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Protecting
Your
Finances
Internet
Project
Avoiding Financial
Fraud
You might experience financial trouble if you
trust the wrong person or buy financial products
from a disreputable company. You should plan for
unforeseen problems. In this project, you will learn
how to spot financial fraud and scams, and write a
plan designed to help you protect your finances.
Log on to finance07.glencoe.com. Begin
by reading Task 1. Then continue on your
WebQuest as you study Unit 4.
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FINANCE FILE
So What’s the Plan?
Once you know how much you
will need to retire, crafting a detailed
map of your future financial moves is
the next step. If you think you’re too
young to bother with a plan, remember
that when it comes to building savings,
time is on your side.
When I asked several financial
planners how they work with clients
who have figured out the amount of
money they’ll need in retirement, they
said they start by compiling information on the client’s financial status and
potential retirement resources. Brewster
[a planner] asks clients to provide up to
26 different types of documents, including investment- and retirement-account
statements, tax returns, mortgage statement, insurance policies, and wills.
He raises such issues as whether
the client has a realistic idea of future
pension income. If the client were to
switch jobs ten years before retirement,
the final pension could end up being
less than anticipated.
One of the findings [of the Retirement Confidence Survey was]: More
than a quarter of those who feel “very
confident” about their retirement prospects owe that peace of mind to “doing
a good job of preparing financially.”
— By Ellen Hoffman
Write About It How might
financial planning protect you?
Log On To read the complete
BusinessWeek article and do the
BusinessWeek Extension activity to
help you learn more about planning
your finances for the present and
future, go to finance07.glencoe.com.

finance07.glencoe.com
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CHAPTER

Tax Strategy

$ What You’ll Learn
W

hen you have completed this
chapter, you will be able to:

Section 12.1
• Discuss the importance of tax
planning.
• Identify 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
• Identify tax strategies.

Reading Strategies
To get the most out of your reading:

Predict what you will learn in this chapter.
Relate what you read to your own life.
Question what you are reading to be sure
you understand.
React to what you have read.
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In the Real World . . .

B

rigette Lindsey has just started her first job, and she is sur-

prised at the amount of money that is taken out of her paycheck for
taxes. In addition to federal tax, she has to pay state tax. Besides these payroll
taxes, Brigette, like most people, also pays other taxes, such as sales tax and gasoline tax when she makes purchases. She has also learned that she must file income
tax forms with the federal and state governments by April 15th of each year. The
instructions for filing seem complicated. She is considering learning more about
filing, buying a software program, or paying an accountant to do it. Brigette
realizes that tax dollars fund civic activities, schools, libraries, and
roads, but she would like to plan strategies to lower her taxes.
As You Read Consider how income tax strategies
could help you save money.

ASK

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.

Ask Yourself

What would be the advantage of filing income tax forms electronically instead of by mail?
Go to finance07.glencoe.com to complete the Standard & Poor’s Financial
Focus activity.

finance07.glencoe.com
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Section 12.1

Income Tax
Fundamentals

Focus on
Reading
Read to Learn
• How to discuss the
importance of tax
planning.
• How to identify your
taxable income.
• How to explain deductions and tax credits.
• How to explain the
W-4 form.

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.

Key Terms
•
•
•
•
•
•
•
•
•
•
•
•
•
•

tax liability
estate tax
inheritance tax
income tax
income tax return
exclusion
adjusted gross income
taxable income
tax deduction
standard deduction
itemized deduction
exemption
tax credit
allowance

Taxes and You
Why are taxes so important?
Taxes are an everyday expense of life that allow your local, state,
and federal governments to provide important services. Taxes pay the
bills for those services such as Medicare, Medicaid, the military, the
national debt, police and fire protection, public schools, road maintenance, parks, libraries, and safety inspection of foods, drugs, and
other products.
You pay some type of tax every time you get a paycheck, buy a
new CD, or fill up your car’s gas tank. Each year the Tax Foundation,
an independent public policy research group, determines how much
of the year the average person works to pay taxes. In recent years, “Tax
Freedom Day” came in early May. This means that from January 1
until early May, all the money you earn goes toward paying taxes.
Effective tax planning can help you to have money left after
paying taxes and living expenses. Use several strategies to plan for
taxes. First, find out how the current tax laws and regulations affect
you. Second, maintain complete and accurate tax records. Third,
learn how to make decisions that can reduce your tax liability,
which is the total amount of taxes owed. If you follow these strategies, you will pay a fair share of taxes while taking advantage of tax
benefits that allow you to owe less money.

Types of Taxes
What are the different types of taxes?
Throughout your life, you will pay different types of taxes in
four major categories: purchases, property, wealth, and earnings.

Taxes on Purchases
You probably already pay sales tax each time you buy a product.
These taxes are added to the prices of most products you purchase and
are collected by state and local governments. Many states do not charge
sales tax on food and medicine. Another type of sales tax is an excise
tax, a tax on specific goods and services (such as gasoline, air travel,
and telephone service) collected by federal and state governments.
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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. As the
value of any real estate, such as a home, goes up, the amount of property tax may increase as well. In some areas of the country, state and
local governments may assess taxes on the value of property, such as
automobiles, boats, furniture, and farm equipment.

Before
You Read

PREDICT
Why would planning a tax
strategy be a good idea?

Taxes on Wealth
An estate tax is a federal tax collected on the value of a person’s
property at the time of his or her death. Unfortunately, that is not
always the end of tax liability. States may collect an inheritance tax.
An inheritance tax is a state tax collected on the property left by a
person to his or her heir(s) in a will. Therefore, before heirs can claim
their inheritance, they have to pay the inheritance tax.
Another type of federal tax on wealth is the gift tax. A gift tax is
a tax collected on money or property valued at more than $11,000,
given by one person to another in a single year. However, gifts of any
amount that are designated for educational or medical expenses are
not subject to gift taxes.

