Sophia

Federal Income Tax Base

by Sophia

WHAT'S COVERED

In this lesson, you will learn how to calculate taxable income. You will explore the various digital tools
available to you. You will also learn the importance of not procrastinating to ensure you can be as
productive as possible. Specifically, this lesson will cover:

1. Overview of Federal Income Tax Returns

Nearly every adult must complete and file a federal incometax return each year before mid-April. A tax return
is information that a taxpayer compiles and reports to the IRS on a standardized form. Sounds simple, right?
Consider the form shown below. For some, completing this form is simple. But for others, the tax return
process may seem very complicated.
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E 1 04 Department of the Treasury— intemal Revenue Sendce (a9) Draft
2 U.S. Individual Income Tax Return OME No. 1545-0074 | IRS Use Criy— Do not write or stape in this space.
Filing status: [ Single  [] Mamied fiing jointly [ | Marmied filing separately [ ] Head of housshold [ ] Qualifying widowiar)
Your first name and initial Last nama Your social security number
1
Your standard deduction: [ | Someone can claim you s a dependent [ | You were born before January 2, 1954 [] ¥ou are biind
If joint refurn, spouse's first name and initizl Last nama Spouse's social sacurity number
|
Spouse standard deduction: || Someone can claim your spouse as & dependent || Spouse wes bom before January 2, 1954 [] Full-year health care coverage
[1 Spouse is bind [] Spousa itemizes on a separate feturn or you ware dual-status alien or exempt s2e inst ]
Home address (numbser and street). f you heve 2 P.O. box, see inatructiona. Apt. no. Presidential Blaction Campaign
{pee inzt) [ Yeu []spouse
City, town or post office, state, and ZIP code. If you have a foreign eddrees, attech Schedule 6. If mere than four dependents,
seainst. and  here D
Dependents {s=a insiructions): {2) Social seeurity number {2} Relationship o you %) » i qualifies for (see inst }
(1) First name Last name Childd t=¢ eradit Credit for other dependents:
[ O
L Ll
0 0
0 0
Si n Uneder penalties of perqusy, | declare that | have examined this rstum and accompanying schedules and staiements, and to the best of my knowledge and belief, they are true,
H g comect, and complete. Dedaration of preparer fther than taxpayer is based on sl nformation of which preparer has any knawledge.
ere Your signature Diate Your occupation i the IRS sent you an kdentity Protection
Joint retum? P enter it
See inztructions. bere fsee inst|
Keep & copy for Spouse's signature. If a joint retum, both must sign. | Date Spouse's occupation if the IRS SEﬂ}fH- &n identity Protection
- e [ 1 1 1 1]
bere fses nsl
Paid Preparer’s namea Preparer's signature PTIN Farm's EIN Chack if:
2rd Pariy Designee
Preparer = = = E B
Use omy !rrr.znar.ne one no. T
Fimn's addnzss e
1 Wages, salanes, tips, etc. Attach Fomis) W-2 . . 1
23 Tex-ewemptintersst. . . 28 b Taxable interast b
W-2. Alsc mttnch 3a (Qualified dividends . . . 3a b Ordinary dividends . 3b
Form(z} W-2 and i .
1000-H F o wms da  |RAs, pensions, end annuities . 4a b Taxable amount 4b
witiihekd 6a  Social security banafts . 5a b Taxable amount b
B Total income. Add lines: 1 through 5. Add any amount from Schedule 1, line 22 [
T Adjusted gross income. If you heve no adjustments to income, enter the amount from lines 5 cdhermse
(Standard ~  cubtract Schedule 1, ine 36, from line & = S R R e e T i
Deductionfor— B Siandard deduction or e |fmn15d19ci|le.ﬁ0 . 8
5 le:;;::;d a9 Oualified business income deduction (ses instructions) . . . . R R L 9
12,000 HO  Taxable income. Subtract inas & and @ from line 7. I zero or less, anter -0- . [ 10
= Married filing
joirthy or Cuifing (11 @ Tax (seeinsf) jcheck fanyfrom: 1 [ | Fommisjgat4 2 [ | Formapz 3 |:| ]
ng&" b Add any amount from Schedule 2 and check hees . . . SsE e ] 11
sesddl N2 & Child tax creditforedit for other dependents b Add any amount from Schedule 3 and check here ™ [ | 12
5‘:;?;‘:‘0 : 13 Subtrect ine 12 from ine 11. fzeroor less, emter-0- . . . . . . . . . . . . . . 13
'“?rgfﬂlﬁ M4 Oiher tawes. Aftach Scheduled . . . . . . . . . . . . . . . o . . . 14
Stadard | S Totaltmx Addfnesi3andid . . . e i e 15
dedisction,
oo iminckan |18 Federal income tax withhedd from Forms W-2endfe@ . . . . . . . . . . . . . 16
e AT Refundable credits: & EIC (see inst) b Schagiz i Form BEES
‘Add eny emount from Schedule 5 S
18 Add lines 16 and 17. Thess are your totel payments . . . e ——— 18
Refund 18  [fline 18 is more than line 15, subtract line 15 from line 18. This is the amount you l:werpeld SR 1B
20a Amount of ine 18 you want refunded to you. If Form B838 & attached, checkhere . . . . ® D Ha
Direct depeeit? = b Routing number »cType: [ ] Checking [[] Sawings
See instructio
™ » d Account number I I I I I I I I
Fal Amournt of line 18 you want applied to your 2040 estimatedtax . . » | H | |
Amount You Owe 22 Amount you owe. Subtract line 18 from line 15. For details on how to pay, see instructions . . . L3 b
23 Estimated tex penaity [sse nstructions). . . . . . . . » | 23| |

