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¥ In the year the child turns 18: only earned income matters

¥ 19 to 23: avoid kiddie tax by the earned income test or by not being a full-time
student

¥ 24 years and older: everyone fully exempt from kiddie tax

Example: In 2008, Morgan, a 22-year old full-time college student, earns $6000
income from a part-time job and $4000 of interest. She spends $3000 of her
income for her own support and saves the rest. Her parents provide $7000 for
additional support. The kiddie tax does not apply to Morgan since she earned
income from employment ($6000) that exceeded half of her support for the
year ($3000 + $7000).

If the kiddie tax applies, the child must file a return and attach Form 8615 calculating tax
at the parentÕs marginal income tax rate. However, an alternative exists. The childÕs in-
vestment income can be reported on the parentÕs return and taxed at the parentÕs rate,
provided certain tests are met. If such a circumstance ever arises, you will need to com-
plete Form 8814, ParentsÕ Election To Report ChildÕs Interest and Dividends,to make that
determination.

Part 5 Ð Schedule D
As you can already tell, capital gains and losses can be quite complicated. They are also quite
common, and inasmuch as you will no doubt be called upon to report them every year, we
will take the time to go through Schedule D line-by-line.

HOW TO COMPLETE SCHEDULE D
Look at the example of Schedule D below. Notice that there are only five lines for enter-
ing transactions in Part I and Part II of Schedule D. Should you need to make more
entries than that in either part, you will need to use Schedule D-1, Continuation Sheet for
Schedule D.
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Heading
You will only need to enter the name(s) of the taxpayer(s) as they appear on Form 1040
and the SSN of record. For couples filing MFJ, if more than one taxpayer received a 1099-
B or other form using his or her own SSN, only one Schedule D is necessary.

Line 1a: Description
Enter a brief description of any short-term capital property sold. For stocks, use the
format in the example shown, as discussed in this chapter. Other entries might be, Òoil
painting by John DoeÓ or Òvacant lot at 484 West Maple Street, Mytown, Mystate.Ó

Line 1b: Date Acquired
Report the date the asset was acquired. For stocks or bonds traded on an exchange, enter
the trade date. If there was a short sale, the trade date is the date the sale closes, meaning
the date that the broker or other lender was paid back.

For the sale of a block of stocks that were acquired at different times, write ÒvariousÓ
instead of a specific date.

In the case of inherited property, no date is necessary. Instead, enter the word Òinher-
ited.Ó

Line 1c: Date Sold
Enter the date the asset was sold. This is the trade date for stocks or other securities
traded on an exchange. For a short sale, it is the date the original stock was borrowed to
open the transaction.

In a real estate transaction, the sale is usually when the deed is executed, or when posses-
sion of the property and the burdens and benefits of ownership are transferred to the
buyer.

For other purchases made by contract, the transaction is usually considered complete
when the buyer acquires the title and right of possession.

Line 1d: Sales Price
This column is usually for the gross sale price of the asset. For barter exchange organiza-
tions, it would be the total of all transactions for the year from Form 1099-B.
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For stocks, bonds or other securities sold through a brokerage and reported on Form
1099-B, the sales price shown may or may not include commissions and other fees. If the
broker provides a 1099-B that shows a net price, that amount should be entered on Line
1d, and the commissions should not be included on Line 1e.

Line 1e: Cost or Other Basis
As discussed in Part 2 of this chapter, basis is the cost of the property plus commissions
and improvements, minus depreciation, amortization or depletion. For property that
was inherited or received as a gift, involuntary conversion or wash sale, the taxpayer may
not be able to use the actual cost as the basis. If the actual cost is not used, the taxpayer
must attach an explanation of how the basis was determined.

As noted, if the sales price entered in Line 1d includes commissions and other adjust-
ments to basis, those adjustments should not be reported on Line 1e.

Line 1f: Gain or Loss.
The taxpayerÕs gain or loss on the transaction is entered in Line 1f. If the preceding en-
tries have been made correctly, it is determined simply by subtracting the cost or ad-
justed basis (Line 1e) from the sale price (Line 1d).