䊱 YOUR TAX DOLLARS Public museums, parks, and roads are built and maintained with your taxes.

What other expenses are paid with tax funds?
Chapter 12
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Taxes on Earnings
Income tax is the tax on wages, salaries, and self-employed
earnings. Wages are payments received for hourly work, but salaries
are payments received for weekly or monthly work, regardless of the
number of hours worked. The personal income tax, or tax you pay on
the income you receive, is the federal government’s main source of revenue (money). Social Security funds are also collected as a tax. These
funds finance retirement, disability, and life insurance benefits of the
federal government’s Social Security program. Current and future revisions to the Social Security program may affect amount of benefits.

Global Financial Landscape
Standard and Poor’s publishes the globally recognized
S&P 500® financial index. It also gathers financial statistics, information, and news, and analyzes this data for
international businesses, governments, and individuals
to help them guide their financial decisions.

2IYADH

SAUDI ARABIA
Unlike U.S. citizens, Saudis are not required to
pay income tax. They also do not pay local, regional,
property, or most sales taxes. There is one exception.
Saudi citizens must pay a religious tax called the
zagat. The zagat amounts to an annual 2.5 percent
of an individual’s net worth. Before oil was discovered, when Saudi Arabia was a land of desert dwellers, the government survived with small taxes on
religious pilgrims and
on tobacco. Although
many people think
that Saudi Arabia’s oil
wealth is responsible
for its low tax status,
scholars point to the
independent nature
of the population.
The national attitude toward taxation
might be summed up
by the 1920s decree
of the country’s leaders: “Taxes, we have
ruled, are completely
illegal.”
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DATABYTES
Capital

Riyadh

Population

24,070,000

Languages

Arabic

Currency

Saudi riyal

Gross Domestic
Product (GDP)

$286.2 billion (2003 est.)

GDP per capita

$10,500

Industry: Crude oil, petroleum, basic petrochemicals,
and cement
Agriculture: Wheat, barley, tomatoes, melons,
and mutton
Exports: Petroleum and petroleum products
Natural Resources: Crude oil, natural gas, iron ore,
gold, and copper

Think Globally
Do you think the United States could operate under a
similar taxation system? Why or why not?

The Internal Revenue Service (IRS) The Internal Revenue Service
(IRS) is the federal agency that collects these taxes, or tax revenues.
Headquartered in Washington, D.C., the IRS is an agency of the
Department of the Treasury. The two primary missions of the IRS are to
collect federal income taxes and to enforce the nation’s tax laws.
Taxes on earnings are collected on a pay-as-you-earn basis. Your
employer must withhold, or take out, Social Security and income tax
payments from your paycheck and send the money to the IRS. If you
are self-employed, own your own business, or are retired, you could
be required to make your own estimated tax payments. When you
complete your federal income tax return forms each year, you determine if you have paid too much or too little income tax. At that time
you either pay more tax or you receive a refund from the IRS.

As You
Read

RELATE
What kinds of taxes do you
already pay?

Understanding Income Taxes
How do you determine how much tax you owe?
Every year millions of taxpayers in the United States prepare
income tax returns and send their completed forms to the IRS by
mail or through the Internet. An income tax return is a form, such
as 1040 or 1040EZ, on which a taxpayer reports how much money he
or she received from working and other sources and the exact taxes
that are owed.
You determine the amount of tax you owe when filling out the
returns. Then you compare that amount to the total income tax
your employer withheld from your paychecks during the year. If the
income tax you paid through your employer was greater than your
tax liability, you will receive a refund. However, if your tax liability
is greater than the tax you paid, you will need to pay the difference to the U.S. Treasury because you owe more taxes than were
withheld.

Gross and Adjusted Gross Income
Most but not all income is subject to taxation. Gross income, or
total income, can include one, two, or three main components:
1. Earned income—the money you receive for working,
including wages, salary, commissions, fees, tips, bonuses,
and self-employed earnings
2. Interest income—the interest that you receive from banks,
credit unions, and savings and loan associations
3. Dividend income—the cash dividends that you receive
from investments
Your gross income can also be affected by exclusions—amounts
of income that do not have to be included in your gross income.
An exclusion is also called tax-exempt income, or income that is
not subject to taxes. For example, interest earned on most municipal
bonds is exempt from federal income tax.
finance07.glencoe.com
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TechByte
Collecting Taxes
Helping federal, state,
and local governments
collect taxes is a growing market. Microsoft
has partnered with several companies who
have used Microsoft’s
technology to create
tax collection software
and integrated systems
designed to be used
by various government
entities. For example,
some programs help
local municipalities collect property taxes, and
others help government agencies distribute
unemployment benefits
and collect taxes from
those employers who
fund this program.
Read more about
Microsoft’s partnerships with tax collection
software makers through
finance07.glencoe.com.
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Another kind of income is tax-deferred income, or income that
will be taxed at a later date. The earnings on an individual retirement
account (IRA) are tax-deferred income. Although these earnings are
credited to your account now, you do not have to pay tax on this money
until you withdraw it from the account, usually at retirement.
You pay income tax on your adjusted gross income, not on your
gross income. Your adjusted gross income is your gross income
after calculating certain reductions. These reductions are called
adjustments to income. They include items such as contributions to
an IRA or student loan interest. The correct amount of your adjusted
gross income is important because it is the basis for other tax calculations. (Note: If you have adjustments to income, you cannot use
Form 1040EZ.)

Your Taxable Income
When you determine your adjusted gross income, you can figure
out your taxable income. Your taxable income is your adjusted gross
income less any allowable tax deductions and exemptions. Your income
tax is calculated based on the amount of your taxable income.

䊲 MEDICAL DEDUCTIONS

Medical expenses can help
reduce the taxes you owe.
What are medical expenses?

