CASE 3:  THE FRONKS

Tom (417-83-0935) and Monica (344-55-1049) Fronk are married and live at 621 Rocky Mountain View, Moscow, Idaho, 83844.  Tom is 47 years old (June 1, 1953) and Monica is 37 (June 1, 1963). Tom is a very prosperous self-employed dentist and Monica is predominantly a recently tenured accounting professor at the University of Idaho.

Tom and Monica are the biological parents of one-year old James (217-091215, October 31, 1999).  In addition, Tom has four children from his first marriage.  Scott (418-48-0935), Tom’s oldest son, is 23 years old (03/01/77) and attending law school at Chapel Hill (Monica’s PhD in accounting was earned at Chapel Hill).  During the summer, Scott earned $9,000 from his internship with a prestigious law firm. Of the $9,000, $3,000 is still in his interest-bearing checking account on December 31, 2000.  Scott was also the recipient of the highly coveted Tarheel scholarship with proceeds totaling $20,000.  Scott used all of his scholarship proceeds to cover his 2000 tuition, fees, and supplies.  Scott’s Form 1099-INT noted interest income of $111 and his W-2 noted federal and state income tax withholdings of $557 and $162, respectively.  The Fronks provided $6,500 towards Scott’s room and board.

Amy (307-37-9824), Tom’s oldest daughter, is 22 (08/12/78) years old, married, and pursuing her doctoral degree in forestry at the University of Idaho.  During 2000, Amy received tuition waivers valued at $9,000.  Amy’s wages from her research assistantship totaled $4,000.  James Casselman (307-11-1347), Amy’s husband, is 23 and a graduate student in taxation.  During 2000, James’ wages from his graduate assistantship totaled $7,000.  Amy’s W-2 noted the applicable social security and federal and state income tax withholdings of $205 and $79, respectively.  James’ W-2 noted federal and state income tax withholdings of $425 and $47, respectively.  The Casselmans’ Form1099-INT reported interest income of $35 (assume an interest rate of 3.5 percent).  Although the Fronks contributed $10,500 ($7,500 rental value of basement apartment, $1,000 free dental care, and $2,000 cash) to their support, the Casselmans unwittingly filed a joint return for 2000.

On August 1, 1998, Tom made a gift loan of $250,000 in stock to his 22-year-old daughter (Amy’s twin sister) Melinda (309-59-1046) so that she could pursue her nurse practitioner certificate with a specialization in gerontology at the University of Utah.  Assume that Melinda's tuition totals $10,000.  The loan agreement required Tom’s stockbroker to transfer Tom’s stock into a new account in Melinda’s name.  As soon as Melinda concludes her education in August of 2000, the stock will be transferred back into Tom’s account.  All of the dividend income generated by the stock while it is in Melinda’s name is electronically transferred into Melinda’s interest-bearing checking account.  The stock portfolio generated dividend income of $25,000 per year and Melinda’s checking account generated interest income of $240 per year (assume an interest rate of 4 percent).

Tom’s 17-year-old (12/25/83) daughter, Bonnie (309-71-3268) resides with his ex-wife, Karla (517-03-1956).  Tom’s child-support payments, $500 per month for each child less than 19 years of age, easily satisfy the support test.

On January 1, 1998, Tom’s divorce from Karla (526-39-1046, maiden name James), his first wife and childhood sweetheart, became final.  In hindsight, Tom regrets the midlife crisis that resulted in the loss of easy-going, gregarious, and supportive Karla and yielded high-strung, incredibly beautiful, and ambitious Monica.  By April 1, 2001, those regrets were assuaged by Tom’s tax-return anxieties.  Of particular concern was the impact that the fluctuations in the payments that he had made over the last three years would have on his 2000 tax return.  During 1998, Tom made 12 monthly payments to Karla totaling $200,000.  During 1999, the total monthly payments dropped to $160,000.   By 2000, the payments leveled off to $50,000.  The 1998 and 1999 payments were funded via a liquidation of one-third of Tom's personal investment portfolio, the remaining portion of which generated $40,000 in Form 1099-DIV dividends and $10,000 in Form 1099-INT, one-fourth of which was from State of Idaho bonds and one-fourth of which was from City of Moscow bonds.

