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2020 Tax Rate Schedules

Single—Schedule X Head of household—Schedule Z
If taxable of the If taxable of the
income is: But not amount income is: But not amount
Over— over— The taxis: over— Over— over— The taxis: over—
$ 0 $ 9875 .. 10% $ 0 $ 0 $ 14100 el 10% $ 0
9,875 40,125 $ 987.50 + 12% 9,875 14,100 53,700 $ 1,410.00 + 12% 14,100
40,125 85,525 4,617.50 + 22% 40,125 53,700 85,500 6,162.00 + 22% 53,700
85,525 163,300 14,605.50 + 24% 85,525 85,500 163,300 13,158.00 + 24% 85,500
163,300 207,350 33,271.50 + 32% 163,300 163,300 207,350 31,830.00 + 32% 163,300
207,350 518,400 47,367.50 + 35% 207,350 207,350 518,400 45,926.00 + 35% 207,350
518,400 ......... 156,235.00 + 37% 518,400 518,400 ... 154,793.50 + 37% 518,400
Married filing jointly or Qualifying widow(er)— Married filing separately—Schedule Y-2
Schedule Y-1
If taxable ofthe If taxable of the
income is: But not amount income is: But not amount
Over— over— The taxis: over— Over— over— The taxis: over—
$ 0 $19750 e 10% $ 0 $ 0 $ 9875 10% $ 0
19,750 80,250 $ 1,975.00 + 12% 19,750 9,875 40,125 $ 987.50 +12% 9,875
80,250 171,050 9,235.00 + 22% 80,250 40,125 85,525 4,617.50 + 22% 40,125
171,050 326,600 29,211.00 + 24% 171,050 85,525 163,300 14,605.50 + 24% 85,525
326,600 414,700 66,543.00 + 32% 326,600 163,300 207,350 33,271.50 + 32% 163,300
414,700 622,050 94,735 .00 + 35% 414,700 207,350 311,025 47,367.50 + 35% 207,350
622,050 ... 167,307.50 + 37% 622,050 311,025 Ll 83,653.75 + 37% 311,025

2021 Tax Rate Schedules

Single—Schedule X Head of household—Schedule Z
If taxable of the If taxable of the
income is: But not amount income is: But not amount
Over— over— The taxis: over— Over— over— The taxis: over—
$ 0 $ 9950 ... 10% $ 0 $ 0 $ 14200 L. 10% $ 0
9,950 40,525 S 995.00 + 12% 9,950 14,200 54,200 $ 1,420.00 + 12% 14,200
40,525 86,375 4,664.00 + 22% 40,525 54,200 86,350 6,220.00 + 22% 54,200
86,375 164,925 14,751.00 + 24% 86,375 86,350 164,900 13,293.00 + 24% 86,350
164,925 209,425 33,603.00 + 32% 164,925 164,900 209,400 32,145.00 + 32% 164,900
209,425 523,600 47,843.00 + 35% 209,425 209,400 523,600 46,385.00 + 35% 209,400
523,600 ... 157,804.25 + 37% 523,600 523600 ... 156,355.00 + 37% 523,600
Married filing jointly or Qualifying widow(er)— Married filing separately—Schedule Y-2
Schedule Y-1
If taxable of the If taxable of the
income is: But not amount income is: But not amount
Over— over— The taxis: over— Over— over— The taxis: over—
$ 0 $ 19900 . 10% $ 0 $ 0 $ 9950 .. 10% $ 0
19,900 81,050 $ 1,990.00 + 12% 19,900 9,950 40,525 $ 995.00 + 12% 9,950
81,050 172,750 9,328.00 + 22% 81,050 40,525 86,375 4,664.00 + 22% 40,525
172,750 329,850 29,502.00 + 24% 172,750 86,375 164,925 14,751.00 + 24% 86,375
329,850 418,850 67,206.00 + 32% 329,850 164,925 209,425 33,603.00 + 32% 164,925
418,850 628,300 95,686.00 + 35% 418,850 209,425 314,150 47,843.00 + 35% 209,425
628,300 ... 168,993.50 + 37% 628,300 314,150 ... 84,496.75 + 37% 314,150
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Tax Formula for Individuals

Income (broadly defined). ........ooiuiiii SXX,XXX
LesS: EXCIUSIONS. ..ttt e ettt e (X,XXX)
GrOSS INMCOMIE. . ettt ettt et e e e e e et et e e e e e e e et e e eeeenes SXX,XXX
Less: Deductions for adjusted gross iNCOME. . ......vuinnin et eieeaennes (X,XXX)
Adjusted gross iNCOME. . ...ttt ettt et e e et e SXX,XXX

Less: The greater of—
Total itemized deductions

orstandard deduction. .........ouiiiii i e (%,%xx)
Less: Personal and dependency exemptions®. . ........ovuieuviniiniininiennenn.s (X,XXX)

Deduction for qualified business income** ..............cccoiiiiiiiniiiinn... (X,XXX)
Taxable INCOME. .. ..o e SXX,XXX
Tax ON taxable INCOME. . ...t S X,XXX
Less: Tax credits (including Federal income tax

withheld and prepaid). . .......ouiuiii e (xxx)
Tax due (Or refund). . ..o et e $  XxX

*Exemption deductions are not allowed from 2018 through 2025.
**Only applies from 2018 through 2025.

Note: For 2021, individuals using the standard deduction may also subtract from adjusted gross income, cash charitable
contributions of up to $300 ($600 if married, filing jointly).

Basic Standard Deduction Amounts

Filing Status 2020 2021

Single $12,400 $12,550
Married, filing jointly 24,800 25,100
Surviving spouse 24,800 25,100
Head of household 18,650 18,800
Married, filing separately 12,400 12,550

Amount of Each Additional Standard Deduction

Filing Status 2020 2021
Single $1,650 $1,700
Married, filing jointly 1,300 1,350
Surviving spouse 1,300 1,350
Head of household 1,650 1,700
Married, filing separately 1,300 1,350

Personal and Dependency Exemption

2020 2021
$4,300 $4,300

Note: Exemption deductions have been
suspended from 2018 through 2025.
However, the personal and dependency
exemption amount is used for other purposes
(including determining whether a “qualifying
relative”is a taxpayer's dependent).
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IT'S NOT JUST AN EXAM,
IT'S YOUR FUTURE

A legacy of learning for a lifetime of success

As the industry’s leading partner in CPA Exam preparation, we work harder (and smarter) to help you
prepare the way that works best for you. Becker CPA Exam Review is as close as you can get to the real
thing. It follows the AICPA blueprint and includes a user-interface that mirrors the exam, so you’re

already familiar come exam day.

Personalized learning

No two people learn exactly the same way. That’s why our proprietary Adapt2U Technology makes
learning more personal - and more dynamic. Powered by Sana Labs’ award-winning artificial
intelligence, it constantly assesses your knowledge as you study and uses this information to provide

you with Personalized Review Sessions at the end of each unit.

1 million+ 90% + The top 100 2,900+

candidates have of Watt Sells award accounting firms accounting firms,
prepared with Becker winners (2005-2019) rely on Becker for corporations, alliances,

have prepared their staff’s exam government agencies
with Becker preparation and universities
choose Becker

GET STARTED AT BECKER.COM B e C ke r
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5+ CENGAGE | CNOW

Make a better grade with CNOWv2

Here's how to make every study moment count

Multi-media study-tools such as videos, games, flashcards,
crossword puzzles and more allow you to review and check your
understanding of key concepts to help you prepare for quizzes
and exams.

The MindTap Reader is fully optimized for the iPad, provides
note-taking and highlighting capabilities and features an online
text-to-speech application that vocalizes the content—offering a
fun reading experience.

Flashcards—use the MindTap Reader’s pre-made flashcards or make
your own. Then print the cards and get to work.

CNOWHv2 Users Achieve Higher Grades
(Student Grades, Scale = 0-100; N=246)

[ Final Course Grades

Ask your instructor about CNOWV2 for this course.
cengage.com/cnowv2

00

“I'love the check
your work option.
Really, when you're
having a hard time

figuring out an
answer, sometimes
working backwards
is the best way
to understand
conceptually what
you're doing wrong.”

Brad
Duncan
University of Utah

61

“[I liked]...the
read-a-loud option
with the ebook...
This helped when
first starting a
chapter and then
when studying
for tests.”

Jennifer
Loughren

Student,
Northeast lowa
Community College




AMT Formula for Individuals

Taxable income (increased by any standard deduction taken)
Plus or minus: Adjustments

Plus: Preferences

Equals: Alternative minimum taxable income (AMTI)
Minus: Exemption

Equals: Alternative minimum tax (AMT) base
Multiplied by: 26% or 28% rate

Equals: Tentative minimum tax before foreign tax credit
Minus: AMT foreign tax credit

Equals: Tentative minimum tax (TMT)

Minus: Regular tax liability (less any foreign tax credit)
Equals: AMT (if TMT > regular tax liability)
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2020 AMT Exemption and Phaseout for Individuals

Phaseout
Filing Status Exemption Begins at Ends at
Married, filing jointly $113,400 $1,036,800 $1,490,400
Single or Head of household 72,900 518,400 810,000
Married, filing separately 56,700 518,400 745,200

2021 AMT Exemption and Phaseout for Individuals

Phaseout
Filing Status Exemption Begins at Ends at
Married, filing jointly $114,600 $1,047,200 $1,505,600
Single or Head of household 73,600 523,600 818,000
Married, filing separately 57,300 523,600 752,800
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This is an electronic version of the print textbook. Due to electronic rights restrictions,
some third party content may be suppressed. Editorial review has deemed that any suppressed
content does not materially affect the overall learning experience. The publisher reserves the right
to remove content from this title at any time if subsequent rights restrictions require it. For
valuable information on pricing, previous editions, changes to current editions, and alternate
formats, please visit www.cengage.com/highered to search by ISBN#, author, title, or keyword for
materials in your areas of interest.

Important Notice: Media content referenced within the product description or the product
text may not be available in the eBook version.

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



/. » CENGAGE

South-Western Federal Taxation: Individual
Income Taxes, 2022 Edition

James C. Young, Annette Nellen, William A.
Raabe, Mark B. Persellin, William H.
Hoffman, Jr.