Tax Deductions A tax deduction is an expense that you can
subtract from your adjusted gross income to figure your taxable
income. Every taxpayer receives at least the standard deduction,
an amount of money set by the IRS that is not taxed. In 2004, a single
person’s standard deduction was $4,850. A married couple filing a
joint tax return could deduct $9,700. People over age 65 or people
who are blind are entitled to higher standard deductions.
You may qualify for other deductions that can reduce your taxable income. An itemized deduction is a specific expense, such as
a medical expense, that you deduct from your adjusted gross income.
You can take the standard deduction or itemize your deductions, but you cannot take both.
You would take the standard deduction if it were
greater than your total itemized deductions.
A few of the most common itemized deductions include:
• Medical and Dental Expenses These
include doctors’ fees, prescription medications, hospital expenses, medical insurance
premiums, eyeglasses, hearing aids, and
medical travel that has not been reimbursed
or paid by others, such as a health insurance
provider. You can deduct only the amount of
your medical and dental expenses that is more
than 7.5 percent of your adjusted gross income
(as of 2004). Therefore, if your adjusted gross
income is $10,000, you can deduct only the
amount of non-reimbursed medical and dental
expenses that exceeds $750.
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• Taxes You can deduct state and local income tax, real estate
property tax, and state and local personal property tax.
• Interest You can deduct home mortgage interest and home
equity loan interest.
• Contributions You can deduct contributions of cash or
property to qualified charities. If your contribution is more
than 20 percent of your adjusted gross income, the deduction is
subject to certain limitations.
You must keep records to document tax deductions. For more
information about financial records, review Chapter 3.
Exemptions An exemption is a deduction from adjusted gross
income for the taxpayer, the spouse, and qualified dependents. A
dependent is someone you support financially, such as a child. To
qualify as a dependent, a person must meet all of the following
requirements:
1. A dependent must not earn more than a set amount unless he
or she is under age 19 or is a full-time student under age 24.
2. 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.
3. More than half of a dependent’s support must be provided
by the taxpayer who claims him or her on the tax return.
4. A dependent must meet certain citizenship requirements.

MATH
In states that charge sales
tax, even people who live
outside the state have to
pay taxes on purchases
they make within the
state. This means that
tourists who purchase
items in a state that collects sales tax are helping
to pay for the upkeep of
the state. If you live in a
state that collects a sales
tax of 6.25 percent, how
much sales tax do you owe
on a $125 purchase?

Calculating Your Tax
Once you know your taxable income, you can calculate how
much income tax you owe. Most taxpayers use either a Tax Table or
a Tax Rate Schedule to figure income tax. The Tax Rate Schedules are
based on the six rates shown in Figure 12.1. The examples in this
book use a Tax Table instead of Tax Rate Schedules.
Chapter 12
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As You
Read

QUESTION
Why is it important for you
to keep accurate and organized tax records?

Tax Credits Your income tax may be reduced by a tax credit,
which is an amount of money that can be subtracted directly from
taxes you owe. A tax credit is different than a deduction. A tax
deduction is an expense that you can subtract from your adjusted
gross income. However, a tax credit results in a dollar-for-dollar
reduction in the amount of taxes you owe. For example, suppose you
owe $300 in taxes. If you can get a $100 tax credit, you can subtract
that and owe only $200 ($300 – $100 = $200).
Lower-income workers can benefit from a tax credit called earned
income credit (EIC). This federal tax credit is for people who work and
whose taxable income is less than a certain amount. People who do not
earn enough to owe federal income tax are also eligible for the EIC.

Making Tax Payments
How do you make income tax payments to the IRS?
You can pay your income taxes to the federal government in
different ways: through estimated payments or payroll withholding
payments. People who are self-employed may pay estimated taxes
each quarter.

Payroll Withholding
When James Irving began his job at a company, his employer
asked him to complete a W-4 form, or the Employee’s Withholding Allowance Certificate. (See Figure 12.2). The amount of federal
income tax an employer withholds, or deducts from your paycheck
to send to the IRS, depends on the number of allowances you claim
on a W-4 form. An allowance is an adjustment to the tax withheld
from your paycheck, based on your marital status and whether you
have dependents. An allowance can reduce the amount of income
taxes your employer withholds.
Completing a W-4 Form To fill out the W-4 form, follow these
simple instructions:
1. Fill in your name and address.
2. Fill in your Social Security number.
3. Indicate whether you are single or married by checking the
appropriate box.
4. Check the box if your last name is different from the name
shown on your Social Security card.
5. Write the number of allowances you are claiming. To figure
out how many allowances you can claim, complete the Personal Allowances Worksheet at the top of the W-4 form.
6. Indicate how much additional money, if any, you wish to
have withheld.
7. If you meet the conditions listed on the form and indicate
that you are exempt, or excused, from paying income tax, no
income tax will be withheld.
8. Sign and date the form.
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Estimated Payments
Every summer John earns money by running his own landscaping business. How does he pay his taxes since he does not have an
employer? Like other self-employed workers, John makes estimated
payments to the government. These payments are due April 15th,
June 15th, September 15th, and January 15th (the last payment is for
the previous year). John’s payments are based on his estimate of taxes
due at the end of the year. Estimated payments must be at least equal
to the taxes he owed last year or be at least 90 percent of the current
year’s taxes to avoid penalties for underpayment.
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Claiming Allowances
Some employees claim fewer allowances on their W-4 forms than
they actually have and, consequently, more tax money is withheld
from their paychecks. Some employees claim no allowances. In both
of these cases, employers withhold more money than is required from
each paycheck. As a result, the employees look forward to receiving
large refunds from the government when they file their tax returns.
Claiming few or no allowances on their W-4 forms is one way to get
that refund. They may view the extra tax withheld as a “forced savings
account.” However, as employees, they might use a payroll deduction
plan for savings instead. They may be forgetting the opportunity cost
of withholding excessive amounts of their money. These taxpayers
may not realize that the extra deducted money is like providing an
interest-free loan to the government. The government does not have
to return that extra money for up to a year until tax returns are filed,
usually by April 15th of each year. Wise taxpayers claim all the allowances to which they are entitled when preparing the W-4 form. That
puts the money into their pockets.

