.  He buys 3 micro chips (a, b, c) 

before 12/31.  Beginning inventory when he opens is the same under both methods.  However, under 

FIFO, when he sells 2 micro chips, he must cost out the first ones purchased.  Under LIFO, he will 

cost out the last 2 chips purchased.  This will affect the ultimate profit he must declare on the sale 

of both chips.  Most taxpayers would prefer to use the LIFO method because it lowers the amount 

of income tax that is due the IRS.
       


  

FIFO 

LIFO

Buy Inventory  
12/1


1 (a)

1 (a)


   

12/15


2 (b)

2 (b)


    

12/31


3 (c)

3 (c)

Beginning Inventory  = 


6

6

Less: Cost of 



<1(a)>

<2> (b)
          Goods



< 2b) >

<3> (c)
          Sold
    
Total


<3>

<5> 

Equal: Ending Inventory


3  (c)

1  (a)
Sales Prices
(2 micro chips sell for  $10)


10

10

Less: Cost of Goods Sold


<3>

<5>

Equals: Profit



7

5
Tax Due (hypothetical tax rate)

x 20%

x 20%

Pay to IRS




$1.40

$1.00
  
Exercise:
Match up the method with the results that each one creates.  Use the above 




example to check your answers.


A.  FIFO

B.  LIFO
             C.  Specific Identification

1. B  
Understates inventory when prices are rising.

2. B 
Defers income taxes when prices are rising, resulting in a better cash flow.

3. C  
Only used for small inventories of easily identifiable items.

4. A 
Higher earnings in times of inflation.

5. A 
Ending inventory represents current costs.

6. B  
Provides for better matching of current costs against current revenue.
Tax Basis in Entities 
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Owners must keep track of their “cost basis” in their investment to determine their ability to deduct losses on their own personal income tax return.
	Year
	Event
	Partnership
LLC
	1120S
	1120C



	1
	Buy 50% interest in stock of company
	
	$500
	$500



	2
	Buy 50 % interest in partnership
	$500
	
	

	3
	Share of Profits (50%)

$1000, Year 1

($500), Year 2
	+ 500

  (250)
	+ 500

  (250)
	Only if 

dividend declared and  paid out

	4
	Basis 
end of year 2
	$750 (A)
	$750 (B)
	$500

	5
	Share of ($2,000) Loss (50)% Year 3
	$(1,000) 
	$(1,000)
	0

	6
	Basis 
end of year 3
	$(250) (A)
can’t be < 0
	$(250) (B)
can’t be < 0
	$500



	7
	Deductible Loss year 3

(limited to Basis)
	($750) (not $1,000)

($250 is suspended)
	($750) (not $1,000)

($250 is suspended)
	No loss deduction

allowed

	

	Change Facts:
	
	Business borrows money 
	Shareholder personally loans business money
	Loans to business in either case

	8
	
	
	
	

	9
	Basis 

end of year 2
	$750 (A)
	$ 750 (B)
	$500

	10
	$2k Debt borrowed on behalf of Entity
	$1,000
	Personal check deposited in Corp. Bank account
$1,000
	0

	11
	New Basis 
end of year 3
	$1,750 (A)
	$1,750 (B)
	$500



	12
	Deductible $2k Loss in  year 3
	$(1,000)*
	$(1,000)**
	No loss deduction



	13
	Basis 
end of year 3
	$750
	$750
	$500



	
	
	
	
	

	
	
	
	
	

	14
	Rule:
	*Debt increases partners’ basis
Non-recourse

Debt
	**Debt only increases basis if shareholder loans company $ personally)
	Basis is what was paid for the common stock


Corporations
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Terms, issues, and events as they relate to corporations.

  
1.  Incorporations

Typically tax-free to the extent STOCK is received in exchange for the assets.  There is an 

80 percent control requirement for the transferors and the stock cannot be received in exchange for SERVICES.
  2.  Personal Service Corporations

Corporations owned by its employees where substantially all of its activities are in health, law, engineering, architecture, accounting, actuarial science, performing arts, veterinary services, or consulting.  They are taxed at a flat 35 percent, unless profits are paid out in wages. $150,000 maximum.
  3.  Professional Corporation 

State statutes give licensed members of a profession the right to incorporate to take advantage of certain TAX rules favoring corporations (fringe benefits).  However, the liability protection is limited as an individual is always liable for their own MALPRACTICE lawsuits.  

 4.  Dividend Received Reduction

A corporation can deduct 70 percent of dividends received from a corporation in which it owns twenty percent or less.  The deduction increases to 80 percent if greater than twenty but less than eighty ownership and 100 percent if eighty percent or more ownership.





Example:
Subsidiary is owned 75% by the Parent corporation.  Sub pays $100,000 




dividend to Parent.  Parent corporation excludes $80,000 of dividends 





from taxable income.
 5.  Corporate Distributions

Corporate dividends are taxed as a DIVIDEND to the extent the corporate had earnings and profits.  Earnings and profits are totaled in the Retained Earnings account on the Balance Sheet.  Amounts paid out in excess of earnings and profits are treated as a return of capital, i.e. as a tax-free recovery of basis.  Once basis is reduced to zero, the excess is treated as LTCG.