Farm 1040

> [@Productivity; Skill in Action

When returns are more complex, people may choose to work with an accountant. Like many
professionals responsible for continually meeting deadlines, accountants also have to manage stress
and prevent procrastination to stay successful. And they must prioritize their tasks to stay focused on
the most important assignments first. Accountants couldn’t do any of it without practicing their
productivity skill each and every day. It's what allows them to strategize, organize, and plan so they
can perform their best.

® TERM TO KNOW
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Tax Return
Information that a taxpayer compiles and reports to the IRS on a standardized form.
1a. The Tax Return Process

Employers, banks, investment companies, and businesses all report income and expense information about
you to the IRS. When you send your tax return to the IRS, it is compared against this other information already
submitted. If there are differences, the IRS may choose to contact you.

} [@Productivity: Skill Reflect

What has been your experience with your taxes? Do you dread doing them? Do you use an
accountant to help? No matter how you feel about taxes or filing them, if you want to make sure you
are being productive and doing all you can to secure your financial future, you need to have a plan
and execute it.

1b. Tax Formula

In this topic, we will guide you through the filing process and identify planning strategies that will help to
minimize your tax base or tax rate. The first step is understanding the tax formula.

BIG IDEA

Knowing how income taxes work will empower you to be proactive in finding legal ways to minimize the
taxes you must pay while maximizing your after-tax wealth. One of the best ways to gain this knowledge is
by completing a tax form.

The following illustration shows the federal income tax formula that is captured in Form 1040.

e Once you calculate your tax base, you will likely need to use more than one tax rate to calculate your total

taxes.

e Once you know the amount of your taxes, you may be able to reduce your tax liability (if any) by claiming a

credit against the amount you owe.
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Gross income
— Deductions for adjusted gross income
= Adjusted gross income

— Deductions from adjusted gross income

Taxable income (tax base)

x

Tax rate(s) multiplied by taxable income

Assessed income tax

o+

Other taxes and penalties
— Credits and withholdings

= Net tax due (or refund)

.

"y

By learning to effectively track your income and strategize for tax season, you can gain an understanding of

your personal finances, which will pay off by freeing up more of your time and hard-earned money in the

future.