SVP, Higher Education & Skills Product: Erin Joyner

VP, Higher Education & Skills Product: Mike
Schenk

Product Director: Jason Fremder

Assoc. Product Manager: Jonathan Gross
Learning Designer: Emily S. Lehmann

Sr. Content Manager: Nadia Saloom

Sr. Digital Delivery Lead: Tim Richison

IP Analyst: Ashley Maynard

IP Project Manager: Kumaresan
Chandrakumar, Integra

Marketing Manager: Chris Walz
Marketing Coordinator: Sean D. Messer
Production Service: SPi Global
Designer: Chris A. Doughman

Text Designer: Red Hangar Design
Cover Designer: Bethany Bourgeois
Cover Image: iStock.com/Sean Pavone

Design Images:
Concept Summary:
iStock.com/enot poloskun
Global Tax Issues: enot-poloskun/
E+/Getty Images
Ethics & Equity: iStock.com/LdF
Comprehensive Tax Return Problems:
iStock.com/peepo
Financial Disclosure Insights: Vyaseleva
Elena/Shutterstock.com
Framework 1040: Concept Photo/
Shutterstock.com

Printed in the United States of America
Print Number: 01

Print Year: 2021

© 2022, 2021 Cengage Learning, Inc.

Unless otherwise noted, all content is © Cengage.

ALL RIGHTS RESERVED. No part of this work covered by the copyright herein
may be reproduced or distributed in any form or by any means, except as
permitted by U.S. copyright law, without the prior written permission of the
copyright owner.

For product information and technology assistance, contact us at
Cengage Customer & Sales Support, 1-800-354-9706 or
support.cengage.com.

For permission to use material from this text or product,
submit all requests online at www.cengage.com/permissions.

All tax forms within the text are: Source: Internal Revenue Service

Tax software: Source: Intuit ProConnect Tax

Becker CPA Review: Source: Becker CPA

Excel screenshots: Source: Used with permissions from Microsoft

Intuit ProConnect Tax, Becker, Microsoft and Checkpoint and all Intuit
ProConnect Tax, Becker, Microsoft and Checkpoint-based trademarks and
logos are registered trademarks of Intuit ProConnect Tax, Becker, Microsoft
and Checkpoint in the United States and other countries.

ISSN: 0272-0329
2022 Annual Edition

Student Edition with Intuit ProConnect Tax + RIA Checkpoint
ISBN: 978-0-357-51907-3

Loose Leaf Edition with Intuit ProConnect Tax + RIA Checkpoint
ISBN: 978-0-357-51909-7

Cengage

200 Pier 4 Boulevard
Boston, MA 02210
USA

Cengage is a leading provider of customized learning solutions with
employees residing in nearly 40 different countries and sales in more than
125 countries around the world. Find your local representative at
www.cengage.com.

To learn more about Cengage platforms and services, register or access
your online learning solution, or purchase materials for your course, visit
www.cengage.com.

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-322

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).

Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



B | | |
: ProConnect” Tax

—
INTUIT
Accountants

Work like a pro.

| Get the #1 cloud-based professional
| tax software for free."”

| Go beyond the basics and connect with the modern tools you need to work efficiently.
* Work with confidence.
| Get returns done right the first time with access to all the forms you need, backed by

industry-leading calculations and diagnostics.

e Work smarter.
| Save time with logical data-entry worksheets instead of traditional forms-based methods.
Plus, get quick training resources so it's easy to stay up to speed.

| ¢ Work from anywhere.
| It's all online, so there's nothing to install or maintain. And whether you're on your mobile
phone or laptop, PC or Mac — you're always good to go.

| Visit TaxEducation.Intuit.com to get started.

Only one sign-up per student. No special code required. If you have trouble accessing or using

| the software, reach out to us at taxeducation_support@intuit.com anytime for help.
Based on Intuit internal data of the number of paid users of ProConnect Tax for Tax Year 2019 compared to publicly available statements from competitors for the same time period.

| If you sign-up for the free version of ProConnect Tax for students and educators, you will not have access to certain features, including functionality such as Electronic Filing Services and
Intuit Link

| © 2020 Intuit Inc. All rights reserved. Intuit, the Intuit logo, ProConnect and QuickBooks among others, are trademarks or service marks of Intuit Inc. in the United States and other countries
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CHECKPOINT

3 Simple Ways Checkpoint Helps You
Make Sense of All Those Taxes

1 Find what you are looking for quickly and easily online with Checkpoint®

2 A comprehensive collection of primary tax law, cases and rulings, along with analytical insight
you simply can’t find anywhere else

3 Checkpoint has built-in productivity tools to make research more efficient — a resource more
tax pros use than any other

Titles that include Checkpoint Student Edition:
* Young/Nellen/Raabe/Persellin/Hoffman, South-Western Federal Taxation: Individual Income Taxes, 2022 Edition

* Raabe/Young/Nellen/Hoffman, South-Western Federal Taxation: Corporations, Partnerships, Estates & Trusts,
2022 Edition

* Young/Maloney/Nellen/Persellin/Cuccia, South-Western Federal Taxation: Comprehensive Volume, 2022 Edition

* Nellen/Cuccia/Persellin/Young, South-Western Federal Taxation: Essentials of Taxation: Individuals and Business Entities,
2022 Edition

* Murphy/Higgins/Skalberg, Concepts in Federal Taxation, 2022 Edition

The purchase of this textbook includes access to
Checkpoint Student Edition for a 6-month duration.

CPA Practice Advisor Rated 5 out of 5 stars
To log in, visit checkpoint.tr.com, and you will be 16 consecutive years: 2004-2020
asked to supply a User ID and Password.

Instructors: Please contact your Cengage Account
Executive to obtain access for your class. For technical support, please visit cengage.com/support

Students: Please work with your instructors to ISBN-13: 978-0-357-51111-4 * ISBN-10: 0-357-51111-5
gain access.

©2020 Thomson Reuters. Checkpoint is a registered trademark of Thomson Reuters (Tax & Accounting) Inc.

: ®
Other names and trademarks are properties of their respective owners. TR1273709_1/1020_MF X THOM SON REUTE RS
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COMMITTED TO EDUCATIONAL SUCCESS

outh-Western Federal Taxation (SWFT) is the

most trusted and best-selling series in college
taxation. We are focused exclusively on providing the
most useful, comprehensive, and up-to-date tax texts,
online study aids, tax preparation tools, and research
tools to help instructors and students succeed in their
tax courses and beyond.

SWFT is a comprehensive package of teaching and
learning materials, significantly enhanced with each edi-
tion to meet instructor and student needs and to add
overall value to learning taxation.

Individual Income Taxes, 2022 Edition provides a
dynamic learning experience inside and outside of the
classroom. Built with resources and tools that have been
identified as the most important, our complete learning
system provides options for students to achieve success.

Individual Incomes Taxes, 2022 Edition provides
accessible, comprehensive, and authoritative coverage of
the relevant tax code and regulations as they pertain to
the individual taxpayer, as well as coverage of all major
developments in Federal taxation.

In revising the 2022 Edition, we focused on:

* Accessibility. Clarity. Substance. The authors
and editors made this their focus as they revised
the 2022 edition. Coverage has been streamlined
to make it more accessible to students, and dif-
ficult concepts have been clarified, all without
losing the substance that makes up the South-
Western Federal Taxation series.

* Developing professional skills. SWFT excels
in bringing students to a professional level in
their tax knowledge and skills, to prepare them
for immediate success in their careers. We include
development of written and verbal communica-
tion skills, the use of tax preparation and tax
research software, orientation toward success on
the CPA Exam, exposure to tax policy and tax law
development, consideration of the time value of
money in the tax planning process, and experi-
ence with advanced spreadsheet applications and
data analytics.

* CengageNOWv2 as a complete learning
system. Cengage Learning understands that
digital learning solutions are central to the class-
room. Through sustained research, we continually
refine our learning solutions in CengageNOWv2
to meet evolving student and instructor needs.
CengageNOWv2 fulfills learning and course man-
agement needs by offering a personalized study
plan, video lectures, auto-graded homework, auto-
graded tests, and a full eBook with features and
advantages that address common challenges.
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Learning Tools and Features to Help Students Make the Connection

FULL-COLOR DESIGN: we understand that students struggle with learning difficult tax law concepts and
applying them to real-world scenarios. The 2022 edition uses color to bring the text to life, capture student attention,
and present the tax law in an understandable and logical format.

Property Transactions:

Determination of Gain or Loss

and Basis Considerations

[ Selected content is streamlined :
to guide students in focusing on
the most important concepts for
the CPA Exam while still providing

in-depth coverage of topics.

LEARNING OBJECTIVES: 4

101 propertydispositons. w04

1412 Realized Gain or Loss.

Tax Formula for Individuals

)

S fortax purposs. Here, Lot has n unvelzed gain of $2.000 55,000 53,000 1
[
i H $3000,

Tt rome T Computation of Realized Gain o Loss
el

53,000 or 85,400
o1$1250151.750 — $3.000, 2

h

Concept Summary 14.1

Realized Gain or Loss

14-1 DETERMINATION OF GAIN OR LOSS

cuapTER 14

sa00000

1 Examples are clearly labeled and P S )
directly follow concepts to assist Wpf HR et
with student application. An
average of over 40 examples
in each chapter use realistic
situations to illustrate the com- :
plexities of the tax law and allow e = Fﬂ
students to integrate chapter .
concepts with illustrations and
examples.

1500 e

e
S

Adjusted Basis.
The adjusted basis

an appraislof he land.
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COMPUTATIONAL EXERCISES: swdents need to learn to apply the rules and concepts covered in each

chapter to truly understand them. These exercises, many of which mirror text examples, allow students to practice and apply
what they are learning.

