OVC-IAL--Intro. To Taxation

Tax Case #5,  December, 2003



         (Adapted by DBH)

Julia A. Kelly, SSN 456-78-9012, is a divorced mother of two children.  Julia is age 36; her two children, Sean A. Kelly (SSN 567-89-0123) is age 9 and Bethany C. Kelly (SSN 567-89-0314) is age 7.  Both children lived with Julia the entire year, except for brief visits with Julia’s ex-husband.  Julia and her children reside at RR#1, Box 700, Proctorville, OH 45001.  

Julia is employed full-time as a systems analyst for Ohio River Software, Inc.  She works primarily out of her home by employer arrangement; she commutes to headquarters in Cincinnati one day per week (commuting mileage, non-deductible) for department meetings and reports.  She is not otherwise provided office space at work.  Her W-2 for the year reports gross taxable income for Social Security and Medicare tax of $76,000 less $3,800 contributed to a Sec. 401(k) plan to net $72,200 taxable federal gross.  She had $9,200 Federal income tax withheld, and $1,800 in Ohio state income tax withheld, plus required Social Security and Medicare tax (Julia resides outside of any Ohio city limits and pays no city income tax.)

Julia received $4,200 in interest income from Cincinnati National Bank and $6,100 in dividends ($2,500 of which were capital gain distributions) from First Securities Stock Fund. Julia received $1,200 in alimony payments from her ex-husband Steven Kelly, SSN 789-01-2345, a total of 3 payments @ $400/month, after which the alimony stopped despite the divorce decree requirement.  

Also, pursuant to the divorce decree, Julia sold on April 1 at a loss 500 shares of CompuZap common stock held since January 1998, taxpayer basis of $12,500 for net proceeds of $7,400.  The stock had been held jointly by Julia and Steven and the broker sent Steven ½ of the sale proceeds. Julia’s only other income was gross rental income of $7,000 from a property described below. 

Julia maintains an office in her home in Proctorville in a 15' x 10' room out of her house of 1,500 total sq. ft. The room is used solely for work and remains locked when she is not using it to keep the kids away from her files and computer.  Julia purchased a new computer system on Feb. 1 this year for $6,200 used 100% for business as her logs can verify (she has an older computer which she and the children use for personal and school activities). Julia also bought a new desk, chairs, and file cabinet for $1,200 on April 1 to use exclusively in her office, replacing some old home furniture needed elsewhere (and never previously deducted as a business expense).  Julia paid $9,200 in interest expense on the home, $1,450 in real estate taxes, $3,600 in utilities, $2,400 in repairs and maintenance, and $1,200 in homeowner’s insurance.  Julia does not depreciate any portion of the home as she plans to sell in the near future and prefers not to reduce her home basis.

The basement of Julia’s home was flooded on March 15 during a period of heavy rains and Ohio River flooding.  Julia painfully discovered her flood insurance was inadequate as basement furniture and furnishings originally costing $7,000 and a piano costing $5,000 (both acquired in 1998) were destroyed beyond repair and she received only $3,000 in insurance reimbursements despite a fair market value of the destroyed items of $15,000.  Fortunately there was no damage to her office materials or equipment, but it was because of the flood that Julia decided to purchase the new office furniture.

As part of her divorce settlement last year, Julia received, effective January 1, title to a condominium apartment on the outskirts of Myrtle Beach, SC.  The condo has a tax basis (from her ex-husband) of $96,000 but Julia assumed a mortgage of $48,000 on the property.  Julia and her family used the condo for four weeks (28 days) during the year and her property management company rented it for an additional four weeks (28 days) at $250 per day =$7,000 as indicated above.  Julia paid the condo’s property management company $200 per month ($2,400 for the year) for management fees including advertising the property for rent; she also paid $4,200 in mortgage interest, $1,200 in real estate taxes, $800 for insurance, $100 per month ($1,200) to the management company for cleaning and routine maintenance, and $1,800 in utility allocations for the apartment.  Julia also paid $200 per month ($2,400 for the year) to rent furniture provided and maintained by the management company.  Julia hopes to rent out this property more in the future as a new golf course is being built nearby and she is willing to depreciate the property if eligible to do so.

Julia also received, as part of the divorce settlement, a note receivable dated January 1 from her ex-husband’s business, a golf clinic, in the amount of $10,000 representing cash she had invested during their marriage.  Julia had no personal involvement in the business.  The note was to have paid interest at 8% but no interest was ever received and in September, the business closed leaving no traceable assets and the note was determined to be worthless.

During the summer, Julia paid the Proctorville Day Care Center, EIN 34-1234567 the amount of $180 per week for 10 weeks to provide day care for her two children to enable her to work.  During the school year this expense was not necessary.

In addition to the above items, Julia paid the following expenditures for the year:

Medical insurance premiums: $450 per month x 12 months

Doctors and hospitals:           $2,400 in excess of insurance reimbursements

Prescription drugs:                 $800 not covered by insurance

Cash contributions (church):   $20 per week x 52 weeks

Tax preparation fees:              $300

Safe deposit box rental:          $25 for her securities noted above

REQUIRED: Prepare Julia’s Federal income tax return.  Forms required will include Forms 1040, A, B, D, E, 2441, 4684, 2106, 4562, and 6251.   Note:  This is an excellent case for trying out tax software to save you time and effort in basic computations.

