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Chapter 12

Planning Your Tax Strategy

What You’'ll Learn

Section 12.1
' = Discuss the importance of tax planning.

= |dentify your taxable income.

= Explain deductions and tax credits.

= Explain the W-4 form.
Section 12.2

= Describe the types of federal income tax forms.
Section 12.3

= |dentify tax strategies.

Business and Personal Finance Unit 4 Chapter 12 © 2007 Glencoe/McGraw-Hill 1



As K STANDARD
&POOR'S

Electronic Taxes

= Q: I'would like to file my income tax form electronically. Is it
risky to file through the Internet?

= A: If you are concerned about being charged late penalties
If your tax return is not received by the IRS via the Internet,
you can protect yourself by using filing services that offer a
receipt, such as a confirmation number or e-mail
confirmation.

Go to financeO7.glencoe.com to complete the Standard &
Poor’s Financial Focus activity.
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Section 12.1

Income Tax Fundamentals

Why would
planning a tax
strategy be a
good idea?

J

Main Idea

Taxes are an important part of financial
planning. There are several types of taxes and
terms to know for preparing your tax return.
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Section 12.1

Income Tax Fundamentals

Taxes and You

Taxes are an everyday expense of life that allow
your local, state, and federal governments to
provide important services.

These services include:

Medicare and Medicaid

The military and the national debt
Police and fire protection

Public schools

Road maintenance

Parks and libraries

Safety inspection of foods, drugs, and
other products
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Section 12.1

Income Tax Fundamentals

tax liability Effective Tax Planning

the total amount Effective tax planning can help you have money
(RS left after paying taxes and living expenses.
) - Use several strategies to plan for taxes:

= Find out how the current tax laws and
regulations affect you.

= Maintain complete and accurate tax
records.

= Learn how to make decisions that can
reduce your tax liability.
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Section 12.1

Income Tax Fundamentals

Types of Taxes

Ry Throughout your life, you will pay different types
o of taxes in four major categories:

“r i = Purchases
ety = Property
= Wealth
= Earnings
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Section 12.1

Income Tax Fundamentals

Taxes on Purchases
Sales taxes are;:

* Added to the prices of most products you
purchase

= Collected by state and local governments

Many states do not charge sales tax on food
and medicine.
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Section 12.1

Income Tax Fundamentals

Taxes on Property

Real estate property tax is a major source of
Income for local governments. This tax is based
on the value of land and buildings.

In some areas of the country, state and local
governments may assess taxes on the value of
property, such as:

= Automobiles

= Boats

= Furniture

= Farm equipment
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Section 12.1

Income Tax Fundamentals

f estate tax A Taxes on Wealth
a federal tax The three main types of federal taxes on wealth
collected on the :
are:
= value of a
* person’s property " Estate taxes
| atthe time of his * |[nheritance taxes
j or her death = Gift taxes (collected on money or
4 inheritance tax property valued at more than $11,000,
3 2 state tax given by one person to another in a
J collected on the single year)
; Pproperty left by a Gifts of any amount that are designated for

person to his or

L . educational or medical expenses are not subject
her heir(s) in a will

to gift taxes.
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Section 12.1

Income Tax Fundamentals

income tax Taxes on Earnings

th? tax on wage;, The personal income tax is the federal

selllles, elel sel- government’s main source of revenue.
! employed _ :
* earnings Soua_ll Security funds are also collected as a tax
| J and finance:

' = Retirement

= Disability

= Life insurance benefits

The Internal Revenue Service (IRS) Is the
federal agency that collects these taxes.
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Section 12.1

Income Tax Fundamentals

income tax A Understanding Income Taxes

N return .
You determine the amount of tax you owe when

= e @i Hilel) & filling out your income tax returns. Some
taxpayer reports J o1y |

how much money examples of these forms include:
| heorshe = 1040
g received from = 1040EZ

working and other _ |
sources, and the If the income tax you paid through your

L exact taxes that er_nploye_r is greater than your tax liability, you
P are owed / will receive a refund.
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Section 12.1

Income Tax Fundamentals

\
exclusion Gross and Adjusted Gross Income
Income that is not Gross income, or total income, can include any
subject to taxes ) of the following components:

= Earned income
= |nterest income
= Dijvidend income

Your gross income can also be affected by
exclusions.
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Section 12.1

Income Tax Fundamentals

adjusted gross \
income - :
_ You pay income tax on your adjusted gross
OIS ITE0lnis income, not on your gross income.
= after calculating Th duct g :
e R e The re yctlons, or adjustments to your income,
; ) iInclude items such as:

Contributions to an IRA
Student loan interest

The correct amount of your adjusted gross
Income is important because it is the basis for
other tax calculations.
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Section 12.1

Income Tax Fundamentals

taxable income\ Your Taxable Income

your agjusted | When you determine your adjusted gross

gross Income 1ess Income, you can figure out your taxable income.
 any allowable tax _ _

deductions and Your income tax iIs calculated based on the

exemptions amount of your taxable income.