Example:
XYZ Corp. has $1,000,000 in retained earnings and $100,000 issued as 




common stock.  The BOD has declared a dividend of $1,500,000.  




$1,000,000 will be taxed as dividends, $100,000 will be tax-free as return 



of basis and $400,000 will be taxed as long-term capital gain.
 6.  Unreasonable Compensation


 Because of double taxation many closely-held corporations pay their owners large salaries and bonuses to avoid paying DIVIDENDS.  The IRS reclassifies the “excessive” portion as unreasonable COMPENSATION and taxes it as a nondeductible dividend.  


7.  Exclusions of Gain from Small Business Stock

Taxpayers, (except C corporations) can exclude 50 percent of the gain on the sale of “qualified small business stock.”  To qualify, the corporate assets cannot exceed $50 million and the eligible gain is limited to the greater of 10 times the stock basis or 10 million dollars.  The stock must be original issuance after 8-10-93 and must be held longer than FIVE years.  

Basis
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In April of the current year, Taxpayer "X" received a gift of stock from his father having a FMV of $25,000.  



His father had purchased the stock five years earlier for $40,000.  In October of the current year, 



Taxpayer "X" sells the stock. 


Part A:
Compute the amount of gain recognized by Taxpayer "X" in each of the following cases:

Solution:










Selling Price          Basis    
 Gain or Loss








Case 1

$15,000        (25,000)
        <10,000>









Case 2

$50,000        (40,000)           10,000








Case 3

$30,000        (30,000)         
0



Part B:
Describe the ramifications if the property had a FMV of $60,000 on the date of the gift.  Assume 

the gift taxes were $6,000.  (HINT: basis is increased by the portion of gift taxes paid that can 

be attributed to the increase in value.)  

Solution:





$40,000 (original basis) + $6,000 (taxes paid) (($60k - $40k)/$60,000) = $42,000

Depreciation
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On March 1, 2002 Corporation "X" purchases a new computer costing $100,000.  This was the

             only fixed asset acquisition made by "X" during the taxable year.  Compute the amount of

             depreciation, "X" would recognize under both the MACRS and straight line methods if the 

             computer was sold on October 30, 2004.



MACRS:
(More write-off up front)

Straight-line:  (Less write-off in early years)






(Half-year is built into year of acquisition in both tables.)




2002:
100,000(.20)          =  20,000

2002:
100,000/5 = 20.00 (1/2) =
10,000



2003:
100,000(.32)          =  32,000

2003:
100,000/5 = 20.00 (1)  = 
20,000


2004:
100,000(.192)(1/2) =    9,600      
2004:
100,000/5=  20.00 (1/2) = 
10,000
 



(Note:
Half-year convention is NOT built into the tables in year of disposal.  It must be 





taken into consideration by multiplying expense by 1/2.) 


Total





  61,600
Total





40,000 
MACRS TABLES












Personal Property


DB = Double Declining Balance method, i.e., twice the straight line rate.


5 year property:
Auto, computers, copiers, calculators, typewriters, and light duty trucks


7 year property:
Most other personal property

	MACRS – Personal Property

Half-Year Convention is Built in for 1st year

	Recovery

Year
	3-Year

(200% DB)
	5-Year

(200% DB)
	7-Year

(200% DB)
	5-Year

SL
	7-Year
SL

	1
	33.33
	20.00
	14.29
	10.00
	7.14

	2
	44.45
	32.00
	24.49
	20.00
	14.29

	3
	14.81*
	19.20
	17.49
	20.00
	14.29

	4
	7.41
	11.52*
	12.49
	20.00
	14.29

	5
	
	11.52
	8.93*
	20.00
	14.29

	6
	
	5.76
	8.92
	10.00
	14.29

	7
	
	
	8.93
	
	14.29

	8
	
	
	4.46
	
	7.14


Section 1250 Property
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	MACRS – Residential Real Property 

27.5 Years         Apartments

	Recovery

Years
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
	11
	12

	1
	3.485
	3.182
	2.879
	2.576
	2.273
	1.970
	1.667
	1.364
	1.061
	0.758
	0.455
	0.152

	2-18
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636

	19-27
	3.637
	3.637
	3.637
	3.637
	3.637
	3.637
	3.637
	3.637
	3.637
	3.637
	3.637
	3.637

	28
	1.97-
	2,273
	2.576
	2.879
	3.182
	3.485
	3.636
	3.636
	3.636
	3.636
	3.636
	3.636

	29
	0.000
	0.000
	0.000
	0.000
	0.000
	0.000
	0.152
	0.455
	0.758
	1.061
	1.364
	1.667


	MACRS – Nonresidential Real Property

39.0 years    Commercial

	Recovery

Years
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
	11
	12

	1
	2.461
	2.247
	2.033
	1.819
	1.605
	1.391
	1.177
	0.963
	0.749
	0.535
	0.321
	0.171

	2-39
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564
	2.564

	40
	0.107
	0.321
	0.535
	0.749
	0.963
	1.177
	1.391
	1.605
	1.819
	2.033
	2.247
	2.461


1.