[d Found in the end-of-chapter sections of the textbook

4 CengageNOWv2 provides algorithmic versions of these problems

Computational Exercises

16. [LO.1, 2 Sally owns real property for which the annual property taxes are $9,000.
She sells the property to Kate on March 9, 2021, for $550,000. Kate pays
the real property taxes for the entire year on October 1, 2021.

a.  How much of the property taxes can be deducted by Sally and how much by Kate?
b.  What effect does the property tax apportionment have on Kate’s adjusted basis
in the property?
c.  What effect does the apportionment have on Sally’s amount realized from the
sale?
d.  How would the answers in parts (b) and (¢) differ if Sally paid the taxes?
17. [LO.1 Melba purchases land from Adrian. Melba gives Adrian $225,000 in cash and
agrees to pay Adrian an additional $400,000 one year later plus interest at 5%.
a.  What is Melba’s adjusted basis for the land at the acquisition date?
b.  What is Melba’s adjusted basis for the land one year later?

RESEARCH AND DATA ANALYTICS PROBLEMS:

[d Research Problems provide students with vital practice in an increasingly demanded skill area.
Some of these end-of-chapter items ask students to analyze tax data, helping them to under-
stand the application of this information in various scenarios. These essential features prepare
students for professional tax environments.

BECKER PROFESSIONAL EDUCATION REVIEW QUESTIONS: End-of-chapter CPA Review

Questions from Becker PREPARE STUDENTS FOR SUCCESS. Students review key concepts using proven questions from Becker
Professional Education®—one of the industry’s most effective tools to prepare for the CPA Exam.

[ Located in select

end-of-chapter sections Becker CPA Review Questions
a Tagged by Concept in B e Cker 1. Jasmin purchased 100 shares of Pinkstey Corporation (publicly traded company)
C NOWv2 on January 1 of year 1 for $5,000. The FMV of the shares at the end of year 1 was
€ngage V. $6,000. On January 1 of year 4, Pinkstey Corporation declared a 2-for-1 stock split

when the fair market value of the stock was $65 per share. On January 1 of year 5,

3 B8 Jasmin sold all of her Pinkstey Corporation stock when the fair market value was
4 QUCSUOHS similar to what $40 per share. Which of the following statements is true?
students would actually a. Jasmin reports $6,500 in gross income for the 2-for-1 stock split in year 4.
find on the CPA Exam b. Jasmin’s basis in the Pinkstey Corporation stock at the end of year 4 is

$65 per share.
c. Jasmin has no taxable income for the Pinkstey Corporation stock in year 4.
d. Jasmin owns 100 shares in Pinkstey Corporation stock at the end of year 4.
2. Alice gifted stock to her son, Bob, in year 5. Alice bought the stock in year 1 for
$8,300. The value of the stock on the date of gift was $6,400. Bob sold the stock
in year 7 for $15,800. What is Bob’s recognized gain or loss on the sale in year 77
a. $0 c. $9,400 gain

B e C ke r bl. $7,500 gain d.. $15,800 gain

vii
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See how the SWFT series helps students understand the big pict
and the relevancy behind what they are learning.

s o, Totion s it e st o
Tue First Jos Real World. Taxation comes alive at the start of

s e i ey, i S G el it e AT gy each chapter as The Big Picture examples provide

accepted a job with Enrichment Child Care Center (ECCC) in a neighboring state. ECCC is located in the

Sl o il s el - =y — a glimpse into the lives, families, careers, and tax

moving into a two-bedroom apartment about two miles from ECCC. At ECCC, Morgan will work with pre- L . . .

B S S PANC ey o < situations of typical filers. Students will follow a

is the flexibility it provides. Because she is eager to pay off her student loans and save to buy a house, she . . ..

P g T e o et e o w—— family, individual, or other taxpayer throughout
She finds two ways to freelance: (1) transporting people, packages, and meals for a few companies .

where she finds work through an “app” (like driving for Uber) and (2) tutoring elementary school students the Chapter, to discover how the concepts they are

in English and math. Her tutoring can take place online or in person (either in her apartment or at the 1 . Iv in th 1 1d

childs home). She has dedicated the second bedroom in her apartment for freelancing. She has a large earning apply in the real world.

table and several chairs in this bedroom that allow her to meet her tutoring students or connect with them inall b d N hensi

via her laptop. She keeps all of her freelancing records in a file cabinet, which she keeps in a closet in the Fina Yy, to soli lfy student comprehension,

bedroom, She also purchases and keeps various supplies for her tutoring activities in the closet. Although ) .

there are some freelance driving options in the suburbs, most often Morgan heads for the city, where there each Chapter concludes with a Refocus on the

are more passengers and higher fares

i oS S S Big Picture summary and tax planning scenario.
Reedes e BE s R These scenarios re-emphasize the concepts and
topics from the chapter and allow students to
confirm their understanding of the material.

FRAMEWORK 1040:
Fitting It All Together.

This chapter-opening feature
demonstrates how topics within
Individual Income Taxes fit T —— —

1040 Tax Formula for Individuals

Use this chapter-opening

. the boldfaced portions Less: Exclusions __(x00) B

together, using the Income Tax oftheTasomul | Gros income = Framework 1040, which

F il o Tndlviduals as i e | T T T shows the topics as they
ormula Ior Individuals as the oo a3 Betom those e ! . appear in the individual

[Fomr o0 oreaue v |

framework. The framework e e R /‘/ tax formula, to

here the resul 4 Other gains or (osses). Attach Form 4797 . . . . L .
help s students Organlze their A 5 Rental real estate, royalties, partnerships, S corporations, trusts, eto. Attach Schedu understand where on

Deductions foradh ncome - Form 1040 these chapter
understanding of the chapters and prmhr— e topics appear.

Less: The greater of total itemized deductions or the standard deduction ... / e (X000

topics to see how they relate to the ==
. i ) I ——————
basic tax formula and then identify

Personal and dependency exemptions® ...

i Deduction for qualified business income**
where these items are reported ol neome e
Tax on taxable income (see Tax Tables or Tax Rate Schedules) .............. — $ X000
on Form 1040. Framework 1040 Less: T credts (including income taxes withheld and prepid) o)
N Tax due (or refund) $ o

helps students navigate topics by
explaining how tax concepts are
organized.

++Only appliesfrom 2018 through 2025.
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FINANCIAL DISCLOSURE INSIGHTS:

Tax professionals need to understand how taxes
affect financial statements. Financial Disclosure
Insights, appearing throughout the text, use
current information about existing taxpayers to
highlight book-tax reporting differences, effective
tax rates, and trends in reporting conventions.

ETHICS & EQUITY Punching the Time Clock at Year-End

a 8 FINANCIAL DISCLOSURE INSIGHTS
- —]

A common book-tax difference relates to
the depreciation amounts that are reported for GAAP and
Federal income tax purposes. Typically, tax depreciation
deductions are accelerated; that is, they are claimed in earlier
reporting periods than is the case for financial accounting
purposes.

Almost every tax law change since 1980 has included
iation provisions that ac lated deductions
relative to th llowed under GAAP. t

Tax and Book Depreciation

recovery deductions represent a means by which the taxing
jurisdiction infuses the business with cash flow created by the
reduction in the year’s tax liabilities.

For instance, recently, about one-quarter of General Elec-
tric’s deferred tax liabilities related to depreciation differences.
Ford's depreciation differences amounted to about one-third
of its deferred tax liabilities. And for the trucking firm Ryder
Systems, depreciation differences accounted for virtually all
of the deferred tax liabilities.

As the end of the tax year approaches, Julie, a
successful full-time real estate developer and investor, recog-
nizes that her income tax situation for the year could be bleak.
Unless she and her spouse, Ralph, are able to generate more
hours of participation in one of her real estate rental activities,
they will not reach the material participation threshold. Conse-

+ On weekends, she and Ralph will visit the same units to

further evaluate the operations.

+ Also on the weekends, while they are doing their rou-

tine household shopping, they will be on the lookout for
other rental properties to buy. Julie plans to count both
her and Ralph's weekend hours toward the tally of total

ETHICS & EQUITY: some tax issues
do not have just one correct answer.
Ethics & Equity features will spark critical
thinking and invite classroom discussion,

quently, the tax losses from the venture will not be deductible.
To ensure deductibility, Julie suggests the following plan:

participation.

Julie contends that the law clearly allows the efforts
of one’s spouse to count for purposes of the material
participation tests. Likewise, nothing in the tax law requires
taxpayers to be efficient in their hours of participation. How

She will document the time she spends “thinking” about
her rental activities.

During the week, Ralph will visit the apartment building
to oversee (in a management role) the operations of the
rentals.

do you react?

TAX PLANNING: Chapters include

a separate section calling attention to
how taxpayers can use the law to reach
financial and other goals. Tax planning
applications and suggestions also appear
throughout each chapter.

enticing students to evaluate their own
value system. Suggested answers to
Ethics & Equity scenarios appear in the
Solutions Manual.

11-6 TAX PLANNING

11-6a Minimizing the Impact of Passive Activity Losses
Perhaps the biggest challenge individuals face with the passive activity loss rules is to
recognize the potential impact of the rules and then to structure their affairs to minimize
this impact. If a taxpayer does invest in an activity that produces losses subject to the
passive activity loss rules, the following discussion describes strategies that may help
minimize the loss of current deductions.

Taxpayers who have passive activity losses should adopt a strategy of buying an
interest in an activity that is generating passive activity income that can be offset
(or sheltered) by the existing passive activity losses. From a tax perspective, it would
be foolish to buy a loss-generating passive activity unless (1) the taxpayer has other
passive activity income to shelter, (2) the activity is rental real estate that can qualify
for the $25,000 exception, or (3) the activity qualifies for the exception available to real
estate professionals.

GLOBAL TAX ISSUES From “All Sources” Is a Broad Definition

When § 61 refers to “income from whatever
source derived,” the law is reaching far beyond the borders
of the United States. Although one interpretation of “source”
in this context is type of income (e.g., wages and interest), a
broader interpretation revolves around the place where the
income is generated. In this context, citizens and residents of
the United States are subject to taxation on income earned
from sources both inside and outside the country. This“world-
wide income” tax base can cause potential double taxation
problems, with other countries also taxing income earned
within their borders. However, mechanisms such as the foreign
tax credit can alleviate these tax burdens.

Over the years, a number of individuals have relocated
to other countries and renounced their U.S. citizenship to

avoid high U.S. tax rates. Others who have already relocated
may renounce their U.S. citizenship to avoid complicated
filing and reporting requirements. After hitting a record
high of 5,411 in 2017, the number of expatriations declined
to 2,071 in 2019. However, 5,816 individuals gave up their
U.S. citizenship in the first six months of 2020. Once per
quarter, the Department of State publishes the names of
U.S. citizens who have renounced their citizenship. Some
of these individuals may owe Federal taxes upon renounc-
ing. See § 877A.