During late 1999, Monica was saddened by the unexpected death of her widowed mother, Martha.  On January 1, 2000, Monica received $250,000 from the Prudential Life Insurance Company on Martha's life.  Monica immediately placed those proceeds in a nonqualified tax-deferred annuity, which then generated $20,000 in dividend income and $10,000 in interest income and appreciated $75,000 by year’s end.  In compliance with Martha's will, Monica received clear title to her stock and bond portfolio on March 1, 2000.  At the time of Martha’s death, the portfolio had a book value of $80,000 and a date-of-death value of $200,000.  On December 15, 2000, in anticipation of a major stock market correction, Monica sold her entire inherited portfolio generating Form 1099-B proceeds totaling $273,000.  Prior to that sale, Monica’s inherited portfolio generated Form 1099-DIV dividends of $18,000 and Form 1099-INT interest of $8,000, two-fifths of which was earned from State of Idaho bonds.  Monica’s 2000 W-2 noted that she had earned $80,845 from the University of Idaho, federal and state withholdings of $13,000 and $7,000, respectively, the applicable FICA withholdings, health insurance premiums and health care flexible spending account of $5,171 ($1,848 paid by the State in behalf of Monica, $3,323 paid by Monica for spouse and family coverage under her cafeteria plan) and $1,200, respectively, and qualified TIAA-CREF retirement contributions of $4,851.  The University of Idaho contributes an amount equal to 7 percent of Monica’s salary to Monica’s TIAA-CREF retirement account. The TIAA-CREF plan is a defined-contribution money-purchase plan.  The University of Idaho has an athletic fitness center that Monica and Bill use every weekday.  While free to them, access to a comparable center would cost the public $825 per year.  During the Spring semester, Monica took an electronic imaging class free of charge.  Students taking the course paid tuition and fees of $879.  Monica got a complimentary copy of the $125 textbook from the publisher. Incidentally, Monica runs the accounting internship program at the University of Idaho.  During 2000 she drove her personal automobile 10,800 miles to that end (i.e., Monica visits each intern 2 or 3 times during the internship period).  Monica’s 5-mile round-trip work commute added another 1,500 miles by the end of the year. The total miles driven by Monica in 2000 were 16,000.  Assume that Monica’s car was placed in service on January 1, 2000.

No longer able to cope with the lingering presence of Karla in his home of 15 years, Tom and Monica purchased their Rocky Mountain View home on August 1, 2000 for $800,000, agreeing to pay closing costs of $80,000 which include the entire $8,000 of annual property taxes.  Points associated with the Rocky Mountain View home totaled $4,200.  Tom paid $2,350 to a local moving company to transfer their many belongings there.  In anticipation of their move, the Fronks sold their Long View home on July 25, 2000 for $500,000.  The buyers agreed to pay the entire $5,000 in 2000 property taxes.  Tom and Karla purchased the Long View home on June 1, 1984 with a $20,000 down payment and a $180,000 15-year, 9-percent mortgage  (90 percent home, 10 percent land). Two years following the purchase of their Long View home, the Fronks received a special assessment notice of $5,000 for their share of the first-time road paving and sidewalk installation costs.  Five years ago, the Fronks received a condemnation notice indicating that a 10-foot strip of land (approximately 5 percent of the total lot) fronting the entire length of their property had been condemned to accommodate road expansion.  Shortly after that notice, the Fronks received a check for a paltry $3,400.  They immediately hired a lawyer and paid her $3,000 for successfully contending that the condemnation-related loss of the ancient Blue Spruce trees fronting their property reduced the value of the remaining property. The judge hearing the case ordered the city to award the Fronks an additional $10,000. Shortly thereafter, the Fronks received a special assessment notice of $10,000 to cover their share of the street and sidewalk repair (40 percent) as well as the expanded portion of the road (60 percent). 

Tom’s innovative use of bio and electronic technology has won him national acclaim and significantly changed the practice of dentistry in Moscow.  Everything in Tom’s office (EIN:  56-7456223), located 381 Happy Teeth, is state-of-the-art.  A sophisticated computer system integrates all aspects of Happy Teeth’s paperless practice, including climate control and patient- sensitive music selection and voice-activated record-keeping software.  Even x-rays are immediately stored to patients’ files and, when needed, called up on the low-radiation monitor contained in each of the office’s workstations.