Section 12.1 Assessment
QUICK CHECK
1. What is the relationship between taxes and
personal financial planning?
2. What is your taxable income?
3. What are the steps to complete a W-4 form?

THINK CRITICALLY
4. Explain how deductions and tax credits
affect the amount of income tax you pay.

USE MATH SKILLS
5. Raising Funds As budget director for a
small state, you must raise $350 million for
emergency repairs to the state’s bridges. You
have several ways to fund the project. Your
options include: place a sales tax of 5 percent on all purchases except food and prescription drugs; place a personal property
tax on cars based on the purchase price and
age of the vehicle; or place tolls of about
$4 per round-trip for using each bridge.
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Analyze Weigh the pros and
cons of each alternative and make a
recommendation to the state.

SOLVE MONEY PROBLEMS
6. Withholding Eric is single; he has no
children or other dependents; and he is
not claimed as a dependent on anyone
else’s tax return. He has only one job, as a
manager at the local supermarket, and he
earns $35,000 a year. Leland is married and
has twin daughters whom he will claim as
dependents. He works full-time at an architecture firm and also earns $35,000 a year.
Calculate Using the Personal
Allowances Worksheet on the
W-4 form, determine who will have more
money withheld from his paycheck, Eric or
Leland.

Section 12.2

Preparing an Income
Tax Return

Focus on
Reading
Read to Learn

The W-2 Form
What information does the W-2 form provide?

• How to describe the
types of federal income
tax forms.

Each year, when it is time for James to file his annual income
tax return, his employer sends him a W-2 form, or the Wage and Tax
Statement. This form lists his annual earnings and the amount withheld from his paychecks for federal income taxes, Social Security, and
any applicable state and local income taxes. By law, your employer
must send you this form by January 31st each year.

Main Idea

Understanding the Federal
Income Tax Return

Key Term

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

• extension

What should you know about the federal income tax
return?
When you know how to compute your taxable income, you are
ready to begin the yearly task of filling out your income tax return
and sending it to the IRS. Before you begin, consider some basic
information:

Before
You Read

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

• Who must file
• Deadlines and penalties
• Tax forms

Who Must File?
Are you a citizen or a resident of the United States? Are you a
U.S. citizen who resides in Puerto Rico? If so, then you are required
to file a federal income tax return if your income is above a certain
amount. That amount is based on your filing status and other factors, such as your age. For example, Kerry is a single person under the
age of 65, and her gross annual income is more than $7,700. She is
required to file an income tax return. Kerry would also be required to
file an income tax return if she were a single person over age 65 and
had a gross income of more than $8,850. Even if Kerry did not meet
the filing requirements, she should still file a tax return to obtain a
refund of the income tax withheld from her paycheck.
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These are the five filing status categories:
• Single—an individual who never married, or is divorced or
legally separated with no dependents
• Married, filing a joint return— a husband and wife with
combined income
• Married, filing separate returns—each spouse paying for
his or her own tax
• Head of household—an unmarried individual or a surviving
spouse who maintains a household, paying more than one-half
of the costs for a child or other dependent relative
• Qualifying widow or widower—an individual whose
spouse died within the last two years and who has a dependent

Deadlines and Penalties
You are required to file an income tax return each year by
April 15th, unless that date falls on a Saturday or Sunday. In that case,
you must file by the following Monday. If you have a refund owed to
you, file your return as early as possible to avoid a long wait. You may
have to pay financial penalties if you do not file on time, even if you
are just one day late.

Careers in Finance
CREDIT
ANALYST
TAX PREPARER

Mario Cendreda
Self-Employed

Mario has always been able to manipulate and make sense of numbers. Because tax laws change
annually and can be confusing, many individuals choose to hire a preparer instead of filing taxes on
their own. From January through April, Mario is extremely busy interviewing clients, reviewing their
tax records, and preparing their tax returns. A typical meeting may include reviewing wage statements and previous tax returns, asking about income, expenses, investments, and other information,
and printing out the final forms to send to the Internal Revenue Service. Unusual returns may require
more time and the consultation of tax law handbooks or bulletins. The difficulty of each client’s
taxes determines the fee for his or her job.
SKILLS:

Communication, mathematical, organizational, reasoning and problemsolving, and time-management skills

PERSONAL TRAITS: Detail oriented, good judgment, and tactful
EDUCATION:
ANALYZE

High school diploma or equivalent; college-level courses in economics,
business, and computers; tax preparation training

Why might a tax preparer require training every year?

To learn more about career paths for tax preparers, visit finance07.glencoe.com.

390

Unit 4

Protecting Your Finances

finance07.glencoe.com

If you cannot meet the deadline, you can file Form 4868 by
April 15th to receive a four-month extension, which is an extended
deadline for filing an income tax return; but it does not delay your tax
liability. When you submit Form 4868, you must also send a check for
the estimated amount of the tax you may owe.
If you make quarterly estimated tax payments, they must be
on time. If you underestimate the amount owed, you have to pay
interest plus the amount you should have paid. Underpayment due
to negligence or fraud can result in large penalties. Failing to file a
required tax return is a serious violation of the tax code and can result
in a substantial penalty.
The good news is that if you claim a refund several months or
years late, perhaps because you discovered a calculation error or you
did not take an allowable deduction, the IRS will pay you interest plus
your refund. You must claim your refund and interest within three
years of filing a return or within two years of paying the tax.

Choosing the Tax Form
The IRS offers about 400 tax forms and schedules. However, you
have a choice of three basic forms: the short forms known as Form 1040EZ
and Form 1040A, and the long form known as Form 1040.

Advantages of
401(k) Plans
1. Many companies
match up to 100
percent of your
401(k) savings.
2. You do not pay
taxes on the
money until you
withdraw it.
3. Your contribution
is automatically
deducted from
your paycheck.
4. You have several investment
choices.
5. You can watch
your money grow
over the years.