See “Americans are renouncing their citizenship in record
numbers” at https:// fortune.com/2020/08/07/americans-
renouncing-citizenship-passport-2020.

GLOBAL TAX ISSUES: The

Global Tax Issues feature gives
insight into the ways in which
taxation is affected by international
concerns and illustrates the effects
of various events on tax liabilities
across the globe.
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Take your students from Motivation to Mastery with CengageNOWv2

CengageNOWV?2 is a powerful course management tool and online homework
resource that elevates student thinking by providing superior content designed

with the entire student workflow in mind.

Vo N

MASTERY
APPLICATION
MOTIVATION

1 MOTIVATION: engage students and better prepare them for class

1 APPLICATION: help students learn problem-solving behavior and
skills to guide them to complete taxation problems on their own

d MASTERY: help students make the leap from memorizing concepts
to actual critical thinking

NoTivation —

To help with student engagement and
preparedness, CengageNOWv2 for
SWEFT offers:

d “Tax Drills” test students on key
concepts and applications. With
three to five questions per learning
objective, these “quick-hit” questions
help students prepare for class
lectures or review prior to an exam.

Application —

(R Y S IY wi it v

Students need to learn problem-solving
behavior and skills, to guide them to
complete taxation problems on their own.
However, as students try to work through
homework problems, sometimes they
become stuck and need extra help. To
reinforce concepts and keep students on the
right track, CengageNOWv2 for SWFT offers
the following.

(J End-of-chapter homework from the
text is expanded and enhanced to follow
the workflow a professional would use
to solve various client scenarios. These
enhancements better engage students
and encourage them to think like a tax
professional.
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d Algorithmic versions of end-of-chapter homework are available for computational exercises and at least
15 problems per chapter.

d “Check My Work” Feedback. Homework questions include immediate feedback so students can learn as they

go. Levels of feedback include an option for “check my work” prior to submission of an assignment.

[d Post-Submission Feedback. After submitting an assignment, students receive even more extensive feedback
explaining why their answers were incorrect. Instructors can decide how much feedback their students receive

and when, including the full solution.

[ Built-in Test Bank for online assessment.

Vastery —

d Tax Form Problems give students the
option to complete the Cumulative Intuit
ProConnect Tax problems and other
homework items found in the end-of-
chapter manually or in a digital environment.

(d An Adaptive Study Plan comes com-
plete with an eBook, practice quizzes,
glossary, and flashcards. It is designed to
help give students additional support and
prepare them for the exam.

CengageNOWv2 Instant Access Code ISBN:
978-0-357-51912-7

Contact your Cengage Learning Consultant
about different bundle options.
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xii PREFACE

EXTENSIVELY REVISED. DEFINITIVELY UP TO DATE.

Each year the South-Western Federal Taxation serics
is updated with thousands of changes to each text. Some
of these changes result from the feedback we receive
from instructors and students in the form of reviews, focus
groups, web surveys, and personal e-mail correspondence
to our authors and team members. Other changes come
from our careful analysis of the evolving tax environment.
We make sure that every tax law change relevant
to the introductory taxation course was considered,
summarized, and fully integrated into the revision
of text and supplementary materials.

The South-Western Federal Taxation authors
have made every effort to keep all materials up to date
and accurate. All chapters contain the following general
changes for the 2022 edition.

* Updated materials to reflect changes made by
Congress through legislative action (including the
tax provisions contained in the CARES Act, the
Consolidated Appropriations Act of 2021, and the
American Rescue Plan Act of 2021).

e Streamlined chapter content (where applicable) to
clarify material and make it easier for students to
understand.

* Revised numerous materials as the result of
changes caused by indexing of statutory
amounts.

* Revised Problem Materials, Computational
Exercises, and CPA Exam problems.

e Updated Chapter Outlines to provide an overview
of the material and to make it easier to locate
specific topics.

* Revised Financial Disclosure Insights and Global
Tax Issues as to current developments.

In addition, the following materials are available
online.

* An appendix that helps instructors broaden and
customize coverage of important tax provisions
of the Affordable Care Act. (Instructor Companion
Website at www.cengage.com/login)

* An appendix that has comprehensive tax
return problems for the 2020 tax filing year
(Appendix F). (Instructor Companion Website at
www.cengage.com/login)

* An appendix that covers depreciation and the

Accelerated Cost Recovery System (ACRS). (Instructor
Companion Website at www.cengage.com/login)

Chapter 1

* Removed Exhibit 1.4 (on IRS audit types), but
retained text discussion.

* Expanded judicial concepts to also include judicial
doctrines and added new text and example on the
substance over form doctrine.

* Updated end-of-chapter materials as needed.

Chapter 2

* Made minor changes to various exhibits and
concept summaries.

e Updated references and citations throughout the
chapter.

* Expanded Internal Revenue Bulletin coverage to
include IRS Notices.

e Changed references to RIA Checkpoint to
Thomson Reuters Checkpoint.

* Updated end-of-chapter materials as needed.

Chapter 3

* Updated chapter materials to reflect changes
to Form 1040 and related schedules; updated
exhibit summarizing when Form 1040 Schedules 1
through 3 are used.

* Updated explanation and examples of the child
tax credit to reflect 2021 changes made by the
American Rescue Plan Act of 2021.

e Updated chapter materials to reflect 2021 inflation
adjustments.

* Updated material on virtual currency (including
revised question on page 1 of Form 1040).

* Updated exhibit summarizing the 0, 15, and 20%
breakpoints for the alternative tax on net capital
gains.

* Revised and clarified materials (including
end-of-chapter materials) as needed.

Chapter 4

* The discussion of Income Received by an Agent
was moved to text Section 4-2 with the discussion
of the timing of income recognition.

* Updated Global Tax Issues feature entitled “From
‘All Sources’ Is a Broad Definition” for the number
of recent expatriations.
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Added Ethics & Equity feature on the expansion
of unemployment benefits during the COVID-19
pandemic.

Revised and clarified discussion and examples as
needed.

Added two examples related to the relationship of
the all-events test to financial reporting.

Added example of potential income shifting to a
taxpayer not subject to the kiddie tax to highlight
the general benefits of income shifting and the
impact of the kiddie tax on this benefit.

Deleted former homework Problem 55 that
required completion of Worksheet 1, Figuring
Your Taxable Benefits, from IRS Publication 915.

Chapter 5

Modified Learning Objective 1 to address
the definition of exclusions and that they are
distinguishable from items that are not income.

Combined the learning objective on cancellation
of debt with the learning objective related to other
exclusions.

Renamed text Section 5-1 as “Income Exclusions.”

Moved material on corporate distributions from text
Section 5-11 to new text Section 5-1b, to illustrate an
example of something received that is not income.

Moved and renamed former text Section 5-16 as text
Section 5-14 to improve flow of chapter materials.

The discussion of corporate payments called
“dividends” (but not considered dividends for tax
purposes) was moved to Chapter 4 (as part of
gross income discussion).

Updated text, examples, and end-of-chapter materials
as needed, including 2021 inflation adjustments.

Chapter 6

Revised and updated chapter materials as needed,
clarified chapter materials when necessary.

Updated text for inflation-adjusted items.

Replaced summary of a Fortune article on
executive compensation with summary of a Wall
Street Journal article (text Section 6-4¢).

Revised and updated end-of-chapter materials

as needed (including changes needed to reflect
revised inflation-adjusted items).

Modified items in tax form and tax computation
problems to be more reflective of current income
levels.

PREFACE xiii

Chapter 7

Cited a recent Tax Court decision that provides

a comprehensive overview of the law related to
worthless securities [MCM Investment Management,
LLC (T.C.Memo. 2019-158)].

Updated text to include discussion of COVID-19
casualties (and the ability to deduct these in the
year prior to the loss).

Added a new example (Example 27)
demonstrating how to amortize research and
experimentation expenditures incurred in taxable
years beginning after December 31, 2021.

Noted (in footnote 37) the retroactive delay of the
excess business loss provision by the CARES Act
(revised effective date is taxable years beginning
after December 31, 2020).

Modified the net operating loss materials to reflect
changes made by the CARES Act.

Added new part to Problem 40 to allow students
to compute the appropriate deduction for research
and experimentation expenditures incurred in
taxable years beginning after December 31, 2021;
also added a related question to the test bank and
modified an essay question.

Updated remainder of chapter materials as needed
(including various inflation-adjusted amounts).

Chapter 8

Updated chapter materials to reflect inflation
adjustments to § 179 (including SUVs) and luxury
automobiles.

Updated Form 4562 and Schedule C (Form 1040)
to 2020 forms.

Updated text and end-of-chapter materials

as needed (both dates and to reflect inflation
adjustments to § 179); revised other materials as
needed.

Chapter 9

Updated text and end-of-chapter materials for
revised standard mileage amounts.

Deleted coverage of § 222 (repealed as part of
Consolidated Appropriations Act of 2021).
Updated example illustrating the completion of
Form 8995-A and Schedule A (Form 8995-A).

Updated text and end-of-chapter materials to
reflect inflation adjustments to threshold limits for
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xiv

PREFACE

the QBI deduction; updated the end-of-chapter
QBI deduction form completion problem (Form
8995).

Revised and clarified materials based on feedback
from adopters.

Chapter 10

Revised and clarified text as needed, including
2021 change to medical expense AGI floor (now
permanently set at 7.5% of AGD).

Added brief comment on CARES Act cash
charitable contribution for non-itemizers (a for
AGI deduction).

Updated text for annual inflation adjustments.

Updated end-of-chapter materials as needed.

Chapter 11

Made minor changes to Learning Objectives 2
and 4.

Updated chapter materials to reflect inflation
adjustments.

Revised and clarified materials as needed
throughout the chapter.

Added new research problem on virtual currency
investing and software tools to help track the
necessary information for tax reporting.

Updated end-of-chapter materials as needed.

Chapter 12

Updated Ethics & Equity scenarios to reflect
current tax law considerations.

Streamlined text to reflect streamlined AMT.
Updated problems, improved readability.