Happy Teeth's off-the-book accounts receivable had a beginning balance of $15,800 and an ending balance of $2,700.  A recently deceased patient died bankrupt and owing Happy Teeth $1,200.  Another patient, who has long since left town without leaving a forwarding address, passed a $1,900 NSF (non-sufficient funds) check that has proven uncollectible. Happy Teeth’s receipts related-information, all of which is thoroughly documented, is as follows:

· 2000 billings
















$741,540

· Checking account interest












         567

· Portfolio Interest















      9,000

· Portfolio Dividends














    16,000

Happy Teeth’s 2000 cash disbursements, all of which are thoroughly documented, are as follows:

(
Advertising
















$   6,000

(
Business license














     1,000

(
Cash contribution to the Scouts (Boys and Girls)





     7,000

(
Contribution to Employees’ Qualified Defined Contribution


Keogh Plan
















   27,500

· Custodial services














   10,000

(
Dental Supplies (any dental supplies purchased in a given

year are always used before the end of the subsequent year)

   75,500

(
Estimated 2000 Federal Income Tax Payments






 150,000

(
Estimated 2000 State Income Tax Payments






   18,800

(
Health Insurance Plan for Employees








   20,976

(
Health Insurance Plan for Fronks










     5,000

(
Insurance (general and malpractice)









   32,400

(
Interest ($300,000 SBA loan)











   21,000

· Magazine and newspaper subscriptions








        780

· Office supplies















     3,000

(
Payroll Taxes















   18,186

(
Professional Dues














     3,700

(
Professional Fees (primarily business consultants

(i.e., accountants))














     7,300

(
Professional Journals













     2,700

(
Utilities (electricity and sewage and water)







     8,900

(
Telephone

















2,567

(
Wages

















 191,000

In addition to those 2000 cash disbursements, the following assets are of interest:

(
$60,000 computer system acquired on December 1, 1999 and operational by December 31, 1999.   Old system traded in on the new system had a book value of $15,000; cash paid, $50,000.

· $170,000 dental equipment acquired on December 1, 1999 and operational by December 31, 1999.  Old equipment traded in on the new system had a book value of $5,000; cash paid, $140,000.

· $45,000 of furniture and fixtures acquired on December 1, 1999 and operational by December 31, 1999.

· $15,000 of furniture and fixtures acquired on January 1, 2000.

· $350,000 clinic, construction completed December 1, 1999 and operational by December 31, 1999.

· $60,000 paving and sidewalks, completed and operational on December 15, 1999.

· $20,000 landscaping completed and operational on May 1, 2000.

· Sold a mint-condition antique dental chair on October 1, 2000 for $10,000.  The chair was purchased many years ago for $1,000 and was fully depreciated a long, long time ago.

Other Related Items:

· Tom always contributes the maximum amount possible to his qualified defined contribution Keogh Plan.

· In connection with their first anniversary and Tom's international acclaim in high-tech dentistry, Tom and Monica traveled to Las Vegas on May 10, 2000. Tom's presentation was a resounding success and the matrimonial splendors sublime.  In sum, the trip was 60 percent business and 40 percent personal and these costs are relevant:

· Roundtrip plane fare, $750.

· Motel, $520.

· Food and beverages, $600.

· Transportation, $150.

Tom's gambling losses totaled $1,700 and Monica's winnings totaled $900.

The Fronks also own and manage a 4-unit apartment complex located at 81 Freshman Drive.  Tom acquired the apartment complex on May 22, 1996 at a cost of $400,000, of which, 20 percent is attributable to land.  Cash receipts and disbursements for the apartment are as follows:

Cash Receipts:

(
Monthly rental payments












$60,000

· Security deposits














    1,800

· Prepayments of final month's rent










    2,400

· Checking account interest












       571

Cash Disbursements:

· Interest expense on mortgage











  24,647

(
Insurance (3 years coverage starting 3/1/98)






    4,561

(
Property taxes















    7,500

(
Repair and maintenance












  10,000

(
Utilities

















    8,194

(
Miscellaneous















    1,730

In 1998, Tom became one of 100 limited partners when he invested $50,000 in Crown Enterprises (59-7158369), an internet-based venture specializing in high-quality, low-cost dental supplies.  Tom's K-1 for:

(
1998 reported an ordinary loss of $20,000, interest of $979, dividends of $520; a §179 expense deduction of $185, and a Form 6251 depreciation adjustment of $1,229.

· 1999 reported an ordinary loss of $10,000, interest of $1,097; dividends of $439, a §179 expense deduction of $190, and a Form 6251 depreciation adjustment of $1,800.