'I*.\‘ j
| e " + -
. il
'
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Section 12.1

Income Tax Fundamentals

tax deduction \

b an expense that you
can subtract from

4 your adjusted gross
| income to figure

| your taxable income

: itemized deduction

* a specific expense

<. that you deduct from

4 your adjusted gross
% iIncome

standard

4 deduction

</ an amount of money
1 set by the IRS that

= |S not taxed

You may qualify for certain tax deductions that
can reduce your taxable income. A few of the
most common itemized deductions include:

Medical and dental expenses
Taxes

Interest

Contributions

Every taxpayer receives at least the standard
deduction. If you qualify for both the standard
and itemized deductions, you must choose
which one to take.
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Section 12.1

Income Tax Fundamentals

exemption ﬂ\\

a o_leduction from You will also be able to receive tax deductions
adjusted gross for your dependents. To qualify as a dependent,
'tgi;g‘;e:o:htze a person must meet all of the following

’ requirements:

| spouse, and

qualified A dependent must not earn more than a

* dependents set amount unless he or she is under age
/ 19 or is a full-time student under age 24.

He or she must be a specified relative or
live in the home of the taxpayer who
claims him or her on the tax return.

More than half of a dependent’s support
must be provided by the taxpayer who
claims him or her on the tax return.
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% an amount of
1 be subtracted

| you owe

Section 12.1

Income Tax Fundamentals

tax credit \

money that can

directly from taxes

Calculating Your Tax

Once you know your taxable income, you can
calculate how much income tax you owe by
using a:

= Tax Table

= Tax Rate Schedule

Your income tax may be reduced by a tax credit.
A tax credit:

= |s an expense that you can subtract from
your adjusted gross income

= Results in a dollar-for-dollar reduction in
the amount of taxes you owe
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Section 12.1

Income Tax Fundamentals

- Making Tax Payments
Ry You can pay your income taxes to the federal
government through:
= Estimated payments
= Payroll withholding payments

People who are self-employed may pay
estimated taxes each quarter.
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Section 12.1

Income Tax Fundamentals

§ allowance N Payroll Withholding
an adjustment to To fill out a W-4 form, you need to:
= TEp vl = Fill in your name, address, and Social
g from ﬁ’oulz based Security number.
paycheck, base _ . .
| on your marital Imnglrcﬁia(;tceI whether you are single or
g Status and _ '
* whether you have = Write the number of allowances you are
- dependents claiming.

= |ndicate how much additional money you
wish to have withheld.

= Sign and date the form.

An allowance can reduce the amount of income
taxes your employer withholds, or deducts, from
your paycheck to send to the IRS.
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Section 12.1

Income Tax Fundamentals

Estimated Payments
If you are self-employed, you will need to make

_ *-'"""_'_’ estimated payments to the government, based
on your estimate of taxes due at the end of the
year.

20
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Section 12.1

Income Tax Fundamentals

Claiming Allowances

e Claiming few or no allowances on your W-4
g form is one way to:

e = Get tax refunds from the government.
' = Create a “forced savings account.”
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Section 12.2

Preparing an Income Tax Return

4 -
. = 1
1«40 “
" i
’ { [ L e = g

What factors
might determine
whether you have
to file income
taxes?

o

/

Main Idea

Special information and documents are needed
to prepare income tax returns. You can choose
one of three main federal tax return forms.
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Section 12.2

Preparing an Income Tax Return

The W-2 Form

When it is time for you to file your annual
Income tax return, your employer will send you a
W-2 form, or Wage and Tax Statement.

This form lists:
= Your annual earnings

= The amount withheld from your
paychecks for federal income taxes,
Social Security, and any applicable state
and local income taxes
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Section 12.2

Preparing an Income Tax Return

Understanding the Federal Income

Tax Return

Before you begin filling out your income tax
return, consider some basic information:

= Who must file
= Deadlines and penalties
= Tax forms

24
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Section 12.2

Preparing an Income Tax Return

Who Must File?