Updated text, examples, and end-of-chapter
materials for 2021 inflation adjustments.
Included revised statistics regarding the number

of taxpayers subject to the AMT and the revenue
generated by the AMT.

Chapter 13

Updated chapter materials impacted by the
American Rescue Plan Act of 2021, including
revisions to the earned income tax credit, the
child tax credit, and the credit for child and
dependent care expenses.

Added text materials and end-of-chapter content

related to the foreign tax credit (text Section 13-4b
and Concept Summary 13.1).

Added an exhibit summarizing various energy
credits (Exhibit 13.4).

Deleted exhibits showing Form W-4 and Form
W-2, while retaining text discussion.

Updated Affordable Care Act materials.

Added communications requirements to two
research problems.

Expanded the requirements for Research Problem 5.

Chapter 14

Modified Learning Objective 1.

Revised introductory discussion of realized gains
and losses (text Section 14-1a).

Expanded the discussion of basis when a liability
is involved, adding Example 7.

Reduced the discussion of basis computations,
deleting former Example 11.

Updated end-of-chapter tax form problem:
completion of a Form 8949 and a Schedule D.

Chapter 15

Revised a portion of the chapter’s introductory
materials. Clarified and rearranged other material.
Revised end-of-chapter tax form problem
(completion of a Form 8824).

Added a communications assignment to Research
Problems 1 and 5.

Chapter 16

Updated Exhibit 16.1 summarizing 2021 and 2020
break points for the 0%/15%/20% alternative tax
rates on net capital gains and qualified dividend
income.

Updated the chapter tax return example [including
Form 8949, Schedule D (Form 1040), and the
capital gains worksheet].

Updated text and end-of-chapter materials for
2021 inflation adjustments to Tax Rate Schedules
and alternative tax rate brackets (for net capital
gains).

Updated other chapter content as needed.
Updated data analytics tax research problem.

Chapter 17

Enhanced text materials, Concept Summary 17.1,
and Concept Summary 17.3 to show integration
with the Chapter 16 capital gain materials more
clearly.
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PREFACE XV

e Updated the chapter tax return example [Form * Revised a Financial Disclosure Insight item.
4797 and Schedule D (Form 1040)]. * Expanded discussion of RMDs and added Exhibit

* Updated text and end-of-chapter materials for 2021 19.3 with selected RMD factors.
inflation adjustments to Tax Rate Schedules and + Added two new examples involving plan
alternative tax rate brackets (for net capital gains). distributions.

¢ Updated other chapter content as needed. o Added material on the “stretch IRA.”

* Updated data analytics tax research problem. * Replaced two research problems with four new

items.
Chapter 18
* Removed discussion of conditions for granting Chapter 20

approval to change an accounting period. - Revised Learning Objective 4.

* Replaced a research problem with one involving
a sole proprietor and the constructive receipt
doctrine. Added a communications requirement

e Revised title of text Section 20-2a.

* Revised discussion about nontax considerations in

for the item. choice of entity.
* Updated NOL rules.
Chapter 19 * Deleted Exhibit 20.1,
* Replaced two FEthics & Equity items. * Revised AMT and tax planning discussions.

TAX LAW OUTLOOK

From your SWFT Series Editors:
Legislation related to the COVID-19 pandemic was a vehicle for tax changes in 2020. And, a wide variety of
tax changes were incorporated into the American Rescue Plan Act of 2021 (enacted in March 2021).The Biden
administration and Congress have begun to discuss a wide variety of tax law changes, including changes
to the Tax Cuts and Jobs Act of 2017 (TCJA). Still others are expected in the Biden administration’s Build
Back Better plan (with legislation likely to be discussed and possibly enacted before the end of the 117th
Congress).

Taxpayers and their advisers will need to evaluate how these changes affect their financial planning strat-
egies and adjust their plans appropriately. The SWFT editors will be monitoring these activities and provide
updates to adopters as needed.
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xvi PREFACE

SUPPLEMENTS SUPPORT STUDENTS AND INSTRUCTORS

Built around the areas students and instructors have identified as the most important, our integrated supplements
package offers more flexibility than ever before to suit the way instructors teach and students learn.

Online and Digital Resources
for Students

=
§ CENGAGENOWv2

CengageNOWV2 is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student learn-
ing experience and meet desired outcomes.

CengageNOWv2 Instant Access Code ISBN:
978-0-357-51912-7

Contact your Cengage Learning Consultant about differ-
ent bundle options.

t - . Thomson Reuters Checkpoint™
: THOMSON REUTERS” i the leading online tax
research database used by pro-
fessionals. Checkpoint™ helps introduce students to tax
research in three simple ways:

¢ Intuitive web-based design makes it fast and
simple to find what you need.

e Checkpoint™ provides a comprehensive collection
of primary tax law, cases, and rulings along
with analytical insight you simply can’t find
anywhere else.

e Checkpoint™ has built-in productivity tools such
as calculators to make research more efficient—a
resource more tax pros use than any other.

Six months’ access to Checkpoint™ (after activation) is
packaged automatically with every NEW copy of the
textbook.*

- More than software: Put the
ProConnect” Tax experience of ProConnect™

Tax on your side.

* Get returns done right the first time with access
to all the forms you need, backed by industry-
leading calculations and diagnostics.

* Save time with logical data-entry worksheets
instead of traditional forms-based methods.

* It’s all online, so there’s nothing to install or maintain.

Online access to ProConnect™ Tax software is offered
with each NEW copy of the textbook—at no additional
cost to students.*

WWW. Cengage.com Students can use

www.cengage.com to select this textbook and access
Cengage Learning content, empowering them to choose
the most suitable format and giving them a better
chance of success in the course. Buy printed materials,
eBooks, and digital resources directly through Cengage
Learning and save at www.cengage.com.

Online Student Resources

Students can go to www.cengage.com for free resources
to help them study as well as the opportunity to pur-
chase additional study aids. These valuable free study
resources will help students earn a better grade:

* Flashcards use chapter terms and definitions to aid
students in learning tax terminology for each chapter.

* Online glossary for each chapter provides terms
and definitions from the text in alphabetical order
for easy reference.

e Learning objectives can be downloaded for each
chapter to help keep students on track.

* Tax tables used in the textbook are downloadable
for reference.

2+ CENGAGE The first-of-its-kind digital
" UN L ’ M !TED subscription designed spe-
cially to lower costs.
Students get total access to everything Cengage
has to offer on demand—in one place. That's 20,000
eBooks, 2,300 digital learning products, and dozens of
study tools across 70 disciplines and over 675 courses.
www.cengage.com/unlimited

Printed Resources for Students
Looseleaf Edition (978-0-357-51909-7)

This version provides all the pages of the text in an un-
bound, three-hole-punched format for portability and
ease of use. Online access to ProConnect™ Tax software
is included with every NEW textbook as well as Check-
point™ from Thomson Reuters.*

*NEW printed copies of the textbook are automatically packaged with access to Checkpoint™ and ProConnect™ Tax software. If students
purchase the eBook, they will not automatically receive access to Checkpoint™ and ProConnect™ Tax software.
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Comprehensive Supplements Support
Instructors’ Needs

=
§ CENGAGENOWv2

CengageNOWV2 is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student learning
experience and meet desired outcomes. In addition to
the features and benefits mentioned earlier for students,
CengageNOWv2 includes these features for instructors.

* Learning Outcomes Reporting and the abil-
ity to analyze student work from the gradebook.
Each exercise and problem is tagged by topic,
learning objective, level of difficulty, estimated
completion time, and business program standards
to allow greater guidance in developing assess-
ments and evaluating student progress.

* Built-in Test Bank for online assessment. The
Test Bank files are included in CengageNOWv2 so
that they may be used as additional homework or
tests.

Solutions Manual

Written by the South-Western Federal Taxation
editors and authors, the Solutions Manual features solu-
tions arranged in accordance with the sequence of chap-
ter material.

Solutions to all homework items are tagged with
their Estimated Time to Complete, Level of Difficulty, and
Learning Objective(s), as well as the AACSB’s and AICPA’s
core competencies—giving instructors more control than
ever in selecting homework to match the topics covered.
The Solutions Manual also contains the solutions to
Appendix F: Comprehensive Tax Return Problems and
answers with explanations to the end-of-chapter Becker
CPA Review Questions. Available on Instructor Com-
panion Website at www.cengage.com/login.

PowerPoint® Lectures with Notes

The Instructor PowerPoint® Lectures contain more than
30 slides per chapter, including outlines and instructor
guides, concept definitions, and key points. Available
on Instructor Companion Website at www.cengage
.com/login.

Test Bank

Written by the South-Western Federal Taxation editors
and authors, the Test Bank contains approximately 2,200
items and solutions arranged in accordance with the
sequence of chapter material.
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Each test item is tagged with its Estimated Time to
Complete, Level of Difficulty, and Learning Objective(s),
as well as the AACSB’s and AICPA’s core competencies—
for easier instructor planning and test item selection. The
2022 Test Bank is available in Cengage’s test generator
software, Cognero.

Cengage Learning Testing Powered by Cognero is a
flexible, online system that allows you to:

 author, edit, and manage Test Bank content from
multiple Cengage Learning solutions

* create multiple test versions in an instant

* deliver tests from your LMS, your classroom, or
wherever you want

e create tests from school, home, the coffee shop—
anywhere with Internet access (No special installs
or downloads needed.)

Test Bank files in Word format as well as versions to im-
port into your LMS are available on the Instructor Com-
panion Website. Cognero Test Banks available via
single sign-on (SSO) account at www.cengage.com/
login.

Other Instructor Resources

All of the following instructor course materials are
available online at www.cengage.com/login. Once
logged into the site, instructors should select this textbook
to access the online Instructor Resources.

¢ Instructor Guide
* Edition-to-edition correlation grids by chapter
* An appendix that helps instructors broaden and

customize coverage of important tax provisions of
the Affordable Care Act

* The Depreciation and the Accelerated Cost Recov-
ery System (ACRS) appendix

e Comprehensive Tax Return Problems appendix

Custom Solutions

Cengage Learning Custom Solutions develops personal-
ized solutions to meet your taxation education needs.
Consider the following for your adoption of South-
Western Federal Taxation 2022 Edition.