Form 1040EZ Form 1040EZ is the simplest tax form to complete.
You may use this form if you meet the following qualifications:
•
•
•
•
•

Your taxable income is less than $100,000.
You are single or married (filing a joint tax return).
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.

For example, Yasmeen is a high school senior who works part
time at a health clinic. She is single, earned less than the amount
needed to file, and had only $11 in interest income last year. So,
Yasmeen was able to use Form 1040EZ to obtain a tax refund.
Form 1040A You may use this form if any of the following apply:
• You have less than $100,000 in taxable income.
• You have capital gains distributions but not capital gains or
losses.
• You claim the standard deduction.
• You claim deductions for IRA contributions.
• You claim a tax credit for child and dependent care, education,
earned income, adoption, or retirement savings contributions.
• You have deductions for IRA contributions, student loan interest,
educator expenses, or higher education tuition and fees.
• You have no itemized deductions.
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Avoiding Financial
Fraud
As a taxpayer, it is important to be very careful
when choosing a professional to prepare your tax
return. While most tax
preparers are honest, and
intend to provide good
service to their clients,
some are willing to file
false information and take
advantage of their clients
for their own gain. Look
for warning signs to help
identify a fraudulent tax
preparer.
To continue with
Task 2 of your
WebQuest project, visit
finance07.glencoe.com.

Form 1040 Form 1040 is an expanded version of Form 1040A. It
includes sections covering all types of income. You are required to use
this form if your taxable income is more than $100,000, or if you have
interest or dividends over a set limit, self-employment income, or
income from the sale of property. Many taxpayers who earn less than
$100,000 use this form and find Form 1040 offers tax advantages.
Itemize deductions on this form by using Schedule A. Deduct
expenses, such as medical and dental expenses, home mortgage interest, and real estate property tax. These deductions will reduce your taxable income and, therefore, reduce the amount of tax you must pay.

Completing the Federal
Income Tax Return
What do you need to complete the three main
income tax forms?
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, and understand the form you are using. Make a rough
draft of your tax return before you complete a final draft.

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:

As You
Read

RELATE
Have you filed income
taxes yet? If not, do you
consider yourself a taxpayer anyway? Why or
why not?
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• Tax Forms and Instruction Booklets Be sure that you
have the most current forms and instruction booklets that
contain the latest tax information. After you have filed your
first tax return, the IRS will send these to you each year in
January. If you need different or additional forms, you can
download them from the Internal Revenue Service’s Web site.
You can also find them at some post offices, libraries, banks,
and at your local IRS office.
• Copies of Your Tax Returns Have copies of your tax
returns from previous years for reference—unless, of course,
you are filing for the first time.
• Your W-2 Form You must attach a copy of your W-2 form to
your tax return if you are filing by mail. If you worked for more
than one employer during the tax year, you will receive more
than one W-2.
• Interest and Dividend Forms You may also receive
Form 1099-INT, which reports your interest income, (see
Figure 12.3), and Form 1099-DIV, which reports your
dividend income.
After you complete your returns, be sure to save copies of these
forms and all supporting documents and paperwork in a safe place
for at least six years.
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Completing the Form 1040EZ
After you have collected all the necessary tax documents, it is
time to begin filling out your tax return. Take a look at Figure 12.4
on pages 394 and 395, which illustrates a sample tax return. Here is
how James Irving would complete Form 1040EZ:
1. After printing his name, address, and Social Security number,
James enters the total wages from his W-2 form on line 1 in
the income section.
2. James earned $45 in interest on his savings account. (This was
reported on Form 1099-INT.) He enters this amount on line 2.
3. James has nothing to report on line 3, so he leaves it blank.
4. James adds lines 1, 2, and 3 to get his adjusted gross income.
He records it on line 4.
5. James’s parents claim him as a dependent on their income
tax return, so James uses the worksheet on the back of Form
1040EZ to calculate his maximum standard deduction. He
enters $4,850 on line 5. (See Figure 12.4.)
6. He subtracts his deduction from his adjusted gross income and
computes his taxable income: $5,445. He writes it on line 6.
7. On line 7, in the payments and tax section, James enters the
amount of income tax that was withheld from his paychecks
($1,375) as reported on his W-2 form.
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As You
Read

QUESTION
What could happen if your
employer did not deduct
federal income taxes from
your paychecks?

Put on
Your
Financial
Planner’s
Cap
If you were a financial planner, would you advise most
of your clients to consult a
CPA? Why or why not?

GO FIGURE

8. James cannot claim any earned income credit, so he leaves
line 8 blank.
9. He adds lines 7 and 8 to find his total payments ($1,375).
He enters this amount on line 9.
10. Now James finds out how much tax he owes. He knows
from line 6 that his taxable income is $5,445. He checks
the tax table in the Form 1040EZ instruction booklet (see
Figure 12.5) and finds the column that says “If Form
1040EZ, line 6, is” and the row that corresponds with “At
least” $5,400 “But less than” $5,450. Because he is single,
he owes $543. He enters this amount on line 10.
11. James’s employer withheld more tax than James owed.
By subtracting his tax owed (line 10) from his tax withheld (line 9), James finds that the IRS owes him a refund of
$832, which he enters on line 11a. If he fills in lines 11b,
11c, and 11d, he can have his refund deposited directly
into his bank account. He leaves the lines blank so that he
will receive a refund check.
12. He then signs and dates his income tax return and enters
his occupation. James makes a photocopy of his tax return
for his records, attaches his W-2 to the original tax return,
and mails the completed return to the IRS.

Completing the Form 1040A
James used Form 1040EZ because his tax situation was uncomplicated. Some taxpayers, however, will benefit from using Form
1040A, shown in Figure 12.6 on pages 398 and 399. Form 1040A
enables taxpayers to claim deductions that will reduce the amount of
tax they must pay.