2. Entering Personal Information

The first step when beginning to work on your taxes is to enter your personal information (i.e., name, address,
and Social Security number). Next, you will need to determine your filing status and presence of dependents

in your household.

2a. Filing Status

Filing status is determined by your marital status and the presence of dependents. There are two categories
of dependents: (1) qualifying children and (2) qualifying relatives. The IRS uses five filing statuses, as shown in

the illustration below.
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Single

« Not married.
« Mo dependent children or relatives.

Married Filing Jointly

« Must be legally married on the last day of the
year (December 31).

Married Filing Separetely

« Must be legally married on the last day of the
tax year and choose to file separately.

;. Head of Household
Ly - .
f"t « Not married.
« Support at least one qualifying dependent.
n
- -

Qualifying Widow(er)
’ « Spouse died within the three previous years and
’ has not remarried.

« Support at least one qualifying child.

L ~J ‘
ﬂ n « In the year of death, surviving spouse files as

married filing jointly or married filing separately.

~ EXAMPLE Let’s consider Jeff and Maria’s situation.

o Jeff and Maria are both 24 years old and recently married (on December 21).

e Jeff earns $27,000 and Maria earns $35,000; they earned $125 in interest on their savings

account for the year.

e They have no children or other dependents.

Even though they were married near the end of the year, Jeff and Maria’s filing status can be either married
filing jointly or married filing separately. In their case, Jeff and Maria have decided to file a joint tax return.

Jeff and Maria use Form 1040 to file their tax return. Although Jeff and Maria may use free tax preparation
software to prepare their tax return, the underlying form that they are using is still Form 1040. You can see
Jeff and Maria’s tax return below.
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E Department of the Treasury—Internal Revenus Ssvice fiz]]
51 040 U.S. Individual Income Tax Return ‘

| OME Mo. 15450074

Draft

A3 Use Only— Do not write or staple in this space.

Filing status: [ ] Sngle Maried filmg jointly || Maried filng separately | ] Head ofhousehold || Qualifying widowier)

Your first name and initial Last narmsa Your social security number
Jeff Sample coolooo123
Your standard deduction: [ | Someone cen claim you as 3 dependant [] You were born before January 2, 1854 [] You are biind

[ joint return, spouse's first neme and initial Last narma Spousa’s secial security number
Maria Sample ooooooaa s

Spouss stenderd deduction: || Someona can claim your spouse 82 adependent [ ] Spouse was born before January 2, 1954

[] Spouse is biind

[] Spouss temizes on a saparate realum or you were dual-status alien

[#] Full-year hasith care coverage
or exempt {ses nst.)

Home eddress (number and street). F you have a P.O. box, see instructions. Apt._no.

1234 South Street

Presidential Election Campaign
(e inat) D You D Zpouse

City, town or post office, state, and ZIP code. if you heve & forsign address, attach Schedulz 6.
Anytown, GA 30000