On November 30, 2002 Corporation "X" acquires a building for $1,200,000.  An appraisal indicates the land to be valued at $200,000.  Compute the amount of allowable depreciation for 2002 and 2003 under each of the following assumptions.  (Hint: Land is not depreciated.)



Part A:
The building is a factory.


Solution:

2002: 1,000,000 (.00321) = 3,210

2003: 1,000,000 (.02564) = 25,640


Part B:
The building is an apartment.


Solution:

2002: 1,000,000 (.00455) = 4,550

2003: 1,000,000 (.03636) = 36,360

Section 179 Depreciation Expense
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1.

On June 30, of the current year, Corporation "X" purchases a new computer to be used in its business for $376,000.  Compute the allowable cost recovery deductions for the current year and next year assuming the Section 179 election is made.



Current Year: 






Depreciation Expense:


Basis




 
376,000

Less: Sec. 179 
(2008)
     -250,000


               250,000 (1)

Adj. Basis



   
126,000


Normal 1st yr. Rate
       x  (.20) 


  
 +  25,200 (2)

Total 1st yr. Depreciation  (1)+(2)



 275,200 (a)


2nd Year Depreciation:
(126,000) (.32 ) = 


   40,320 (b)
      Book Value or Adjusted Basis of Computer:
     $376,000 – 275,200 (a) – 40,320 (b)



    $ 60,480 
C.  Identify the two limitations on the allowable Section 179 deduction.

1.  Amount expensed is limited to the net INCOME derived from the taxpayer’s trade or business income.  W-2 income earned by the taxpayer is considered trade or business income.


2.
The $250,000 limitation is reduced dollar for dollar by the amount "qualifying" property placed in service during the year exceeds $800,000.  There is no carryover for amounts exceeding this limitation.



3.
Example:




Taxpayer "X" owns a video game arcade.  During the current year he has a net income of $2,000 before the Section 179 deduction.  He also has a W-2 of $1,000 from a part-time security guard job.  Assuming he spends $846,000 on new machines, compute his maximum Section 179 deduction.  Also, compute his carryover (if any).





846,000-800,000 =  $46,000

Net income limitation:   $3,000




250,000 - 46,000     =  $204,000


      Carryover:   $201,000
Like-Kind Exchange – Steps
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Comprehensive Example: 


In October of the current year, Taxpayer "X" exchanged ten acres of land for a building.  The land had been held as an investment by "X" and had a FMV of $75,000 and an adjusted basis of $50,000 at the time of the exchange.  Assume the building had a FMV of $80,000 and accordingly "X" had to pay $5,000 in cash.


Part A:
Describe the tax ramifications of this exchange to "X".


Give:







Get:






Realized gain   

______



Land





Building
















FMV $75,000



FMV $80,000




Recognized gain
______




A/B $50,000























Basis of building
______




Cash
$5,000


Part B:
Explain the ramifications of instead of paying $5,000, Taxpayer "X" received $5,000.  Assume the building had a FMV of $70,000.


Give:







Get:






Realized gain

______



FMV $75,000                        Building


Land







FMV $70,000




Recognized gain
______



A/B $50,000















Cash  $5,000




Basis of building
______

Part C:
Same facts and requirements as Part B, except "X" had an adjusted basis in the land of $80,000 and realized a $5,000 loss on the exchange.


Give:







Get:






Realized loss

______



FMV $75,000                        Building


Land







FMV $70,000




Recognized loss
______     




A/B $80,000
















Cash $5,000




Basis of building
______




Part D:
Same facts and requirements as Part B except "X" received no cash but had the other party to the exchange assume a $5,000 mortgage on the land.


Give:







Get:






Realized gain

______



FMV $75,000



Building


Land







FMV $70,000




Recognized gain
______



A/B $50,000























Basis of building
______

Mortgage


Assumption


$5,000

Like-Kind Exchange – Steps

Slide 110 continued

Answers to Comprehensive Example:  

In October of the current year, Taxpayer "X" exchanged ten acres of land for a building in a Section 1031 exchange.  The land had been held as an investment by "X" and had a FMV of $75,000 and an adjusted basis of $50,000 at the time of the exchange.  Assume the building had a FMV of $80,000 and accordingly "X" had to pay $5,000 in cash.


Part A:
Describe the tax ramifications of this exchange to "X".




Give:





Get:






Realized gain   

25,000



Land





Building
















FMV   $75,000



FMV $80,000




Recognized gain
0



A/B     $50,000








Cash
$5,000











Basis of building
55,000



Part B:
Explain the ramifications of instead of paying $5,000, Taxpayer "X" received $5,000.  Assume the building had a FMV of $70,000.