* Remove chapters you do not cover or rearrange
their order to create a streamlined and efficient text.

* Add your own material to cover additional topics
or information.

e Add relevance by including sections from
Sawyers/Gill's Federal T1ax Research or your state’s
tax laws and regulations.
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INTRODUCTION AND
Basic ' Tax MoDEL

CHAPTER 1
An Introduction to Taxation and Understanding the Federal Tax Law

CHAPTER 2

Working with the Tax Law

CHAPTER 3

Tax Formula and Tax Determination; An Overview of Property
Transactions

Part 1 provides an introduction to taxation in the United States. Although this text focuses on income
taxation, other types of taxes also are briefly discussed. The purposes of the Federal tax law are
examined, and the legislative, administrative, and judicial sources of Federal tax law, including their
application to the tax research process, are analyzed. Part 1 concludes by introducing the basic tax

model for the individual taxpayer and providing an overview of property transactions.
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CHAPTER

An Introduction to Taxation
and Understanding the
Federal Tax Law

LEARNING OBJECTIVES: After completing Chapter 1, you should be able to:

Explain the importance of taxation and apply
methods for studying this topic.

Explain the administration of the tax law, including

L0 the audit process utilized by the IRS.

LO.5

Describe some of the history and trends of the Evaluate some of the ethical guidelines involved in

LO.2 Federal income tax. *  tax practice.

Describe and apply principles and terminology Classify tax rules based on their possible economic,
relevant to the design of a tax system. " social, equity, and political reasons for inclusionin a
particular tax system.

LO.3

Identify the different taxes imposed in the United
States at the Federal, state, and local levels. Explain the role played by the IRS and the courts in
the evolution of the Federal tax system.

LO.4
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FAamiry AND TAXES—A TYPICAL YEAR

Travis and Amy Carter are married and live in a state that imposes both a sales tax and an income tax.
They have two children, April (age 17) and Martin (age 18). Travis is a mining engineer who specializes in
land reclamation. After several years with a mining corporation, Travis established a consulting practice that
involves a considerable amount of travel due to work he performs in other states. Amy is a registered nurse
who, until recently, was a homemaker. In November of this year, she decided to reenter the job market and
accepted a position with a medical clinic. The Carters live only a few blocks from Ernest and Mary Walker,
Amy Carter’s parents. The Walkers are retired and live on interest, dividends, and Social Security benefits.

Activities during the year with possible tax ramifications are summarized below.

The ad valorem property taxes on the Carters’ residence are increased, whereas those on the Walkers’

residence are lowered.

When Travis registers an automobile purchased last year in another state, he is required to pay a sales

tax to his home state.

As an anniversary present, the Carters gave the Walkers a recreational vehicle (RV).

Travis employs his children to draft blueprints and prepare scale models for use in his work. Both April

and Martin have had training in drafting and topography.

Early in the year, the Carters are audited by the state on an income tax return filed a few years ago. Later

in the year, they are audited by the IRS on a Form 1040 they filed for the same year. In each case, a tax
deficiency and interest were assessed.

The Walkers are audited by the IRS. Unlike the Carters, they did not have to deal with an agent, but
settled the matter by mail.

Explain these developments, and resolve the issues raised.

Read the chapter and formulate your response.




1-2 PART 1

LO.1

Explain the importance
of taxation and apply
methods for studying
this topic.

Introduction and Basic Tax Model

his chapter provides an introduction to our Federal tax system to set a foundation
for what you'll learn in subsequent chapters. Among the topics discussed:

e The importance and relevance of taxation and how to study taxation.

A brief history of the Federal income tax.

* The types of taxes imposed at the Federal, state, and local levels.

* Some highlights of tax law administration.

* Tax concepts that help explain the reasons for various tax provisions.

* The influence the Internal Revenue Service (IRS) and the courts have had in
the evolution of current tax law.

1-1 APPROACHING THE STUDY OF TAXATION

1-Ta What Is Taxation?
“Taxes are what we pay for civilized society.”

This is a famous quote from U.S. Supreme Court Justice Oliver Wendell Holmes, Jr.
(1841 to 1935)." It is engraved on the government building at 1111 Constitution Avenue
in Washington, D.C.—headquarters of the Internal Revenue Service (IRS). This quote elo-
quently sums up the primary purpose of taxation—to raise revenue for government opera-
tions. Governments at all levels—national, state, and local—require funds for defense,
protection (police and fire), education, roads, the court system, social services, and more.
Various types of taxes provide the resources to pay for government services.

In addition, taxation is often used as a tool to influence the behavior of individuals
and businesses. For example, an income tax credit (which reduces a taxpayer’s tax
bill) may be designed to encourage people to purchase a fuel-efficient car. A tobacco
excise tax may discourage individuals from smoking by increasing the cost of tobacco
products. The tax system can also be used to provide direct benefits to taxpayers, such
as to help pay for health insurance.

1-1b Taxation in Our Lives
“Nothing is certain, except death and taxes.”

Most people attribute this quote to Benjamin Franklin (1706-1790). Taxes permeate
our society. Various types of taxes, such as income, sales, property, and excise taxes
(discussed in text Section 1-4), come into play in many of the activities of individuals,
businesses, nonprofit entities (e.g., charitable organizations), and even governments.

Most directly, individuals are affected by taxes by paying them. Taxes may be paid
directly or indirectly. A direct tax is paid to the government by the person who pays the
tax. Examples include the personal income tax, which is paid by filing a personal income
tax return (Form 1040 at the Federal level), and property taxes on one’s home (paid to the
local government). Individuals also pay many taxes indirectly. For example, most states
impose sales tax on the purchase of tangible goods such as clothes. While this tax is col-
lected and remitted to the government by the seller, the buyer is charged the tax along
with the purchase price of the goods or services. Taxes also can be imposed indirectly
when embedded in the prices charged by the seller. For example, when you buy gasoline
for your car, the price you pay likely includes some of the income taxes and the gasoline
excise taxes owed by the oil company. And a renter indirectly pays property taxes assessed
on the landlord (who will consider that cost when determining how much rent to charge).

Ultimately, all taxes are paid by individuals. The corporate income tax, for example, is
paid directly by the corporation but is really paid indirectly by individuals in their capac-
ity as customers, investors (owners), or employees. Economists and others often study
this topic to estimate the percentage of the corporate income tax borne by individuals
in these different capacities. It is not easy to measure, but it is known that taxes are
passed along to individuals through higher prices, lower dividends, and/or lower wages.

Taxes also affect the lives of individuals via the ballot box. Federal, state, and local
elections often include initiatives that deal with taxation, such as whether state income

'\Compania General De Tabacos De Filipinas v. Collector of Internal Revenue,

275 U.S. 87, 100 (1927), dis:
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CHAPTER 1 An Introduction to Taxation and Understanding the Federal Tax Law

taxes should be raised (or lowered), whether a new tax should be imposed on soda,
or whether the sales tax rate should be changed. Candidates running for office often
have positions on tax changes they would like to make if elected.

Given the pervasiveness of taxation—in our roles as both direct and indirect payers of taxes
as well as citizens/voters—it is important that we understand how the tax system operates.

1-1c The Relevance of Taxation to Accounting
and Finance Professionals

The U.S. corporate income tax rate is 21 percent. State income taxes can easily constitute,
on average, an additional 5 percent. So a large corporation such as a Fortune 500 company
may have to devote 26 percent or more of its net income to pay income taxes. In addition,
businesses are subject to employment taxes, property taxes, sales taxes, and various excise
taxes. Corporations with international operations are subject to taxation in other countries.
Small businesses are also subject to a variety of taxes that affect profits and cash flows.
Given its significance, taxation is a crucial topic for accounting and finance professionals.
They must understand the various types of business taxes to assist effectively with the following:

* Compliance: Ensure that the business files all tax returns and makes all tax payments
on time. Mistakes and missed due dates will lead to penalties and interest expense.

* Planning: Help a business apply favorable tax rules, such as income deferral and
tax credits, to minimize tax liability (and maximize owner wealth). The time value
of money concept is also important here, as is coordinating tax planning with
other business goals to maximize earnings per share.

* Financial reporting: Financial statements include a variety of tax information,
including income tax expense on the income statement and deferred tax assets
and liabilities on the balance sheet. Footnotes to the financial statements report
various tax details, including the company’s effective tax rate. Computation and
proper reporting of this information require knowledge of both tax and financial
reporting rules [including the Financial Accounting Standards Board’s Accounting
Standards Codification (ASC) 740, Income Taxes.

e Controversy: This term refers to interaction a taxpayer may have with a tax agency
such as the IRS. The IRS and state and local tax agencies regularly audit tax returns
that have been filed to verify that taxes were properly computed and paid.

*  Cash management: Taxes must be paid on time to avoid penalties and interest. Income and
self-employment taxes must be estimated and paid quarterly and reconciled on the annual
return. Other taxes may be due weekly, monthly, or semiannually. Businesses must be sure
they have the funds ready when the taxes are due and have procedures to track due dates.

* Data analysis: With a majority, if not all, of a company’s records maintained in digi-
tal form, there are opportunities to use this information to enhance profits, better
understand the customer base, and improve and understand the information from a
tax perspective. Tax practitioners often need skills in data analysis and visualization
to identify samples for both internal and external audits, find ways to identify the
products and services subject to sales tax in different states, and extract tax data to
help inform other business functions such as where to locate a new sales office.

These tasks are also relevant to professionals such as CPAs who advise business and
individual clients.

The level and depth of tax knowledge needed for any accounting or tax professional
depends on the specific job. The vice president of tax for a company clearly needs
thorough knowledge in all areas of taxation; the same is true of a partner in a CPA firm.
In contrast, the corporate treasurer likely focuses more on cash management, while
working closely with the company’s tax advisers.

Ultimately, much of taxation is transaction-based. How a transaction is structured (e.g.,
as a sale or a lease) has varying tax consequences that must be considered. Even the pur-
chase of a home can result in significant change—the new mortgage interest and property
tax deductions may mean that an individual itemizes her deductions (using Schedule A
of Form 1040) rather than using the standard deduction. And life events such as marriage
(and divorce) will change an individual’s tax situation. Similar “life events” can also affect
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1-4 PART 1 Introduction and Basic Tax Model

LO.2

Describe some of the history
and trends of the Federal
income tax.