Line 2: Totals from Schedule D-1
If Schedule D-1 was used for reporting multiple transactions, the total of sale prices
calculated there for short-term assets is entered on Line 2d, and the total gains or losses
are reported on 2f.

Line 3: Total Short-Term Sales Price Amounts
The amounts entered on Lines 1d and 2d are totaled here.

Line 4: Short-Term Gain (Loss) from Other Forms
This line is for reporting gains or losses calculated on certain other IRS forms, which we
have not yet discussed. We will briefly describe each.

Form 4684, Casualties and Thefts,is for reporting gains or losses due to casualty or
theft. If the gains or losses were two capital assets, they are reported here. Casualties and
thefts of personal property are reported on Schedule A and of business property on
Schedule C or Schedule F, whichever applies. This form is seen frequently, although you
will generally use it with Schedule A.
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Form 6252, Installment Sale Incomeis a special IRS form for reporting sales of real or
personal property if payments will be received in a future tax year. There are not typical.

Form 6781, Gains and Losses from Section 1256 Contracts and Straddles.This form
refers to a certain provision of the IRS, known as ¤1256, which regulates future contracts
(the sale of commodities based on what they will be worth in the future, not what they
are presently worth), foreign currency contracts, dealers securities future contracts, etc.
It is also for regulating something called straddles, which is any set of offsetting positions
on personal property. Section 1256 contracts held at the end of the tax year are generally
treated as sold at FMV on the last day of the year. These are uncommon.

Form 8824, Like-kind Exchanges (and Section 1043 conflict-of-interest sales)is used
to report exchanges of qualifying business or investment property (not personal prop-
erty) for property of like kind/like class, as described earlier.

Line 5: Net Short-term Gain (Loss) from Schedule(s) K-1
Partnerships, S corporations, estates and trusts report their gains and losses to each stake-
holder using Form K-1. We will discuss each of these entities in more detail later in the
course. For now, you only need to know that if your client has a K-1 reporting short-
term gain or loss, this is where you report it.

Line 6: Short-term Capital Loss Carryover
In some cases, of course, taxpayers will sustain a net loss on their capital transactions. When
this happens, the IRS limits the amount of loss they can claim in any single year to the lesser
of:

¥ $3,000 ($1,500 for MFS), or

¥ The total net loss shown on Line 16 of Schedule D.

If a taxpayerÕs capital loss is more than the above limits, he may deduct it, up to the limit,
in each future tax year until he has used it up. Thus, capital loss carryover refers to the
amount of excess capital loss that a taxpayer carries forward to the next tax year.

To assist in this calculation, the IRS includes a Capital Loss Carryover Worksheet on page
D-7 of the Instructions for Schedule D.
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On Line 6, any capital loss carryover amount from short-term transactions is entered.

Line 7: Net Short-term Capital Gain or Loss
Add line 1f, 2f, 4, 5 and 6. Enter the total on Line 7.

Line 8
Line 8 works the same as Line 1, except with regard to long-term capital assets instead of
short-term ones.

Line 9: Totals from Schedule D-1
As with Line 2, enter any totals for columns D and F that are transferred from Schedule
D-1 with regard to long-term capital assets.

Line 10: Total Long-term Sales Price Amounts
Enter the total from Lines 8d and 9d.
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Line 11: Long-term Gain (Loss) from Other Forms.
Certain kinds of long-term gain or loss must first be reported on other IRS forms before
they can be added to Schedule D. Many of them are the same as described in Line 4,
except that they have to do with long-term, not short-term transactions. Therefore, we
will only address the differences.

Form 4797, Sales of Business Property.Form 4797 is used to report the sale or invol-
untary conversion of business property. We will address the details of Form 4797 in
Chapter 8, but for now you need to be aware that net gain/loss totals from Part I of Form
4797 are transferred to Schedule D for sole proprietors, partners, and S corporation share-
holders.