Give:





Get:






Realized gain

25,000




Land





Building




FMV $75,000               

FMV $70,000




Recognized gain
5,000




A/B   $50,000















Cash  $5,000




Basis of building
50,000


Part C:
Same facts and requirements as Part B, except "X" had an adjusted basis in the land of $80,000 and realized a $5,000 loss on the exchange.




Give:





Get:






Realized loss
           <5,000>




Land





Building




FMV $75,000         


FMV $70,000




Recognized loss
0     




A/B   $80,000



Cash $5,000




















Basis of building
75,000




Part D:
Same facts and requirements as Part B except "X" received no cash but had the other party to the exchange assume a $5,000 mortgage on the land.




Give:





Get:






Realized gain

25,000




Land





Building




FMV $75,000



FMV $70,000




Recognized gain
5,000




A/B   $50,000























Basis of building
50,000




Mortgage




Assumed




From “X” $5,000

	Like-Kind Exchange – Answers
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	Comprehensive Example:
	
	Solution Illustration
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	Part A
	
	Part B
	
	Part C
	
	Part D

	
	
	
	
	
	
	
	
	

	FMV Received (GET)
	
	       80,000 
	
	       70,000 
	
	       70,000 
	
	            70,000 

	Cash/Mgte/Boot Rec'd (GET)
	
	             -   
	
	        5,000 
	
	        5,000 
	
	              5,000 

	Amount Realized
	
	       80,000 
	
	       75,000 
	
	       75,000 
	
	            75,000 

	Adj. Basis of Property GIVEN
	
	      (50,000)
	
	      (50,000)
	
	      (80,000)
	
	           (50,000)

	Cash GIVEN
	
	       (5,000)
	
	             -   
	
	             -   
	
	                   -   

	Realized Gain or (Loss)
	
	       25,000 
	
	       25,000 
	
	       (5,000)
	
	            25,000 

	
	
	
	
	
	
	
	
	

	Gain Recognized (Boot rec'd)
	
	             -   
	
	        5,000 
	
	             -   
	
	              5,000 

	(zero if loss present)
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Substituted Basis Formula:
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Adjusted Basis of property GIVEN
	
	       50,000 
	
	       50,000 
	
	       80,000 
	
	            50,000 

	Less: Boot Rec'd
	
	             -   
	
	       (5,000)
	
	       (5,000)
	
	             (5,000)

	Plus: Boot Paid
	
	        5,000 
	
	             -   
	
	             -   
	
	                   -   

	Plus: Gain Recognized
	
	             -   
	
	        5,000 
	
	             -   
	
	              5,000 

	
	
	
	
	
	
	
	
	

	Basis in Newly Acquired Property
	
	       55,000 
	
	       50,000 
	
	       75,000 
	
	            50,000 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Proof:
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	FMV of property Rec'd (GET)
	
	       80,000 
	
	       70,000 
	
	       70,000 
	
	            70,000 

	Less: Realized Gain/(Loss)
	
	      (25,000)
	
	      (25,000)
	
	        5,000 
	
	           (25,000)

	Plus: Recognized Gain/(Loss)
	
	             -   
	
	        5,000 
	
	             -   
	
	              5,000 

	
	
	
	
	
	
	
	
	

	Basis in Newly Acquired Property
	
	       55,000 
	
	       50,000 
	
	       75,000 
	
	            50,000


Sale of Principal Residence
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1.
X and Y marry and X moves into Y’s home, which he has owned and occupied for 2 of the last 5 


years.  They decide to sell Y’s home within 1 year.  What is the tax impact of the sale?

Solution:

Since only Y has occupied the home for 2 of the last 5 years, they will only be able to exclude $250,000 of the gain instead of $500,000. 

2.
If they had both occupied the home for only 22 months before they were transferred for health, employment or 
unforeseen circumstances, what would be the tax impact?  

Solution:

They would be able to pro-rate the $500,000 gain by 22 months/24 months and excluded $458,333.  


($500,000 x 22/24 = $458,333)

Section 1231 Property

Slide 118
	Section 1231 Property
	Section 1245 Property
	Section 1250 Property

	(1) includes property used in

a trade or business or

held for the production of

income (rental property)
	(1) includes depreciable

personal property
	(1) includes all realty that is

not Section 1245 property

	(2) generally is eligible for

depreciation (but includes

some land)


	(2) includes nonresidential

realty placed in service

after 1980 and before1987, depreciated under ACRS.
	(2) is subject to recapture of

"excess depreciation"

Only (ACRS less SL = Excess)

	(3)  must be held for the 

      long-​term  holding period 

      at time of disposition
	(3) is subject to “full” recapture
	(3) Newer 1250 property does not have excess depreciation now since MACRS is s/l for r/e.