It is essential in working with taxation to maintain a balanced perspective. A corpora-
tion that is deciding where to locate a new factory does not automatically select the city
or state that offers the most generous tax benefits. Nor does the person who is retiring
to a warmer climate pick Belize over Arizona because the former has no income tax but
the latter does. Tax considerations should not control decisions, but they remain one of
many factors to be considered (and often one of the most significant).

1-1d How to Study Taxation

The goal of studying taxation is to be able to recognize issues (or transactions) that have
tax implications and, when possible, try to understand the justification for them. Sup-
pose, for example, that you come upon a situation that involves a discharge of indebted-
ness. If you know that forgiveness of debt results in income but that there are exceptions
to this rule, you're doing well. The issue has been identified, and the outcome (i.e.,
when an exception applies) can be resolved through research. A variety of commercial
and free tools and resources are available to help you research and reach a conclusion.
You may have heard that tax is a difficult subject because of the many rules, excep-
tions, and definitions. You even may have heard that taxation is boring. Taxation is a
challenging topic, but it is certainly not boring. Taxation is an important and exciting
topic due to constant change by the three branches of our Federal government (as well
as changes by state and local governments), the significance of taxes to the bottom line
of a company and an individual’s finances, and the impact on our economy and society.
Tax professionals tend to find enjoyment in their chosen field due to the intellectual
challenge of dealing with tax rules for compliance and planning purposes, the opportunity
to interact with colleagues or clients to help them understand the effect of taxes, and the
knowledge that their work affects the financial well-being of individuals and businesses.
In studying taxation, focus on understanding the rules and the why(s) behind them
(rather than memorizing the many isolated or disconnected rules and terms). The rules
become more meaningful by thinking about why they exist for the particular type of tax.
For example, why does the Federal income tax allow for a casualty loss deduction in certain
situations? Why is tax depreciation different from that used for financial reporting? Also con-
sider how the rules apply to different types of taxpayers (like employees, sole proprietors,
corporations, investors, children, and retirees). Also think about how the rules apply to
taxpayers of varying income levels and sophistication of transactions (a homeowner ver-
sus someone who owns assets in several countries). Aiming for understanding rather than
memorization will make your journey into the world of taxation interesting and meaningful
and will prepare you well for dealing with taxation in your accounting or finance career.
For tax professionals, the study of taxation is an ongoing and intriguing process.
When Congress changes the tax law, tax professionals must review the new rules in
order to understand how they affect clients or their employer. In addition, decisions
rendered by the courts in tax disputes and guidance issued by the Treasury Department
and Internal Revenue Service must be understood to ensure correct compliance with
the law as well as identification of updated and proper tax planning ideas.
Concept Summary 1.1 illustrates the various ways that individuals deal with, and are
affected by, taxes.

1-2 A BRIEF HISTORY OF U.S. TAXATION

1-2a Early Periods

An income tax was first enacted in 1634 by the English colonists in the Massachusetts
Bay Colony, but the Federal government did not adopt an income tax until 1861. In fact,
both the Federal Union and the Confederate States of America used the income tax to
raise funds to finance the Civil War.

When the Civil War ended, the need for additional revenue disappeared and the
income tax was repealed. Once again the Federal government was able to finance its
operations almost exclusively from customs duties (tariffs).

When a new Federal income tax on individuals was enacted in 1894, its opponents
were prepared to successfully challenge its constitutionality. In Pollock v. Farmers’ Loan

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-322

Copyright 2022 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CHAPTER 1 An Introduction to Taxation and Understanding the Federal Tax Law

Concept Summary 1.1

Individuals and Taxes

The diagram to the right illustrates the many ways individuals
interact with taxes. For example, as shown in the outer circle,
individuals pay taxes and file tax returns (tax compliance). They &
also engage in tax planning as part of their desire to maximize \\’é\
after-tax wealth. If their tax return is audited or they do not pay O@Q
their taxes, taxpayers will deal with the IRS or their state tax .\9
agency (tax controversy). Individuals deal with tax rules and
planning in their roles as consumers, employees, investors, and
business owners. Tax law is designed around these various tax-
payer activities. Finally, as shown by the inner circle, individuals ‘?%
have a personal responsibility to comply with tax laws and pay %
any taxes due. Individuals also have a civic responsibility to under- %
stand taxes in their role as citizens and voters. And individuals 62(,/ N
need to understand how taxes affect their personal cash flows, OQ&
consumption, and savings.

Use this diagram as you study the materials in this text, consid-
ering where in the circle various rules fit.

and Trust Co., the U.S. Supreme Court found that taxes on the income of real and per-
sonal property were the legal equivalent of a tax on the property involved and, there-
fore, required apportionment based on the population of the United States, as required
by Article I, Section 8 of the Constitution.”

A Federal corporate income tax, enacted by Congress in 1909, fared better in the
judicial system. The U.S. Supreme Court found this tax to be constitutional because it
was treated as an excise tax.” In essence, it was a tax on the right to do business in the
corporate form. So it was viewed as a form of the franchise tax.* Since the corporate
form of doing business had been developed in the late nineteenth century, it was
unknown to the framers of the U.S. Constitution. Because a corporation is an entity
created under law, jurisdictions possess the right to tax its creation and operation. Using
this rationale, many states still impose franchise taxes on corporations.

The ratification of the Sixteenth Amendment to the U.S. Constitution in 1913 sanc-
tioned both the Federal individual and corporate income taxes and, as a consequence,
neutralized the continuing effect of the Pollock decision.

1-2b Revenue Acts

After the Sixteenth Amendment was ratified by the states, Congress enacted the Revenue
Act of 1913. Under this Act, the first Form 1040 was due on March 1, 1914. The law
allowed various deductions and personal exemptions of $3,000 for a single individual and
$4,000 for married taxpayers. These large exemptions excluded all but the more wealthy
taxpayers from the new income tax.’ Rates ranged from a low of 1 percent to a high of
6 percent. The 6 percent rate applied only to taxable income in excess of $500,000.°
Various revenue acts were passed between 1913 and 1939. In 1939, all of these rev-
enue laws were codified (arranged in a systematic manner) into the Internal Revenue
Code of 1939. In 1954, a similar codification took place. The Internal Revenue Code
of 1986, which largely carries over the provisions of the 1954 Code, is our current law.
Tax law changes occur almost every year (how this happens is discussed in Chapter 2).

Personal
D (&3 Responsibilities

Tax Controversy

1-5

3 AFTR 2602, 15 S.Ct. 912 (USSC, 1895). See Chapter 2 for an explanation ’A $3,000 exemption in 1913 would be about $79,000 today, while a $4,000

of the citations of judicial decisions.
SFlint v. Stone Tracy Co., 3 AFTR 2834, 31 S.Ct. 342 (USSC, 1911).

“See the discussion of state franchise taxes later in text Section 1-4g.

exemption would be about $106,000.

®This should be contrasted with the highest 2021 tax rate of 37%, which
applies once taxable income exceeds $523,0600 for single taxpayers and

$628,300 for married taxpayers filing a joint return.
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1-6 PART 1 Introduction and Basic Tax Model

LO.3

Describe and apply principles
and terminology relevant to
the design of a tax system.

1-2c Trends

The income tax is a major source of revenue for the Federal government. Exhibit 1.1 shows
the tax revenue sources’ and the importance of the income tax. Income tax collections
from individuals and corporations amount to 58 percent of the total receipts. One revenue
source missing from the Exhibit 1.1 pie chart is borrowing to cover the deficit, which in
recent years has represented between 10 to 40 percent of total government revenues.

The need for revenues to finance the war effort during World War II converted the
income tax from one that applied mostly to high-income individuals to a mass tax. In
1939, less than 6 percent of the U.S. population was subject to the Federal income tax.
By 1945, more than 74 percent of the population was subject to the Federal income tax.”

Certain tax law changes are important to understand. In 1943, Congress passed the
Current Tax Payment Act, which provided for a pay-as-you-go tax system. A pay-as-
you-go income tax system requires employers to withhold a specified portion of an
employee’s wages and remit them to the government to cover the worker’s income
taxes. Persons with income from other than wages may have to make quarterly pay-
ments to the IRS for estimated taxes due for the year.

The increasing complexity of the Federal income tax laws causes concern among
many, including lawmakers, taxpayers, and tax practitioners. Congress has added to this
complexity by frequently changing the tax laws (e.g., by adding or deleting deductions
or tax credits). This complexity forces many taxpayers to seek assistance in preparing
their income tax returns. According to estimates, more than one-half of individual tax-
payers who file a return pay a preparer and one-third purchase tax software.’

New ways of doing business and living often require changes to the tax law. For
example, increased longevity requires a need for more revenues from Social Security taxes
(and/or an increase in retirement age). Increased global business activity means modifying
a country’s tax system to be more in line with other countries to make sure businesses
are not impeded when entering the global marketplace. Ideally, lawmakers should review
tax systems periodically to ensure that they continue to be efficient in light of changes in
how businesses and individuals function.

1-3 TAXSYSTEM DESIGN

1-3a Legal Foundation

Article I, Section 8 of the U.S. Constitution states in part: “The Congress shall have power
to lay and collect taxes.” The Constitution also provided some limits on this taxing
power, which led to the enactment of the Sixteenth Amendment to allow for an income

EXHIBIT 1.1 Federal Tax Revenues (Estimated) in 2021

2% <2%<1%

[l Individual Income Taxes
Corporate Income Taxes
[ Payroll Taxes
Excise Taxes

B Customs Duties

[l Estate and Gift Taxes

"Revenue data can be found at chbo.gov and whitehouse.gov/omb. The ®Richard Goode, The Individual Income Tax (Washington, D.C.: The
instruction booklet for Form 1040 includes a revenue pie chart that includes Brookings Institution, 1964), pp. 2—4.
borrowing to cover the deficit, as well as a pie chart that shows government “The Tax Foundation estimates that individual taxpayers spend over $20 billion

spending in broad categories.

and devote about 1.35 billion hours in preparing their tax returns.
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CHAPTER 1 An Introduction to Taxation and Understanding the Federal Tax Law

tax (discussed in text Section 1-2a). This history lesson is important for a legislature or
an electorate that wants to change a tax system. The jurisdiction’s underlying governing
documents (whether a country, state, or city) must be reviewed to determine whether
they impose any restrictions relevant to taxation.