Form 2439, Notice to Shareholder of Undistributed Long-Term Capital Gains. This
is sent by investment companies to report a shareholderÕs portion of undistributed capi-
tal gains. You will rarely encounter this form.

Line 12: Net Long-Term Gain (Loss) from Schedule(s) K-1. This line is identical to
Line 5 except that it deals with long-term instead of short-term gains/losses.

Line 13: Capital Gain Distributions.Enter here any distributions paid by a mutual
fund or REIT and reported on boxes 2a-2d of Form 1099-DIV.

Line 14: Long-Term Capital Loss Carryover.This line works the same as Line 6 except
it addresses long-term transactions.

Line 15: Net Long-Term Capital Gain (Loss).Total lines 8f through 14f, then move on
to Part III on page 2 of Schedule D.

Line 16: Combine Lines 7 and 15.Enter the combined short-term and long-term capi-
tal gains totals from page 1.

Line 17. Mark here whether lines 15 and 16 are both gains and follow the directions.

Line 18: Amount of 28% Rate Gain.As mentioned earlier, gain from the sale of col-
lectibles is taxed at a higher rate than other capital transactions. If the taxpayer reported
any collectible sales on Line 8 of Schedule D, the 28% Rate Gain Worksheet (page D-8 of
the Instructions for Schedule D) needs to be completed in order to make an entry on
Line 18. The worksheet does not need to be used if there were no collectible sales re-
ported on Line 8 of Schedule D.
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Line 19: Amount of Section 1250 Gain.There is likewise an Unrecaptured Section 1250
Gain Worksheet in the Instructions for Schedule D, which must be completed if any
applicable transactions were reported using Form 4797, Form 6252, Form 1099-DIV, or
Schedule K-1 (see Part 3 in this chapter). The resulting total must be transferred to Line
19 of Schedule D.

Lines 20-22.Answer the questions on Line 20-22 and follow the directions.
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MODULE 1 CHAPTER 5 REVIEW QUESTIONS

1. Which of the following would not be included in the original basis of an asset?
a) Freight charges
b) Sales tax
c) Installation and testing
d) Depreciation

2. Which of the following transactions DOES NOT qualify as a like-kind exchange?
a) An apartment building exchanged for a dairy barn.
b) A computer used in an office for a printer used in a gift shop.
c) A copyright on a novel for a copyright on a different novel.
d) An exchange of the goodwill value of a business for the goodwill value of

another business.

3. Which of these properties is considered short-term property?
a) Property purchased May 1, 2003, and sold November 20, 2007.
b) Property purchased January 2, 2004, and sold March 31, 2008.
c) Property purchased December 31, 2007, and sold October 2, 2008.
d) Property purchased June 7, 2006, and sold June 8, 2007.

4. Which of the following is an example of a like-kind exchange?
a) Jay sells a delivery vehicle for $2,600. Two weeks later he buys a new one for $25,000.
b) Greg trades manufacturing equipment for a business phone system.
c) Linda trades inventory for office furniture.
d) Stan trades a used business typewriter plus cash for a new computer.

5. Which of the following types of dividends are treated like capital gain distributions?
a) Ordinary dividends
b) Qualified dividends
c) Stocks
d) Reinvested dividends
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MODULE 1 CHAPTER 5 REVIEW QUESTIONS

6. RayÕs father and mother gave him the family farm prior to being placed in a nursing home.
The farm has been in the family for as long as they can remember, and his father has no idea
what the original purchase price of the farm was. RayÕs parents have made the following
improvements to the land while it was in their possession: Installed fencing, $4,800; Built a
new barn, $45,000; Dug a new well, $1,250; Built an addition to the house, $27,000; Paved the
driveway, $1,300; Installed storm windows, $3,000. What is RayÕs basis in the farm?
a) $0
b) $80,800
c) $82,350
d) $80,000

7. Each of the following items increase basis, except:
a) Improvements
b) Repairs
c) Commissions
d) Sales tax

8. Each of the following are examples of involuntary conversion except:
a) Inheritance
b) Casualty
c) Theft
d) Condemnation

9. How is the basis for inherited property determined?
a) Determining the donor
b) Original purchase price
c) Fair market value at the date of death
d) Fair market value on the date that the property is physically received.