You are required to file a federal income tax
return if:

= Your income is above a certain amount.

= You are a citizen or a resident of the
United States.

= You are a U.S. citizen who resides in
Puerto Rico.

The amount of your income tax return is based
on your filing status and other factors, such as
your age.
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Section 12.2

Preparing an Income Tax Return

- The five filing status categories are:
e Single
Married, filing a joint return
Married, filing separate returns
Head of household
Qualifying widow or widower
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Section 12.2

Preparing an Income Tax Return

N

extension

an extended
deadline for filing

3 an income tax

return

Deadlines and Penalties

If you cannot meet the April 15th income tax
return deadline, you can file a form by that date
to receive a four-month extension.

Failing to file a required tax return:
= |s a serious violation of the tax code
= Can result in a substantial penalty

27
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Section 12.2

Preparing an Income Tax Return

Choosing the Tax Form

- The IRS offers about 400 tax forms and
— schedules. However, you have a choice of three
basic forms:

= Form 1040EZ
= Form 1040A
= Form 1040

Form 1040 is an expanded version of Form
1040A.
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Section 12.2

Preparing an Income Tax Return

- Form 1040EZ is the simplest tax form to
— complete. You may use this form if:

Your taxable income is less than
$100,000.

You are under age 65.
You claim no dependents.

Your income consisted of only wages,
salaries, and tips, and no more than
$1,500 of taxable interest.

You will not itemize deductions, claim any
adjustments to income, or claim any tax
credits.
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Section 12.2

Preparing an Income Tax Return

Completing the Federal Income Tax
Return

Filling out a federal income tax return does not
have to be difficult as long as you:

= Are prepared

= Have the correct documents and
Information

= Understand the form you are using

Make a rough draft of your tax return before you
complete a final draft.
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Section 12.2

Preparing an Income Tax Return

Gathering Information and Documents

Being prepared at tax time means you have all
the necessary documents.

The following checklist of documents will help
you complete a successful tax return:

= Tax forms and instruction booklets
= Copies of your tax returns

= Your W-2 form

= Interest and dividend forms

31
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Section 12.2

Preparing an Income Tax Return

Completing the Form 1040EZ
To complete Form 1040EZ:

Print your name, address, and Social
Security number.

Enter the total wages from your W-2 form.

Enter the amount of interest from your
savings account.

Enter the amount of income tax that was
withheld from your paychecks.