FINANCIAL MATH

1040EZ TAX DUE
Synopsis: You can find out if you owe tax or if you
will get a refund by using tax tables.
Example: Jacqui works part-time in a bookstore.
Her year’s adjusted gross income was $6,840. Her
standard deduction is $4,850. She is using the tax
table in Figure 12.5. How much is her tax?
Formula: Adjusted Gross Income ⫺ Standard
Deduction ⫽ Taxable Income
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Taxable Income bracket on Tax Table to find
Tax Due
Solution: $10,840 ⫺ $4,850 ⫽ $5,990
Taxable Income
$5,959 to $6,000 for single person is $598 tax due.

YOU FIGURE
Your adjusted gross income is $9,438. If you are
single, how much tax do you owe?
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È]ÇxäÊÊÊÈ]nää

ÈÈÎÊÊÊÊÊÊÊÊÊÈÈÎ
ÈÈnÊÊÊÊÊÊÊÊÊÈÈn
ÈÇÎÊÊÊÊÊÊÊÊÊÈÇÎ
ÈÇnÊÊÊÊÊÊÊÊÊÈÇn

Î]nääÊÊÊÎ]nxä
Î]nxäÊÊÊÎ]ää
Î]ääÊÊÊÎ]x
Î]xÊÊÊ{]äää

ÎnÎÊÊÊÊÊÊÊÊÊÎnÎ
ÎnnÊÊÊÊÊÊÊÊÊÎnn
ÎÎÊÊÊÊÊÊÊÊÊÎÎ
ÎnÊÊÊÊÊÊÊÊÊÎn

{]nääÊÊÊ{]nxä
{]nxäÊÊÊ{]ää
{]ääÊÊÊ{]x
{]xÊÊÊx]äää

{nÎÊÊÊÊÊÊÊÊÊ{nÎ
{nnÊÊÊÊÊÊÊÊÊ{nn
{ÎÊÊÊÊÊÊÊÊÊ{Î
{nÊÊÊÊÊÊÊÊÊ{n

x]nääÊÊÊx]nxä
x]nxäÊÊÊx]ää
x]ääÊÊÊx]x
x]xÊÊÊÈ]äää

xnÎÊÊÊÊÊÊÊÊÊxnÎ
xnnÊÊÊÊÊÊÊÊÊxnn
xÎÊÊÊÊÊÊÊÊÊxÎ
xnÊÊÊÊÊÊÊÊÊxn

È]nääÊÊÊÈ]nxä
È]nxäÊÊÊÈ]ää
È]ääÊÊÊÈ]x
È]xÊÊÊÇ]äää

ÈnÎÊÊÊÊÊÊÊÊÊÈnÎ
ÈnnÊÊÊÊÊÊÊÊÊÈnn
ÈÎÊÊÊÊÊÊÊÊÊÈÎ
ÈnÊÊÊÊÊÊÊÊÊÈn
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Filing Your Federal Income Tax Return
You may be able to file the return using one of several options.
You can file the traditional paper return by filling out the forms and
mailing them to the IRS. If you file electronically through the Internet, your return is transmitted directly to an IRS computer.
The IRS provides two ways for individuals to file electronically. First,
you can use an authorized IRS e-file provider. With this method, either
you or a tax professional would prepare your tax return. The tax professional would transmit it to the IRS. Second, you can file by using your
personal computer and tax software. The IRS Web site provides information and instructions for preparing your own tax return via e-file.
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Completing State Income Tax Returns
If you live in a state that levies income tax, you will have to
complete a state income tax return. Only seven states do not have a
state income tax:
•
•
•
•
•
•
•

Alaska
Florida
Nevada
South Dakota
Texas
Washington
Wyoming

In most states the tax rate ranges from 1 to 10 percent and is
based on your adjusted gross or taxable income reported on your federal tax return. States usually require their income tax returns to be
filed at the same time as federal income tax returns. To find out more
about state income tax forms and preparation, contact your state’s
department of revenue or tax board.

Section 12.2 Assessment
QUICK CHECK
1. Who must file a federal income tax return?
2. What are the three basic tax forms discussed
in this section?
3. What documents do you need to begin to
prepare your tax return?

THINK CRITICALLY
4. Briefly describe situations in which it
would be advantageous to use Form 1040A
instead of Form 1040EZ. When would you
use Form 1040EZ?

USE MATH SKILLS
5. A Taxing Question Last year, Shirley,
a single college student, made $12,500
in total wages, salaries, and tips. She had
$1,200 of federal income tax withheld. Her
taxable interest was $59. No one was able
to claim Shirley as a dependent on his or
her tax return.
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Calculate Given the information above, use Form 1040EZ in
Figure 12.4 on pages 394 and 395 and the
corresponding tax table in Figure 12.5 on
page 397 to determine whether Shirley will
owe the government money or will obtain
a refund. How much money will she owe,
or how much will her refund be?

SOLVE MONEY PROBLEMS
6. Planning for Tax Time Poor Fred.
Tax time is drawing near, and he does not
know how to begin to prepare his income
tax return. He has piles of forms and other
paperwork, but he just cannot figure out
what to do with them. Fred needs help,
and fast!
Write About It Write instructions
to Fred on the best way to prepare to
file an income tax return. Tell him which
forms are important and where he can go
to get forms he needs.

Section 12.3

Tax Assistance and
Strategies

Focus on
Reading
Read to Learn
• How to identify tax
strategies.

Tax Assistance
Is help available to prepare tax returns?
If your personal finances become more complex, your tax preparation will also become more complicated. All the rules and regulations can be confusing, but assistance is available. You will find
many professionals and agencies willing to answer your questions
and offer good advice. In addition, you can choose from a variety
of software programs for tax preparation. A visit to a bookstore will
uncover shelves of how-to books about tax planning and completing tax forms. Personal finance magazines also offer tax information.
Figure 12.7 on page 402 shows you some of the available options.
In addition, like all government agencies, the IRS is online.
You can download forms and obtain important tax information and
advice. You will find the same services at your local IRS office.