For example, the California Constitution (Article 13A) states that the maximum tax
rate for real property taxation is 1 percent. The Florida Constitution (Section 5) speci-
fies limits on the imposition of income taxes on natural persons. Also, state law may
impose limitations on the types or amounts of taxes that cities and counties can impose.

Thus, the governing documents of a jurisdiction must be considered as part of any
effort to modify that jurisdiction’s tax system to make sure the change is permissible. If a
change is not permissible but desired, then the governing document must be amended,
as was done with the addition of the Sixteenth Amendment to the U.S. Constitution.

1-3b The Basic Tax Formula

The basic formula for any tax is:

Tax base e Tax rate e Tax liability

Tax Base

A tax base is the amount to which the tax rate is applied. In the case of the Federal
income tax, the tax base is taxable income. As noted later in the chapter (Exhibit 1.3), tax-
able income is gross income reduced by certain deductions (both business and personal).

Tax Rates

Tax rates are applied to the tax base to determine a taxpayer’s liability. Some taxes,
like the sales tax and the gasoline excise tax, apply a fixed tax rate to all transactions.

Kansas applies a sales tax rate of 6.5% to all taxable items. In contrast, lllinois applies a sales tax rate
of 6.25% for most taxable items but applies a rate of 1% when the tax base consists of food or pre-
scription drugs.

Alternatively, for some taxes, tax rates may vary depending on the details of the tax
base. Income taxes tend to use a progressive tax rate structure where a higher rate of
tax applies as the tax base increases.

Bill and Chris, a married couple filing jointly, have taxable income of $15,000. Their Federal income tax

rate for 2021 is 10%, which is the rate that applies to the first $19,900 of taxable income for a married

couple filing jointly. 2
If, however, their taxable income is $85,000, their Federal income tax rates progress from 10% to

12% to 22% as their taxable income increases. In this case, their 2021 Federal income tax liability is

$10,197. The Federal income tax uses a progressive rate structure that applies higher rates to taxable

income (the tax base) as that income increases (see Appendix A to confirm these calculations, and

note how progressivity is built into the rate structure of the Federal income tax).

The basic tax formula (shown above) is relevant for both computing taxes and planning,
as well as for reforming a tax system. For example, if a legislator wants to lower tax rates but
generate the same amount of tax revenues, the tax base must be increased. However, if she
wants to increase tax revenues, the tax base can be increased or tax rates can be increased
(or both can be increased). Changes to the tax base will depend on how it is constructed.
For example, the income tax base is taxable income (income minus income exclusions minus
deductions). To increase this tax base, income exclusions could be eliminated or deductions
could be limited. The details of the income tax base are discussed in later chapters. Tax

system changes also involve canons (or principles) of taxation, discussed next.
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1-8 PART 1 Introduction and Basic Tax Model

1-3¢ Tax Principles

In the late 1700s, Adam Smith identified the following canons (or principles) of taxation,
which are still considered today when evaluating a particular tax structure:'’

Equity. Each taxpayer enjoys fair or equitable treatment by paying taxes in propor-
tion to his or her income level. Ability to pay a tax is one of the measures of how
equitably a tax is distributed among taxpayers.

Certainty. A tax should be certain rather than arbitrary. Taxpayers need to be able
to understand how tax rules work so that they understand the effect of the rules
on various transactions and can comply.

Convenience of payment. Taxes should be imposed in a manner that involves a
convenient time for payment. An advantage of the existing withholding system
(pay-as-you-go) is its convenience for taxpayers.

Economy in collection. A good tax system involves only nominal collection
costs by the government and minimal compliance costs on the part of the
taxpayer.

The American Institute of Certified Public Accountants (AICPA) has issued sug-
gestions to guide tax reform and policy activities. Titled Guiding Principles of Good
Tax Policy: A Framework for Evaluating Tax Proposals, the monograph identifies
12 principles that are commonly used as indicators of desirable tax policy. The first
four principles are adapted from Adam Smith’s The Wealth of Nations. The complete
list follows:"'

1.
2.

10.
11.

12.

Equity and Fairness. Similarly situated taxpayers should be taxed in a similar manner.
Certainty. Taxpayers should have certainty rather than ambiguity as to when and
how a tax is paid as well as how to calculate it.

Convenience of Payment. A tax should be due at a time and manner that is most
convenient for the taxpayer.

Effective Tax Administration. Tax compliance and administrative costs should be
kept to a minimum.

Information Security. Taxpayer information must be protected from improper
disclosure.

Simplicity. Tax rules should be simple so that taxpayers understand them and can
follow them in a cost-efficient manner.

Neutrality. The effect of tax rules on taxpayer decision making should be kept
to a minimum.

Economic Growth and Efficiency. The tax system should not harm economic
growth or distort economic effects among different activities and investments.
Transparency and Visibility. Taxpayers should know that a tax exists and how
and when it applies to them.

Minimum Tax Gap. A tax should be structured to minimize noncompliance.
Accountability to Taxpayers. Taxpayers should have access to information on taxes
as well as proposed law changes and their rationale.

Appropriate Government Revenues. Tax rules should enable the government to
predict the amount and timing of revenue production.

Exhibit 1.2 provides an application of these principles to a proposed tax law
change.

o 1-4 MAJOR TYPES OF TAXES

Identify the different taxes
imposed in the United States
at the Federal, state, and local

Why does a text devoted primarily to the Federal individual income tax discuss state
and local taxes? A simple illustration demonstrates the importance of non-Federal

levels.
taxes.
7he Wealth of Nations (New York: Dutton, 1910), Book V, Chapter II, Part II. Debate: Background, Criteria, & Questions, 2005. As “long-standing cri-
YMAICPA, Guiding Principles of Good Tax Policy: A Framework for Evaluating teria,” the GAO lists “equity; economic efficiency; and a combination of
Tax Proposals, 2017. Similarly, see GAO, Understanding the Tax Reform simplicity, transparency, and administrability.”
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CHAPTER 1 An Introduction to Taxation and Understanding the Federal Tax Law 1-9

Rick is employed by Flamingo Corporation in San Antonio, Texas, at a salary of $74,000. Rick's
employer offers him a chance to transfer to its New York City office at a salary of $94,000.

Although Rick must consider many nontax factors before he decides on a job change, he should
also evaluate the tax climate. How do state and local taxes compare? For example, neither Texas nor
San Antonio imposes an income tax, but New York State and New York City do. A quick computation
indicates that the additional income taxes (Federal, state, and local) involve approximately $12,000.

Consequently, what appears to be a $20,000 pay increase is actually only about $8,000 when
the additional $12,000 of income taxes are taken into account. Other taxes and costs (e.g., sales
taxes, property taxes, food, utilities, transportation) will also have to be factored into a decision.

EXHIBIT 1.2

Application of the Guiding Principles of Good Tax Policy

The Guiding Principles of Good Tax Policy can be applied to evaluate an existing tax rule or a proposed change. Here is an example of how
the principles apply to a state’s proposal to exempt college textbooks from sales tax.

Principle Application Result
Equity and fairness Although all college students would pay no sales tax on their textbooks, the effect varies Not fully met
among students based on their ability to pay. This proposal provides tax savings not
only to lower-income students but also to higher-income students who may not need
the tax break to cover school costs. Also, higher-income students might buy full-price
new books rather than lower-cost used books, resulting in larger tax savings.
Certainty College textbooks can be identified, such as by looking at what is listed on a course syllabus. Met
Convenience of A sales tax exemption generally means that the tax is not owed at the time of purchase. Met
payment If, instead, the exemption is structured for the student to pay the sales tax and apply
for a refund later, convenience of payment would not be met.
Effective tax Sellers will have additional record keeping and reporting requirements to separate tax-exempt Not met
administration textbook sales from taxable sales. Some type of system is needed to prove that the buyer
is a student purchasing a book for a college class. The state tax agency will incur additional time
and costs in writing rules, modifying tax forms, and auditing compliance with the new rule.
Information security If obtaining the exemption requires that students show proof to retailers that they are a student, Likely met
there should be no need to provide a Social Security number. If students are required to claim
the exemption with the state tax agency after purchasing the textbooks, the agency might
request a student’s Social Security number, which could increase the risk of identity theft.
Simplicity “Textbook” needs to be defined. The intent of the exemption is to benefit students. The Not met
seller needs to verify that the book is for use by a student for a class. For example, both
students and nonstudents might buy a copy of Romeo and Juliet. Only the student
purchasing it for a college class is entitled to the sales tax exemption. Complexity exists
in the procedures needed to ensure that the exemption is used properly.
Neutrality Students purchase textbooks because they are needed for class. The exemption is Met
unlikely to change a student’s behavior.
Economic growth The exemption will reduce costs of attending college by a small amount. As a result, the Met
and efficiency change is unlikely to result in a greater number of college graduates (which might
benefit the economy). Savings from not paying sales tax might be spent on other
consumables. The impact on the economy is likely minor.
Transparency and Students and textbook sellers are likely to be aware of the exemption because colleges Met
visibility will promote it as a reduction in the cost of attending college.
Minimum tax gap Students may abuse the rule by using the exemption for books that are not for class use. Not met
Nonstudents may abuse this rule by claiming they are college students.
Accountability to Were students and universities, particularly those funded by the state, aware of the More
taxpayers textbook sales tax exemption proposal? Students and universities could provide information
information to legislators on whether there is a need for a sales tax exemption or if needed
other financial support would be more helpful. Bookstores would want an opportunity
to provide information on the compliance costs and challenges of the exemption.
Appropriate government  Existing data on how many textbooks are purchased enable the government to estimate how Met

revenue

much tax revenues will decrease due to the new exemption.

Conclusion: Although the majority of the principles are met, the ones that are not met (effective tax administration, simplicity, and minimum
tax gap) are significant. If lawmakers believe this tax exemption is necessary to help lower costs for college students, they should consider
alternative means of achieving the goal that are less complex. For example, grants could be offered or increased for college students in

need of financial assistance.
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