If moee than four dependents,
seeinst. and « hera & D

i ions): ial sacurity number tionship o you « if qualifies for inet]:
Dependents (see instructions) Soeidl ben Redationshi if qualifies f
{1} First re=me Last nama (Child taw eredit Credit for other dapendents
] [
[ ] L
L] 0
[ ] 0
Sl n Under penalties of pesjury, | declare that | have examined this retumn and accompanying schedules and statemenis, and o the best of my knowledge and belief, they are e,
H g coerest, and complets. Dechration of prspares {other than taxpayer) is basad on all information of which prepanss has. any knowlsdge.
ere Your signature Date Your cccupation I the IRS sent you an |dentity Protection
ot et Jeff Sample 13112021 | Writer mopmere) | | [ [ | |
Keap a copy for Spouse's signature. If & joint return, both must sign. | Date Spouse's cocupation EI'EE IRS sent you an Identity Protection
T Maria Sample Lab Assistant e ;';E',.;L,
Paid Preparer's name Preparer's signature PTIN Fimm’s EIN Check if:
3rd Party Desigres
Preparer o
Use Gnly Firm's name » Phone no. D Seff-employed
Firm's addrazs »
1 Wages, salaries, tips, etc. Attach Formis) W-2 . o 1 62,000 00
23 Tex-exemptimterest . . . 2a b Taxable interest 2b 125| 00
Attnch Formis) ) o i .
W-2_ Ao attnch 8a Quaffied dividends . . . 3a b Crdinary dividends . b
formigW20and 3 1S, pansions, and anmities 4a b Taxable amount b
withheid Ea  Social security benefits . . Ea b Taxable smount Sb
& Tatal income. Add lines 1 through 5. Add any amount from Schedule 1, lina 22 -]
T Adjusted gross income. § you have no adjustments to income, enter the amownt fmm |II'IB [ ulherwn&e
Cr—— subiract Schedule 1, line 38, from line & A L e s e e MR s 7 62,125| 00
D;@‘—'ﬁo" for— B Standard deduction or itemized deductions (from Smeddeﬁ,- 8 24,000 00
I n;,g:;“:;:c a Quaified business income deduction (see instructions) c a
$12,000 10  Taxabla income. Subtract lines 8 and @ from lina 7. If 2aro or less, enter -0- R T 10 38,125 00
+ Marrisd filing
P,..wmmn a Ta [see insf) icheckfanyfrom: 1 [ Fomigeats 2 Dan.um 3 |:| )
i*a ;D':;'] b Add eny amount from Schedule Z and check hera . . . el | | ST 4,194| 00
» Head of 12 & Child tax crediticredit for other dependants bldimya'murlfrnrnsmadulaamdcmhuz* 1| 42
£1B,000 B 13 Subtract line 12 from line 11. i zero or less, enter -0- 13 4,184 00
sHyouchecked 44  Other taxes. Attach Schedule 4 . 14
any box under
Standard 15  Total tex. Add lines 13 and 14 . '3 4184 00
S, o 16 Federal income tax withheld from Forms W-2 and 10s8 gt 16 5300 00
17  PRefundable credits: & EIC (s2e inst) b Sch Bat2 c Form BBB3
Add any amount from Schedule 5
18 Add fines 1€ end 17. These are your total payments 5 18 5.300| 00
Refund 18 [ ine 18 is more than fine 15, subtract line 15 from line 18. This is the amount you ovmpmd . = 13 1,106 00
20a  Amount of line 19 you want refunded to you. f Form 8888 is attached, checkhers . . . . *= [] | 20a 1,106 00
Dirsct deposit? i - L : -
S haicia b Aouting number cType: []Checking [ Savings
d  Account number | | | | | | | |
21 Amount of line 18 you went applied to your 29 estimated tax_. . * | 21 | |
Amount You Owe 22 Amount you owe. Subtract line 18 from line 15. For details on how to pay, see mstructions . . . » 2
23  Estimated tax penalty (seeinstructions) . . . . . . . . ® 1 23 | |
Foen 1040

There are many online options like the one Jeff and Maria chose to use. You can find Form 1040 and any

others that you may need to complete. Strong fEldglglelleleVAIUIES allow you to take advantage of these tools
that lead to increased efficiency and accuracy. It is a wise investment to learn more about these tools so you
can select the one that is the best fit for you.

® TERM TO KNOW

Filing Status

Determined by your marital status and the presence of dependents.

2b. Dependents

If a taxpayer is providing a home for another person, then the taxpayer may be able to claim the other person

as a dependent on his or her tax return. Claiming a dependent may entitle a taxpayer to preferential filing

status (head of household) and other tax benefits. On the other hand, if you are claimed as a dependent by

someone else, you may lose certain tax benefits (these benefits go to the person who claims you).
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Although the definition of a tax dependent can get complicated, there are two basic categories of
dependents: children and relatives. The most common type of dependent is a child. Qualifying children are
considered dependents of the taxpayer. Qualifying children must pass four general tests: support, age,
relationship, and abode. These are outlined in the chart below.

Support

Age

Relationship

Abode

« The child did not provide more than half of his or her own support
during the tax year.