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

Key Term
• tax audit

Before
You Read

Tax Audits

PREDICT

What does it mean to be audited?

Who do you think is an
appropriate professional
to hire for preparing your
taxes?

The IRS reviews all tax returns for completeness and accuracy.
If your math is incorrect, the IRS will refigure your tax return and
send you either a bill or a refund. In some cases, the IRS may audit
your tax return and request additional information. A tax audit is
a detailed examination of your tax return by the IRS. The IRS does
periodic audits to determine whether taxpayers are paying all of their
required taxes. The IRS does not discuss reasons for auditing returns;
however, the agency may look for unusually large deductions or for
deductions that you cannot claim.
If you receive an audit notice, you have the right to request time
to prepare. You may also ask the IRS for clarification of items they are
questioning. On the day of your audit, arrive on time for the appointment and bring only the documents that are relevant and consistent
with the tax law. Be sure to answer the auditor’s questions clearly,
completely, and briefly. Maintain a positive attitude during the audit.
If you prefer, your tax preparer, accountant, or lawyer may be present.
If you have kept complete and accurate financial records, the audit
should go smoothly.
Chapter 12

As You
Read

RELATE
Do you have a friend or
relative who has been
audited? What was his or
her reaction?
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When you must file your
income tax returns, take
advantage of these tax assistance
products and services.

1

IRS Web Site Like all government agencies, the IRS is online.
You can download forms and obtain important tax information
and advice.You will find the same services at your local IRS office.

2

Books Visit a bookstore to uncover
shelves of how-to
books about tax planning and completing tax
forms. Personal finance
magazines offer tax
information as well.

3

Software Tax preparation software
is updated yearly to reflect changes in
the tax laws.

4

Professionals Tax professionals can
help you with your tax preparation, answer
questions, and determine if you are eligible
for deductions and credits.
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Planning Tax Strategies
What are some basic strategies to reduce the amount
of tax you owe?
Smart taxpayers know how to legally minimize the amount of tax
they have to pay. You must pay your fair share, but you do not have
to pay more. Various strategies related to purchases, investments, and
retirement help reduce the amount of tax you owe.

Consumer Purchasing Strategies
The buying decisions you make can affect the 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 also deduct the interest on a home equity loan. The IRS allows you
to deduct the interest on home equity loans up to $100,000. Therefore,
buying a home provides advantages that may reduce your income tax.
Some job-related expenses may also be deducted. Union dues,
some travel and education expenses, business tools, and certain jobsearch expenses qualify. Only the portion of these expenses that
exceeds 2 percent of your adjusted gross income is deductible. However, expenses related to finding your first job or obtaining work in a
different field are not deductible.

Investment Decisions
Certain investment decisions may also reduce your income tax.
Moreover, some investment decisions can increase your income—and
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.

Common

CENTS

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 nointerest 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 $30?

As You
Read

QUESTION
What are some job-related
expenses that you can
deduct from your taxes?

䊴 BUY TO SAVE When pur-

chasing products such as
office supplies, you may be
able to take tax deductions
for business expenses. What is
one other type of expense that is
deductible?
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Learn to identify and understand the standard
financial documents you will use in the real world.

Investigate: Form W-2
A Form W-2 contains the following
information:
• Employer’s name and address
• Employee’s name, address, and Social
Security number
• Wages the employee earned
• Taxes withheld from earnings

Your Motive: The Form W-2 provides
much of the information that you need to
file your yearly federal income tax return.
You must save this form and attach copies
to your income tax return.

26 - 8310024

86.411.75

21,880.59

Group Transportation
37 Main Street
Tampa, FL 33606

87,900.00

5449.80

88,775.00

1287.24

XXX - XX-7822
Theresa C.

Alvarez

1335 Smith Lane
Tampa, FL 33605

FL

61 – 281517

86411.75

Key Points: A Form W-2 is a document
that employers are required to prepare and
distribute to each employee and the IRS
by the end of January each year. The form
details the wages earned by the worker
as well as all taxes withheld for the year.
The Form W-2 is labeled and numbered
to coincide with the IRS Form 1040 and
Form 1040EZ income tax form.
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5326.50

88775.00

887.75

Tampa

Find the Solutions
1. What are Theresa’s wages, tips, and other
compensation for 2007?
2. How much was withheld from her wages for
Social Security?
3. How much state income tax was withheld
from her wages?
4. What is the employer’s identification
number?
5. What are Theresa’s total Social Security
wages?

Retirement Plans
Regardless of your age, whether you are 16 or 26, 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. If you open an Individual Retirement Account (IRA) this year, the money you invest, up to a certain
amount and under certain conditions, may qualify as a tax deduction. You do not have to pay any income tax on this money and the
interest it earns until you withdraw it—perhaps 50 years from now!

After You
Read

REACT
How does the government
encourage early saving for
retirement? Do you think
starting to save for retirement when you are young
is a good idea? Why?

Changing Your Tax Strategy
People pay taxes because they are required to do so by law.
The government tries to find ways to minimize the taxes you owe
without jeopardizing the important services it provides. This is one
reason why the 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.

Section 12.3 Assessment
QUICK CHECK
1. What are three sources of tax assistance?
2. How do purchasing decisions affect the
amount of taxes you pay?
3. What types of investments might you
make for tax purposes?

Role-Play In pairs, role-play a
tax professional and a client. The
client should ask the tax professional for
tax planning strategies. The tax professional should provide accurate and helpful
answers to the client’s questions.

THINK CRITICALLY

SOLVE MONEY PROBLEMS

4. Using what you have learned in this chapter, recommend several precautions that
you might take to avoid a tax audit.

6. Tax Audits Felicia cannot believe it. She
has just heard from the IRS that she will be
audited for the past two years. She has no
idea why. Felicia does not know where to
begin to prepare.