	(4) LTCG for gains, Ordinary              Losses treatment for losses
	(4) Gain attributable to prior depreciation is ordinary income, rest is LTCG.
	(4) Gain is taxed at 25% rate, to extent allowed or allowable.


Section 1231 Property

Slide 118 continued
Look Back Period

1.


In 2005, Individual "X" sold land used in its business for a $50,000 gain.  Its net Section 1231 gains and losses since 1999 were as follows:





1999

15,000


2002

(30,000)





2000

     0  


2003

  10,000





2001

10,000


2004


 0












2005

  50,000




Explain the character of the $50,000 gain on "X”‘s 2005 return.

Solution:


OI  20,000

LTCG  30,000


Recapture of Depreciation if gain

No Recapture of Depreciation if loss:

2.
On August 1, of the current year, "X" Taxpayer purchased a new computer (Section 1231 property)

  
for 
$20,000.  The computer was used for eighteen months and then sold.  Assume that $12,320 of 
accumulated depreciation was deducted prior to the sale.  Compute the amount and character of the 


gain or 
loss to be recognized by "X" in each of the following cases.  No election was made under 


Section 179.



Part A:
Determine the character and amounts of the gains in the following cases:


Step # 1: 
Adjusted Basis:
$20,000 (cost)  - $12,320 (accumulated depreciation)  = $7,680 (book value)








Selling Price
   A/B

Gain


OI


  LTCG




Case 1



$22,000
(7,680)
    $ 14,320

  =$12,320     +  $ 2,000




Case 2



  16,000
(7,680)

$8,320

  =$8,320
+

$0



Case 3



    3,000
(7,680)

(4,680)
  =      (4,680)
+

0



Part B:
Explain the ramifications if "X" Taxpayer had made an election (not limited to $3000) under Section 179. Assume pales price is $22,000. 




Client would have claimed $20,000 of depreciation in the year of acquisition.  In the year 





of sale, the entire $20,000 is subject to recapture.

Section 1231 Property

Slide 118 continued

1.

Note: This building was purchased before MACRS.
On January 1, 1979, Taxpayer "X" purchased a new apartment building for $100,000.  Taxpayer elected the DDB (2 times S/L) method of depreciation and assigned the building a life of thirty years and a salvage value of $10,000.  On December 31, 1993 "X" sells the building for $70,000. Depreciation under the straight line method (S/L) would have been $45,000 but the amount actually claimed was using double declining balance was $64,492 (this is the accumulated depreciation = A/D). 

Compute the amount and character of the gain Taxpayer "X" must recognize on the sale.



      Step #1  

      Step #2




         Step #3



       Step #4
Cost

100,000

Sales Price   70,000      
A/D


  64,492

Gain
34,492
 

A/D


(64,492)

A/B


  (35,508)

S/L


  (45,000)

Ord.Inc.     (19,492)

Adj. Basis    35,508
     Gain

  34,492
  
Excess 
   19,492

LTCG
15,000
   
(a/k/a book value)
 
2.

Note: This building was purchased AFTER MACRS.



Section 1250 effectively eliminated recapture of depreciation because MACRS requires the straight line method for buildings.  Thus, there will be no excess depreciation and the entire gain will be LTCG. However, for sales after 5-6-97, the LTCG will be taxed at 25 percent to the extent of depreciation deducted.  If taxpayer is in the 15 percent tax bracket, then use the 15% rate instead of 25 percent. In 2008, use 0%. 
Same example from prior page except building was purchased July 1, 1986 and was     

depreciated using MACRS.

      Step #1  

                  Step #2



                Step #3



                Step #4
Cost

100,000

Sales Price   70,000      
A/D


  64,492

Gain
34,492
 

A/D


(64,492)

A/B


  (35,508)

versus





 tax rate      x 25%
Adj. Basis    35,508
     Gain

  34,492
  
Gain

  34,492

Tax due
 8,623
   

(a/k/a book value)
         







(gain to extent of 















depreciation will be 















taxed at 25%)
Wash Sale

Slide 120


On May 1, of the current year, Taxpayer "X" sold 100 shares of "Y" company for $16,000.  These shares had been acquired three years earlier for $20,000.  Two weeks later he purchased another 100 shares of "Y" for $18,000.  These shares were sold on December 1, of the current year for $25,000.  Compute the amount and character of the gain or loss that taxpayer "X" should recognize in the current year.

Solution:

Step One:



   





Selling price
       
  16,000









Adjusted basis


 (20,000)









Loss postponed:

    4,000





Step Two: 






Basis of new shares:





Cost




18,000





Loss postponed


  4,000  





New Basis



22,000
Step: Three:





Gain on 12-1 sale:





Sales Price



25,000 





New Basis



22,000 





Gain




3,000 


LTCG – holding period tacks on!
Installment Sales
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Total Gain

   X

Payments Received 
= 
Recognized Gain



      Contract Price



1.
Explain what is meant by the "contract" price.




It represents the amount of CASH that the seller will actually collect from the buyer.  Generally, it equals the selling price reduced by any liabilities assumed by the buyer.