· 2000 reported ordinary income $45,000, interest of $1,001, dividends of $597, a §179 expense deduction of $200, and a Form 6251 deprecation adjustment of $2,761.
Tom's 1099-B (proceeds from broker and barter exchange transactions) reports the total sales proceeds, $52,000, from these transactions:









Date

Purchase
       Date
  
  Sales


Property



 Acquired
    Price

       Sold

  Price

· Pock Corp. p.s.

06/02/99

$75,000
   
04/08/00
$         0

· BioGen Corp. c.s.
04/16/95

    8,000

   09/25/00
  32,000

· Bell Corp. c.s.

02/10/98

  13,000
   12/03/00
  20,000

Other Details:

· Pock Corp. is qualified small business stock as was declared worthless on the date noted above.

(
On January 22, 1990, relying upon a tip from a seemingly informed party, Tom purchased his original holding in BioGen Corporation for $22,000.  On March 17, 1995, frightened by the fact that the value of that stock had dropped to $9,000, Tom sold his BioGen stock.  On April 16, 1995, Tom reacquired BioGen stock when he learned that BioGen was under new management and that it had recently secured patents on a number of phenomenal breakthroughs.

(
Tom purchased the Bell Corp. Stock from his brother, Mike, while it was experiencing a temporary market slump.  Mike paid $18,000 for the stock when he bought it on December 1, 1994.

· On February 14, 1999, Tom loaned a now ex-friend $2,500 to get a business started.  The loan was to be repaid on March 1, 2000 along 10 percent interest.  By the end of 2000, Tom was certain of never being repaid.

Tom raises llamas in his spare time.  Revenue from 2000's llama sales totals $25,000. Related expenses are as follows:

(
Feed


















    13,000

(
Medicine and vet bills













    12,000

(
Property taxes















      2,100

Other related Items:

(
Computerized feeding system, $20,000 (placed in service June 1, 1996).

· Underground electronic fencing system, $10,000 (placed in service July 4, 1998).

· Various barn-like storage and protective structures, $125,000 (placed in service August 1, 1990),

In addition to being a very successful dentist, Tom operates a thriving gunsmith business in which he creates "nearly perfect replicas" (American Heritage Magazine, June, 2000) of early American firearms.  Tom uses 10 percent of his Rocky Mountain View home exclusively and regularly for creating and storing the firearms that he creates.  (He also used 10 percent of his Long View home to that same end).  The following information is relevant to that undertaking:

Cash receipts:

· Checking account interest, $489.

· Interest from short-term bond investments, $1,500 (30 percent State of Idaho bonds, 70 percent corporate bonds).

· Dividends from short-term stock investments, $1,200.

· Firearm sales, $35,000.

Cash disbursements:

· Advertising, $600.

· Business license, $500.

· Cost of firearms sold (includes metal, wood, various hardware items, paint, sandpaper, steel wool, paint brushes, etc.), $12,500.

· Gas, $2,000.

· Telephone (separate business line), $720.

Other Related Items:

· Computer system acquired on March 1, 1999 for $4,300.

· Fixtures (display, tool rack, workbench, lumber, metal, hardware storage) acquired on August 15, 1998 for $3,400.

· Climate control system (to control fumes and heat), installed on August 15, 2000 for $5,000, special wiring, $500.

· Equipment (smelter, molds, rifling mechanism, band saw, planer, and sander) acquired on September 15, 1998 for $50,000.  Special wiring-old Boone home, $1,000; new Boone home, $1,500.

· Tom makes the largest possible contribution to his Keogh plan.

· On December 3, 2000, a small electrical fire resulted in $15,400 damage to Tom's shop.  The fair market value of their Rocky Mountain View home declined from $825,000 to $805,000 as a result of that fire.  After taking into account a $1,000 deductible, the Fronks' insurance company forwarded them $14,400.

The Fronks own a nice rustic home in Sawtooth Valley of Idaho.  Tom purchased that home on July 15, 1994 for $200,000 of which 10 percent is attributable to land. The home's 2000 usage is as follows:  30 personal days, 120 rental days, and 215 vacant days. Revenue from rentals total $30,000.  Related expenditures are as follows:

(
Real estate taxes














$    2,000

(
Mortgage interest














    11,779

(
Utilities and maintenance












    14,000

(
Roof replaced due to storm damage (FMV before, $275,000; FMV after, $250,000; adjusted basis of roof, $17,000), $25,000 (assume insurance recovery is equal to 40 percent of the FMV loss).