USE MATH SKILLS
5. Personalized Tax Assistance Tax professionals can provide you with advice
about how to minimize the amount of tax
you have to pay and still pay a fair amount.

Write About It Help Felicia put
together a plan of action. Write a
plan listing what she will need, whom she
should consult, and how she should act.
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Chapter 12 Review & Activities
CHAPTER SUMMARY
• Financial planning involves taxes
because they reduce your take-home
pay. Other financial decisions also
affect the amount of taxes you pay.
• Your taxable income is earned income
plus interest and dividend income
minus exclusions, deductions, and
exemptions.
• Tax deductions are expenses you are
allowed to subtract from your adjusted
gross income to arrive at your taxable
income. The standard deduction is
determined by the Internal Revenue
Service. Tax credits are subtracted
directly from the tax you owe.
• An employee fills out a W-4 form,
which determines the tax withheld.

Preparing the W-4 form correctly
ensures an employer will withhold the
right amount of money owed to the IRS
and state and local taxing authorities.
• Form 1040EZ is for filers with no dependents and less than a certain amount
in taxable income. Form 1040A allows
filers to claim deductions for IRA contributions and tax credits. Form 1040 must
be filed if you are itemizing deductions
and/or have more than a certain amount
in taxable income.
• You can make strategic decisions that
may reduce your tax liability, such as
buying a home or saving money in
an IRA.

Communicating Key Terms
Your family is hosting an exchange student from another country. He asks about the income
tax system. Using the terms below, write an explanation of the ways people pay taxes in the U.S.
•
•
•
•
•
•
•
•

tax liability
estate tax
inheritance tax
income tax
income tax return
exclusion
adjusted gross income
taxable income

•
•
•
•
•
•
•
•

tax deduction
standard deduction
itemized deduction
exemption
tax credit
allowance
extension
tax audit

Reviewing Key Concepts
1.
2.
3.
4.
5.
6.

406

Describe how taxes have an impact on financial planning.
Explain how you determine your adjusted gross income and taxable income.
Describe why you should itemize deductions as opposed to taking the standard deduction.
Identify the factors to consider when filling out the W-4 form for your employer.
Describe the 1040EZ, 1040A, and 1040 income tax forms.
List some tax advantages of retirement investing.
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Civics/Government

The rate or percentage at which the federal
government taxes your income is determined by your tax bracket, which is
your level of income. Each year, the tax brackets can change.
Write About It Research and write a paragraph explaining how the
government decides the income tax rates and tax brackets for taxpayers.

How Much Tax Do You Owe?

Your gross earnings last year were
$33,435, and your taxable interest income was $486. You also earned $3,766
on freelance projects, on which you have not paid any income tax. Last year,
you contributed $512 to your company 401(k) retirement plan.
1. Calculate the tax you owe by using the six-rate system shown in
Figure 12.1 on page 385.
2. Compute by using financial planning or tax software to determine your
tax liability.

Connect with Social Studies The U.S. government now excludes
up to $1.5 million of an estate from tax. However, states vary in how they
tax estates, whether they tax inheritances, and how much is excluded. New
Jersey, for example, does not tax the inheritances of a deceased person’s
spouse and children but does tax other people who inherit.
1. Research Find out how your state taxes estates and inheritances.
2. Write About It Why do federal and state governments exclude parts of
estates from taxation? What is your opinion about the variation in estate
and inheritance taxes depending on the state where you die?

Charitable Contributions The IRS categorizes non-governmental
organizations into various types. Organizations that qualify for 501c3
status are charitable, educational, and beneficial. Contributions to these
organizations, including travel expenses in volunteering (but not time) are
deductible.
Log On Go to finance07.glencoe.com for a link to the IRS Web
site. Click on Charities and Non-Profits and find out about the rules
and limits on the deductibility of contributions and answer these questions:
1. What records do you need to keep?
2. Where on your income tax return do you indicate these deductions?

Newsclip: Tax Checkup

O

N

L

I

N

E

finance07.glencoe.com

Tax laws can change each year. Knowing
the new rules can help you save money.
Log On Go to finance07.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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TEST YOUR TAX FACTS
The more you know about the way tax laws relate to your personal
finances, the easier it is to file your taxes. To test your knowledge of
tax strategy, write the answer to these questions on a separate sheet
of paper.
1. The tax-reporting requirement for cash tips is __________ .
a. you need to report tips and pay taxes on them
b. you do not need to report cash tips on your tax return
c. your employer takes care of it
2. Besides saving your tax returns you need to keep all necessary paperwork and receipts for
at least __________ .
a. 1 year
b. 6 years
c. 20 years
3. Tax-deferred income is __________ .
a. income that is not subject to tax
b. income that has had all its fur removed
c. income that will be taxed at a later date
4. Tax-exempt income is __________ .
a. income that is not subject to tax
b. income that you invest
c. income that will be taxed at a later date
5. You would use the standard deduction instead of itemizing your deductions when _____ .
a. itemized deductions are more than the standard deduction
b. itemized deductions are less than the standard deduction
c. line 32 on Schedule C exceeds the allowable limit of line 12 on Schedule E on
Form 1040A
6. Estate tax is a __________ .
a. tax on capital gains from selling a house
b. tax on money withdrawn from a retirement account
c. tax on the value of a person’s property at the time of death
7. The person responsible for the contents of your tax return is __________ .
a. your tax preparer
b. your mom and dad
c. you
8. If you itemize your deductions, you can deduct interest on __________ .
a. credit cards
b. mortgages, home equity, and student loans
c. car loans
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Your Financial Portfolio
Take It EZ
Using a photocopy of this form, complete your income tax return. Assume that your
wages for the year were $13,220 and you earned $137 in interest. Your W-2 form shows
that you had $1,003 in federal income tax withheld. Your parents cannot claim you on
their income tax return. Find your tax using the tax table on page 397, and then calculate your refund or the amount you owe.
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