Sign and date your income tax return.
Enter your occupation.
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PSP Form 1040EZ I
Department of the Treasury—Tntermal Revense Service
Form, Income Tax Return for Single and
1040EZ Joint Filers With No Dependents o 20—— .
Your first name and initial Last nama *,  Your social security number
Label [, A, IRVING 1231 XXi KXXX
(See page 11.) | A [t ot retum, spouse’s st name and inital |  Last name i Spouse’s social security number
Use the IRS | & i i 8
gbht:l- Horme adress inumber and sireet). i you have a P.O. box, see page 11 At no. A A
therwise, H
plenss print | £ |23 CEDAR GLENN Important!
or type. B [t o posit o, saie.an ZIP code 1 yout e foreign adross, see pago 17 You must enter your
N(s) above.
i ARLINGTON, ILLINOIS &I312 __ SSN@abow.
Election s e ~ You Spouse
Campaig; Note, Checking “Yes” will not change your tax or reduce your refund. 2
paign F
(page 11) Do you, or your spouse if & joint return, want 53 fo go o this fund? . . . . . . % [ves BNo Clyes Cno
1 Wages. salaries, and tips. This should be shown in box | of your Form(s) W-2.
Income Autach your Form(s) W-2. 1 10,250 |00
Attach
Formis) W-2 2 Tuable interest. If the total i over $1.500. you cannot use Form 1040EZ. 2 45 (00
Enclose, but 3 Unemployment compensation and Alaska Permanent Fund dividends
gﬁynpmayal&:cmh' (see page 13). 3
4 Add lines 1, 2, and 3. This is your adjusted gross income. 4 10,295 |00
o 5 Can your parenis {or someone else) claim you on their return?
rrlous!. c:auck Yes.  Enter amount from No. If single, enter $7,950.
worksheet on back. If married filing jointly, cnter $15,900.
Yes or No. X U ek explanation. 5 4,850 |00
6 Subtract line 5 from line 4. If line 5 is larger than line 4, enter -0-,
This is your taxable income. [ 5445 100
Payments
i 7 Federal income tax withheld from box 2 of your Form(s) W-2. ¥ 1,375 00
and tax : =
8a_Earned income credit (EIC). 8a
b Nontaxable combat pay election. 8
9 Add lines 7 and 8a. These are your total payments. > 9 1,375 00
10 Tax. Use the amount on line 6 above to find your tax in the x table on pages
24-32 of the booklet. Then, enter the tax from the table on this line. 10 5'-}3 00
Refund
I1a If line 9 is larger than line 10, subtract line 10 from line 9. This is your refund. > lla
Have it gériegw
deposited! See
93?19;31?"“ fill » b Routing number ED:D:D:DH > ¢ Type: [ Checking O
in11b, 11¢,
and 11d.
> d awounnmber [ T T TTTTTTTTTTTITT]
Amount 12 If line 10 is larger than line 9, subtract line 9 from line 10. Thi
you owe the amount you owe. For details on how to pay, see page 19, > 12
Third party Do you want to allow ancther persen 1o discuss this return with the IRS (see page 197 [ Yes. Complete the following. X|No
i Designee’s Phang Personal identification
designee name B no.  » | ) number (PIN) pl
Sign Under penalties of periury, | declare that | have examined ihis retum. and to the best ol my knowledge and beliel, It is true, correct, and
g accurately lists all amounts and sources of income | received during the tax year. Declaration of preparer (other than the taxpayer) is based
here on all information of which the preparer has any knowledge.
Joint return? Your signature Date ‘Your occupation Daytime phone number
Jaman, 4 T 2)2)——| ASSISTANT MGR. | (815 555-194
ﬁ*’-y%irmﬁi‘ Spouse's signatura. If a joinl ratur, both must sign. Date “Spousa's oooupation
records.
Paid Freparers ’ l Date | S Preparer's SSN or PTIN
renarar's signature setf-employed [ ]
prep ; Fr e for ’ [ Emn :
irs if salf-empl .
uge only rass. and 2P oo | Phoneno. ¢ )
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 23, Cat. No. 11329W form 1040EZ (20-
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Section 12.2

Preparing an Income Tax Return

Completing the Form 1040A
Some taxpayers benefit from using Form

_ *-'"""_'_’ 1040A. This form enables taxpayers to claim
deductions that will reduce the amount of tax
B et they must pay.

34
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Section 12.2

Preparing an Income Tax Return

Filing Your Federal Income Tax Return

You have several ways to file your federal
Income tax return:
= Fill out the forms and mail them to the
IRS.
= Use an authorized IRS E-file provider to
transmit your return directly to an IRS
computer.
= Use your personal computer and tax
software to prepare your own tax return
via E-file.
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Section 12.2

Preparing an Income Tax Return

Completing State Income Tax Returns

The seven states that do not have a state
Income tax are:

Alaska
Florida
Nevada
South Dakota
Texas
Washington
Wyoming

States usually require their income tax returns to
be filed at the same time as federal income tax
returns.
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Section 12.3

Tax Assistance and Strategies

4 -
. = 1
1«40 “
" i
’ { [ L e = g

Who do you think
IS an appropriate
professional to

hire for preparing

our taxes?
\J /

Main Idea

As your income and investments increase and
your personal life changes, preparing your taxes
may become more complex.
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Section 12.3

Tax Assistance and Strategies

Tax Assistance
When your tax preparation becomes

complicated, you can find assistance through:

Professionals and agencies

A variety of software programs for tax
preparation

How-to books about tax planning and
completing tax forms

Personal finance magazines
The IRS Web site

Business and Personal Finance Unit 4 Chapter 12 © 2007 Glencoe/McGraw-Hill

38



Section 12.3

Tax Assistance and Strategies

tax audit

a detailed
examination of

1 your tax return by

_ the IRS

N

4

Tax Audits

The IRS reviews all tax returns for
completeness and accuracy.

If your math is incorrect, the IRS may:

= Reconfigure your tax return and send you
either a bill or a refund

= Audit your tax return and request
additional information

The IRS does periodic tax audits to determine
whether taxpayers are paying all of their
required taxes.
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Section 12.3

Tax Assistance and Strategies

Planning Tax Strategies

Smart taxpayers know how to legally minimize
the amount of tax they have to pay.