A.
Example:




On March 1, 2005, taxpayer "X" sells land for $200,000.  The land had been purchased by "X" five years earlier for $170,000 and had a remaining mortgage of $80,000 that was assumed by the buyer.  Assuming the cash received as follows, complete the following schedule.  





Step # 1

Sales Price      200,000

Step # 2
Sales Price

200,000







Adj. Basis
   (170,000)




Mortgage

 (80,000)








Gain   


30,000




Contract Price
120,000




Step # 3 

Gain



  30,000   = Gross Profit %   or   25%








Contract Price 

120,000



Step # 4  

Apply gross profit % to cash payments received each year:












Payment





     Gain






Year



Received

Gross Profit %


Recognized






2005 



$50,000


25%



$12,500







2006



$40,000


25%

 

$10,000





2007



$30,000


25%



 $ 7,500






Total


     $120,000


Total



$30,000

B.
Explain how depreciation recapture is handled for installment sales.



Depreciation recapture must be reported as ordinary income in the year of SALE regardless



of when the cash is actually received.  The gross profit percentage is calculated using only the



remaining gain.  
Example:
Same facts from above problem except it’s not land, but a building subject 

to $18,000 of depreciation recapture.



Step # 1

Sales Price      200,000






Adj. Basis
   (170,000)







Gain   


30,000







Recapture
     (18,000)






Revised Gain
12,000


Step # 2

same


Step # 3 

Revised Gain
 12,000   = Gross Profit %   or   10%







Contract Price 
120,000


Step # 4  

Apply gross profit % to cash payments received each year:












Payment





     Gain






Year



Received

Gross Profit %


Recognized






2005 



$50,000


10%



5k + 18k  = 
23,000







2006



$40,000


10%

 




  4,000





2007



$30,000


10%






  3,000


















Total

30,000
Alternative Minimum Taxes
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Note where the problem asks you to begin your calculation, i.e., before or after 




itemized deductions have been subtracted.  


1.   Taxpayer “X” is married and files a joint return for the current year.  The joint return had a 




regular tax liability of $45,000 before considering the AMT.  Given the following items 




compute the AMT payable.




Adjusted gross income





$160,000 (a)




Percent depletion in excess basis


    20,000 (b)




Cost depletion deduction 




    10,000




Charitable contributions





      2,000 (c)




Excess ACRS deduction




      5,000 (d)




Excess of stock FMV over option price

    25,000 (e)




Real estate taxes






      1,000 




Home mortgage note interest



    18,000 (f)



AMTI Base:




Exemption:




AMTI Base: Subtotal:




Potential AMT:
















Less: Regular tax liability  

Alternative Minimum Taxes

Slide 132 continued
2.  
Taxpayer “Y” is single and has a regular tax liability of $45,000 before considering the AMT.  



Given the following items compute her AMT payable.



Adjusted gross income




$180,000 (a)




Medical expenses





    19,000 (b)




State income tax





      5,000 




Tax preparation expenses



      3,000 


 

Charitable contributions




      4,000 (c)




Excess MACRS deductions



    20,500 (d)




Excess of stock FMV over option price
      7,000 (e) 




Real estate taxes





      1,000



AMTI Base:


Exemption:









Subtotal



Potential AMT:
  


      


















Less: Regular tax liability  






    


AMT:
















                 







Alternative Minimum Taxes
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Solutions


1.   Taxpayer “X” is married and files a joint return for the current year.  The joint return had a 



regular tax liability of $45,000 before considering the AMT.  Given the following items 




compute the AMT payable.




Adjusted gross income





$160,000 (a)




Percent depletion in excess basis


    20,000 (b)




Cost depletion deduction 




    10,000




Charitable contributions





      2,000 (c)




Excess ACRS deduction




      5,000 (d)




Excess of stock FMV over option price

    25,000 (e)




Real estate taxes






      1,000 




Home mortgage note interest



    18,000 (f)



AMTI:
 160,000 (a) + 20,000 (b) – 2,000 (c) + 5,000 (d) + 25,000 (e) – 18,000 (f)  =  190,000 (g)


Exemption:
45,000 - .25 (190,000 (g) – 150,000)  




        
=    (35,000)

























Subtotal
















=    155,000


Potential AMT:

the rates are 26 percent for 0-$175,000




x
.26  






















 =    40,300


Less: Regular tax liability  











 =   (45,000) 


Alt Min Tax due















-0-



No alternative minimum taxes are due because regular tax exceeds potential AMT.


2.  
Taxpayer “Y” is single and has a regular tax liability of $45,000 before considering the AMT.  



Given the following items compute her AMT payable.