10. Which of the following is a capital asset?
a) Inventory
b) Jewelry
c) Accounts receivable
d) Song written by the taxpayer
e) None of the above
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MODULE 1 CHAPTER 5 REVIEW QUESTIONS
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11. Non-business bad debts are reported on:
a) Form 1040, Line 21.
b) Schedule A, Miscellaneous itemized deductions.
c) Form 1040, Line 33.
d) Schedule D as a short-term capital loss.

12. Which of the following is NOT used in calculating the basis of property?
a) Sales tax paid for the purchase
b) Freight charges to obtain the property
c) Real estate taxes paid (not assumed by the seller)
d) Legal fees

13. Tom and Lisa are filing MFJ. This year they sold the home in which they have lived for the
past seven consecutive years. The original purchase price was $165,000, but due to a hot real
estate market the home sold for $349,000, a gain of $184,000. How do Tom and Lisa report
this gain on Form 1040?
a) As capital gain on Line 13
b) As other income on Line 21
c) They are not required to report their gain
d) None of the above

14. Rich is a plumber and needs a new service van. His neighbor, Michael, owns a catering busi-
ness and needs the plumbing in his kitchen redone. Michael offers to trade his catering van,
which has an FMV of $12,000, for $5,000 in cash, plus the work in his kitchen which Rich
values at $6,000. If he agrees to these terms, what is RichÕs basis in the van he acquires?
a) $12,000
b) $11,000
c) $6,000
d) $5,000

15. When computing the gain or loss from the sale or trade or property, how should the seller
determine the amount realized?
a) The FMV of the property at the time of the transaction
b) The amount of money actually received
c) The value of any services exchanged
d) The combined value of everything received for the property
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MODULE 1 CHAPTER 5 REVIEW QUESTIONS

5.37

16. Proceeds from the sale of a primary residence are not required to be reported as income by a
couple filing MFJ, up to what amount?
a) $125,000
b) $250,000
c) $500,000
d) $750,000

17. Long-term gains occur when capital property is sold at a profit after being held longer than:
a) Six months
b) One year
c) Two years
d) Five years

18. For most taxpayers, long-term capital gains are taxed at 15%. What is the capital gains tax rate
for taxpayers in the 10% and 15% tax brackets?
a) 0%
b) 5%
c) 10%
d) None of the above
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MODULE 1 CHAPTER 5 LEARNING ACTIVITIES

Schedule D - Capital Gain or Loss

Complete a tax return for Stewart L. Benjamin. Stewart is unmarried and works as a retail man-
ager; his W-2 is below. Using the1099s and the transaction description which follow, make the
appropriate entries to StewartÕs Schedule D before reporting the results on Form 1040.

Stewart inherited some land from his mother when she died in 1999. The land was originally
purchased by StewartÕs grandfather in 1942 for $2,500. The FMV of the land at the time StewartÕs
mother died was $42,000. Stewart sold the land on March 25, 2008 for $55,000. He spent $200 for
an appraisal and $575 for advertising to facilitate the sale.

Form W-2 Wage and Tax Statement      2008      Copy B to Be Filed with EmployeeÕs FEDERAL Return
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MODULE 1 CHAPTER 5 LEARNING ACTIVITIES

Form 1099-INT (keep for your records) Department of the Treasury - Internal Revenue Service

2008 Statement for Recipients of Proceeds
from Broker and Barter Exchange Transactions

This is important tax information and is being furnished to the Internal
Revenue Service.  If you are required to file a return, a negligence penalty
or other sanction  may be imposed on you if  this income is taxable, and
the IRS determines that it has not been reported.

SUBSTITUTE FORM 1099-B
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MODULE 1 CHAPTER 5 LEARNING ACTIVITIES
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MODULE 1 CHAPTER 5 LEARNING ACTIVITIES
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