You can reduce the amount of tax you owe by
using various strategies related to:

= Purchases
= |nvestments
= Retirement

Business and Personal Finance Unit 4 Chapter 12 © 2007 Glencoe/McGraw-Hill
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Section 12.3

Tax Assistance and Strategies

Consumer Purchasing Strategies

- The buying decisions you make can affect the
e amount of taxes you pay. For example, if you
purchase a house:

= The interest you pay on your mortgage
and your real estate property taxes are
deductible.

= You can deduct the interest on a home
equity loan.
Some job-related expenses may also be
deducted.
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Section 12.3

Tax Assistance and Strategies

_ Investment Decisions
b Certain investment decisions may:
' - = Reduce your income tax

= |ncrease your income

= Lower your taxes

For example, the interest on municipal bonds is
not usually taxed.

Other investments may be tax-deferred, which
means that the income Is taxed at a later date.
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Try Layaway

Some stores offer layaway plans. If you want to buy that
special dress, pair of pants, or coat, ask the store about its
layaway plan. You make installment payments and get the item
when the last payment is made. This is a no-interest way of
paying that does not require a credit card.

If you want to buy a pair of skis that costs $240, how long will
you make monthly payments of $307?
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Section 12.3

Tax Assistance and Strategies

| Retirement Plans
R Now is the time to start planning for your
—— retirement.

To encourage early planning, the government
allows you to defer paying taxes on money that
you invest in retirement plans.

44
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Section 12.3

Tax Assistance and Strategies

_ Changing Your Tax Strategy

“ Since tax laws are always changing, your tax
strategies should change too.
As the government allows new deductions or as
deductible amounts change, you should review

your financial plans to always take full
advantage of new tax laws that may reduce the

amount you pay.
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Chapter 12

Planning Your Tax Strategy

Key Term Review

= tax liability = exemption
= estate tax = tax credit
= Inheritance tax = allowance
= jncome tax = extension
= jncome tax return = tax audit

= exclusion

= adjusted gross income
= taxable income

= tax deduction

= standard deduction

= jtemized deduction

Business and Personal Finance Unit 4 Chapter 12 © 2007 Glencoe/McGraw-Hill
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Chapter 12

Planning Your Tax Strategy

Reviewing Key Concepts
1. Describe how taxes have an impact on financial planning.

Financial planning involves taxes because they reduce your take
home pay. Other financial decisions also affect the amount of
taxes you pay.
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Chapter 12

Planning Your Tax Strategy

Reviewing Key Concepts

2.  Explain how you determine your adjusted gross income and
taxable income.

Adjusted gross income Is your gross income after calculating
certain reductions.
These reductions, or adjustments to your income, include items
such as:

=  Contributions to an IRA

=  Student loan interest
Your taxable income is earned income plus interest and dividend
Income minus exclusions, deductions, and exemptions.
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Chapter 12

Planning Your Tax Strategy

Reviewing Key Concepts

3. Describe why you should itemize deductions as opposed to
taking the standard deduction.

You should itemize deductions if this total is greater than the
standard deduction.
A few of the most common itemized deductions include:

= Medical and dental expenses

= Taxes

- Interest

=  Contributions
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Chapter 12

Planning Your Tax Strategy

Reviewing Key Concepts

- " 4. Identify the factors to consider when filling out the W-4 form
s for your employer.

To fill out a W-4 form, you need to:
= Indicate whether you are single or married.
=  Write the number of allowances you are claiming.

= Indicate how much additional money you wish to have
withheld.

=  Determine whether you are exempt from paying
Income tax.

Business and Personal Finance Unit 4 Chapter 12 © 2007 Glencoe/McGraw-Hill
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Chapter 12

Planning Your Tax Strategy

Reviewing Key Concepts
5. Describe the 1040EZ, 1040A, and 1040 income tax forms.

Form 1040EZ is for filers with:
= No dependents
= Less than a certain amount in taxable income
Form 1040A allows filers to claim deductions for:
=  |RA contributions
=  Tax credits
Form 1040 must be filed if you are:
=  |temizing deductions
=  Have more than a certain amount in taxable income
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Chapter 12

Planning Your Tax Strategy

| Reviewing Key Concepts
B 6. List some tax advantages of retirement investing.

To encourage early planning, the government allows you to defer
paying taxes on money that you invest in retirement plans.

52
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BusinessWeek

O N L I N E

Newsclip: Tax Checkup
Tax laws can change each year. Knowing the new rules can help
you save money.

Log On Goto financeO7.glencoe.com and open Chapter 12.
Learn about the laws or tax updates during 2004. What do you
need to know before filing your tax return from your summer job?
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