Adjusted gross income




$180,000 (a)




Medical expenses





    19,000 (b)




State income tax





      5,000 




Tax preparation expenses



      3,000 


 

Charitable contributions




      4,000 (c)




Excess MACRS deductions



    20,500 (d)




Excess of stock FMV over option price
      7,000 (e) 




Real estate taxes





      1,000



AMTI:180,000 (a) – (19,000 (b) - .10 (180,000) – 4,000 (c) + 20,500 (d) + 7,000 (e) = 202,500 (f)


Exemption:
33,750 - .25 (202,500 (f) – 112,500) 






   =  (11,250)  



Subtotal
















   =  191,250


Potential AMT:
  .26 (175,000) + .28 (191,250 – 175,000) 




    =   78,050 (g)



Less: Regular tax liability  











    =  (45,000) 




Alt Min Tax Due:













                 =     33,050


Rental Real Estate 
Passive Activity Loss Exception
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1.


Taxpayer “X” has an AGI of $140,000 before deducting a $30,000 rental loss.  Assuming “X” has no passive activity income, compute the amount of rental loss she can use against her “other” income.



Solution:
25,000 - .50(140,000-100,000) = $ 5,000   Loss in current













$25,000    Carryover Loss

Excess Alimony
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Explain the special rule regarding the "frontloading" of alimony payments.

The concern for front-loading alimony payments applies only to the first THREE years of alimony payments.  Alimony paid in the first and second year must be recaptured in the THIRD  year, if during the three years alimony payments, decreased by more than  $15,000. 

A.
Identify the treatment of the amounts that must be recaptured.


Recaptured amounts must be included in the  INCOME  of the person who pays the alimony and   
DEDUCTED  by the person who receives the alimony.  Amounts are always recaptured in the THIRD   
year.

B.
Example:

Taxpayer "X" is divorced in 2003 and makes the following alimony payments during the first three years of his divorce:












Total


2003:  $60,000

2004:  $30,000


   2005:  $10,000
Recapture
$32,500

Compute the amount of alimony that must be recaptured and explain the ramifications to "X" and


his spouse.

Solution:


Step 1: for 3rd year



Step 2: for 2nd year



2nd year alimony

$30,000

1st year alimony

$60,000


3rd year alimony

-10,000 

2nd year alimony
$30,000


Subtotal

$20,000

3rd year alimony
$10,000


Less: 15,000

-15,000


Less: 3rd yr. Recap.
   -5,000


Amount to be recaptured
$ 5,000


Subtotal

$35,000









Subtract Average

-$17,500


Step 3: Add 2nd year recapture
$27,500

Less: 15,000


-$15,000









2nd year recapture

 $27,500

Total recapture in Year 3
$32,500
Problem 1



                                         You are preparing a 2008 tax return.


Taxpayer “X” is divorced and has two children age 12 and 10 who are both in her custody. She is an active participant in her employer’s 401(k).

INCOME

Salary from job
$50,000​​1​​
Gambling winnings
1,3004
Life Insurance dividends
4002
Gambling losses
<2,000>


Mutual funds dividends
5003
Alimony 
11,2006

LTCL from stock sale
<11,000>
Child support
   9,600




60,000

EXPENSES


Roth IRA contribution
$2,000
Home mortgage interest 
10,0009

Medical expenses 
1,500
Credit card interest
500


Real estate taxes 
1,7007
Charitable contributions
1,40010

State income taxes
1,6008
Tax preparation fee
50011

General sales taxes
800
Union dues
     20012  





20,000

Part A: Compute “X”s AGI.

Part B:
Compute her taxable income.

Part C: Compute her tax liability (use Head of Household Table)



AGI

Tax Due

Taxable Income






Less:
 


x   0%



Less: from tax tables


x  10%



Subtotal


x 15%



Tax Due before Credits






Less: Child Tax Credits: 






Total Federal Income Taxes Due






Answers to Problem 1                                                                                       You are preparing a 2008 tax return.


Taxpayer “X” is divorced and has two children age 12 and 10 who are both in her custody. She is an active participant in her employer’s 401(k).

INCOME

Salary from job


$50,000​​1​​
Gambling winnings
  1,3004
Life Insurance dividends

       4002
Gambling losses
<2,000>


Mutual funds dividends

       5003
Alimony


11,2005

LTCL from stock sale

<11,000>
Child support

  9,600
EXPENSES


Roth IRA contribution

$2,000

Home mortgage interest 10,0009

Medical expenses 

 1,500

Credit card interest
      500


Real estate taxes 

 1,7007

Charitable contributions
   1,40010

State income taxes

 1,6008

Tax preparation fee
      50011

General sales taxes

    800

Union dues

      20012  

Part A: Compute “X”s AGI.

50,0001 + 5002 – 3,0003 + 1,3004 + 11,2005 = 60,0006
Part B:
Compute her taxable income.

60,0006 – [1,7007+1,6008+10,0009+1,40010+1,3004+(50011+ 20012 - .02(60,000)] – 3(3,500)= $33,500
Part C: Compute her tax liability (use Head of Household Tables)





AGI



Tax Due

Taxable Income


$33,500
Less: Dividends


    - 500

x  0%

$     0
Less: from tax tables

<11,450>
x 10% 
= 
$ 1,145
Subtotal


  21,550
x 15%
= 
   3,233
Tax Due before Credits





   4, 378
Less: Child Tax Credits: 2 x 1,000


=  
 <2,000>
Total Federal Income Taxes Due



$  2,378

Problem 2
                                                                    You are preparing a 2008 tax return.