The Fronks’ ID-1099G reported a $3,017 refund of their 1999 state income taxes.  They also received a $1,779 refund of their 1999 federal income taxes.

The Fronks are eager to make the maximum contribution to either a traditional or Roth IRA, whichever makes the most sense.

On December 31, 2000, Tom won a door prize for being the 666th reveler to enter the New Year's Eve party for Moscow's elite, a brand spanking new sky-blue Volkswagon Beetle valued at $21,000.  Tom had long coveted such a vehicle but had not yet given himself to his nostalgic whim.

Tom's mother gifted him a number of family heirlooms having a total adjusted basis of $750 and a fair market value of $30,000.

The Fronks have documentation that substantiates these additional 2000 items:

· Life insurance premiums for Tom and Monica, $2,900.

· Dividend on life insurance policies, $500.

· Investment council fees, $1,100.

· Home owners insurance, Long View home, $1,200 ($500 refund received), Rocky Mountain View home, $2,400.

· Legal fees to update wills, $1,320.

· Safe deposit box rental (1/3 business documents, 2/3 Monica and Tom's portfolio instruments), $600.

· Professional Dues, Subscriptions, and Journals (Monica’s), $1,140.

· During 2000, Monica was the president of the Sawtooth chapter of the IACPA.  In order to help her in that capacity, the Accounting Department paid for these items:

· Supplies, $750.

· Mail, $350.

· Internet usage, $175.

· Phone, $500.

· Car insurance, $2,613.

· Tuition at Moscow Catholic School for Bonnie, $5,000.

· Dues to the Civitan Club (Tom joined the club in order to enhance contacts with the business community and to foster company's image of supporting the community), $440.

· Food and personal items, $14,639.

· Car payments (principal, $7,702, interest, $9,555), $17,257.

· Entertainment, $7,031.

· Utilities:

· Old home, $350 per month.

· New home, $800 per month.

· Maintenance:

· Old home, $5,000.

· New home, $2,000.

· Clothing:

· Monica's suits, shirts, etc. $3,129 (laundry, $481).

· Tom's suits, ties, and shirts $4,800 (laundry, $613).

· James' (including diapers and other necessities), $1,632.

· Casual, $5,117.

· Appliances, toys, etc., $10,579.

· Home mortgage payments, as reported on First Security's Form 1098, (principal $2,590, interest, $12,241), $14,831.

· Home equity loan payments, as reported on First Security's Form 1098, (on January 21, 2000, Tom took out a $90,000 home equity loan and used the proceeds to purchase a Hummer as a birthday gift for his wife; principle $1,505, interest $4,077), $5,582.

· Points reported on First Security’s Form 1098, $4,200.

· Kindercare (59-811375; 11 Blue Jay Lane, Moscow, Idaho, 83844) day-care for James, $6,100.

· Interest on VISA card, $2,530.

· State sales taxes, $3,002.

· Medical expenses $9,250 (reimbursements from medical insurance provider and health care flexible spending account, $6,600 and $1,200, respectively).

· Cash contribution to St. Augustines, $29,490.

· Ad valorem property taxes on the Fronks' cars, $2,779.

(
Melinda and Bonnie’s braces, $10,000.

(
Computer System, $5,500.

With regard to the computer system, Monica has consistently encouraged her department to embrace technology.  However, Monica is the only one in her department who has seriously utilized technology to create innovative learning environments.  Unfortunately, her office computer is a relic that comes nowhere close to being useful in helping her pursue her technological goals.  For that reason, Monica purchased her own cutting-edge computer system on March 1, 2000.  She uses this system solely for employment-related activities.

Requirements:

1. Given that neither the Fronks nor their progeny want $3 to go the presidential election campaign fund and assuming that the Fronks’ 1999 federal income was $109,337 and that they always seeks to legitimately minimize their income tax, determine the Fronks’ tax due to (refund from) the IRS by creating the narrative solution (i.e., tax-law solution) and numerical solution (i.e., tax-formula or taxable-income-formula solution).

2. Please store the appropriate password protected 2000 federal-income-tax return (with its accompanying forms and schedules) for the Fronks within the Prosystems domain on the day indicated in the syllabus.