Taxpayers “X” and “Y” are married and have three children all under age 16 who qualify as their dependents. Taxpayer “X” is an active participant in her 401(k) plan and her husband is self-employed with no plan.

INCOME


“X”s salary
$140,0001
Municipal bond interest
6,000


“Y”s self-employment income
100,0002
US Treasury bill interest
4,0006

LTCG from mutual fund sale
10,0003
Rental loss (active participation)
(5,000)7

STCG from stock sale
9804
Jury duty fees
400


Interest on federal tax refund
1005
Inheritance 
   8,520
EXPENSES


Traditional IRA (“Y”) 
2,000
Home Mortgage Interest
35,00011

Self-employment tax See Part E
8
Investment interest expenses
2,00012

Medical expenses
3,000
Charitable Contributions
7,86913

Real estate taxes
5,00010
Alimony payments to former spouse
10,0009

State Income Taxes
1,92514
Gambling losses
2,5000


Professional dues
1,500
Investment newsletters
   1,000
Part A:
Compute “X” and “Y”s AGI

Part B: Compute their allowable itemized deductions.(Schedule A)

Part C:
Compute their allowable exemptions

Part D:
Compute their taxable income

Part E:
Compute his SE Tax

Part F:
SE Tax Reduction

Part G:
Miscellaneous Deductions

Part H: Compute their tax liability:

Answers to Problem 2
                                                                    You are preparing a 2008 tax return.
Taxpayers “X” and “Y” are married and have three children all under age 16 who qualify as their dependents. Taxpayer “X” is an active participant in her 401(k) plan and her husband is self-employed with no plan.

INCOME


“X”s salary – W2

$140,0001
Municipal bond interest

 6,000


“Y”s self-employment income
  100,0002
US Treasury bill interest

 4,0006


LTCG from mutual fund sale
   10,0003
Rental loss (active participation)
(5,000)

STCG from stock sale

        9804
Jury duty fees


    4007

Interest on federal tax refund
        1005
Inheritance 
   

  8,520
EXPENSES


Traditional IRA (“Y”) 

     2,000
Home Mortgage Interest

35,00011

Self-employment tax See Part E
8

Investment interest expenses
  2,00012

Medical expenses

    3,000
Charitable Contributions

  7,86913

Real estate taxes

    5,00010
Alimony payments to ex-spouse
10,0009

State Income Taxes 

    1,92514
Gambling losses

  2,500


Professional dues

    1,500
Investment newsletters
 
  1,000
Part A:
Compute “X” and “Y”s AGI









Part F

140,0001 + 100,0002 + 10,0003 +  9804 + 1005 + 4,0006 + 4007 – ( 7,065 ) – 10,0009
= 238,415
Part B: Compute their allowable itemized deductions.(from Schedule A)

5,00010 + 35,00011 + 2,00012 + 7,86913 +1,92514  - (.03 (238,415 – 159,950)]*1/3) 

=   51,009
Part C:
Compute their allowable exemptions

$238,415 – 239,950 = 0, round up always, then multiply by 2% -= Reduction
3,500 * 5 = 17,500-(17,500 * 0% *1/3)






=  17,500
Part D:
Compute their taxable income

$238,415 – 51,009 – 17,500 

 





= 169,906
Part E:
Compute his SE Tax

$100,000  x  92.35%  = 92,350  for SS base (max is 102,000) and Medicare base

(92,350 x 12.4%) + (92,350 x 2.9%) 






=  14,1308
            11,451     +           2,678                       

Part F:
SE Tax Deduction

$14,1308  X 50%  




 



=    7,065
Part G:
Miscellaneous Deductions

Dues $1,500 + Inv. News. $1,000 = $ 2,500 -  4,668 = ($ -2,168; can’t be < 0)

= Zero
Subtract the AGI floor of 2% of AGI $238,415 x 2%  or  4,768
Part H: Compute their tax liability:






= $46,148
From Part D:
 169,906
Less: LTCG 
 (10,000)



from 2008 Table


(131,450)


=

$22,550
Subtotal
   28,456 
@ 28%  
=  
 
    7,968
Tax on LTCG 
   10,000  
@ 15%

=

    1,500

From Part F:
SE Tax



=  

  14,130





Total Tax Due   

$46,148
If the selling price falls between the donor’s basis and the FMV, then there is no gain or loss.  





	0% < 20% 	=	 70% of dividends are excluded from income


	20% < 80% 	=	 80% of dividends are excluded from income


	≥ 80% 		=	 100% of dividends are excluded from income





IRS gets taxes in every year





Builder defers taxes until  Yr. 3





Accumulated


Depreciation
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