« At the end of the tax year, the child was:
+ Younger than 19 and younger than the taxpayer.
OR

+ Afull-time student, younger than 24, and younger than
the taxpayer.

« Taxpayer’s child, adopted child, stepchild, foster child, or
his or her descendant.
OR

« Taxpayer’s sibling, half-sibling, step-sibling, or descendant
of any of them.

+ The child must live with the taxpayer for more than half the
year, excluding temporary absences such as schooling,
vacations, and illness.

Let’s say that you take care of your mom, who currently lives with you. She certainly would not qualify as your
child, but you might be able to claim her as a dependent on your tax return as a qualifying relative (and
therefore also be able to choose head of household filing status). A qualifying relative is a dependent who

meets all the following requirements:

e He or she is not a qualifying child of another person.

e His or her relationship to the taxpayer is that of child (as defined previously), parent, grandparent or direct

ancestor, aunt, or uncle.

e The relative has less than $4,150 (in 2018) of gross taxable income.

e The taxpayer provides more than half the dependent’s support.

[ HINT

One important exception to the relationship requirement is that if an unrelated person lives with you for
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the entire year, then she or he satisfies the relationship test.
As with all tax issues, certain guidelines apply.

e A taxpayer cannot claim a dependent if he or she is listed as a dependent on someone else’s tax return.

e A dependent cannot be claimed on two different tax returns.

[ TERMS TO KNOW

Qualifying Children

Dependents of a taxpayer who must pass four general tests: support, age, relationship, and abode.

Qualifying Relative
A dependent who is not a qualifying child of another person, but meets other requirements to be
lawfully recognized as a dependent.

3. Calculating Total Income

The first step in figuring your income tax amount is to calculate your total income, also known as your gross
income.

3a. Gross Income

Gross income is the sum of all your income, including the following.

e Wages and salary from work

e Income from self-employment, partnerships, and so forth
e Interest, dividends, capital gains, and rents

e Scholarships and grants in excess of tuition and books

e Unemployment benefits and bartering

e Alimony received

e Pensions and retirement plan distributions

Some types of income are excluded from gross income and therefore they are not calculated in determining
the tax base:

e Loan proceeds
¢ Gifts and inheritances
e Scholarships (educational assistance) used for tuition, fees, and required books and supplies

e Capital gain on sale of primary residence (up to $250,000 for those who are single and $500,000 for
those who are married)

e Life insurance death benefits

e Fringe benefits through employment, such as health insurance premiums
o Qualifying distributions from Roth IRAs

e A portion of, or all, Social Security benefits

e Municipal bond interest
If you plan ahead, you can structure some of your financial endeavors in such a way as to produce income
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that is excluded from gross income, such as selling your personal residence, earning a scholarship for

tuition/fees/books, or having your employer pay for your tuition.

® TERM TO KNOW

Exclusion
A type of income that is excluded from gross income and not calculated in determining the tax base.

3b. Determining Adjusted Gross Income

Throughout the year, you may also incur daily living expenses that you can use to reduce your gross income.
These deductions, which are specific expenses allowed by Congress that can be used to offset gross income,
will result in an adjusted gross income (AGI) amount that is reported on Form 1040.

There are two types of deductions: (1) FOR AGI deductions which are used to calculate AGIl and (2) FROM AGI
deductions which reduce AGI further to calculate taxable income.

Examples of FOR AGI deductions include:

e Interest paid on student loans
e Contributions to a Health Savings Account (contribution limit for a single individual is $3,450 in 2018)

e Contributions to a traditional IRA (contribution limit is $5,500) and contributions to other self-employed

retirement plans

e Health insurance premiums paid by self-employed individuals

FROM AGI deductions are not used to calculate AGI but do further reduce AGI. When claiming FROM AGI
deductions, taxpayers can either claim the standard deduction (available to all taxpayers) or itemize their

deductions.

If Congress has not specifically allowed the deduction, then you can’t claim it on your tax return.
If you are ever in doubt about what is or is not allowed, check thelRS website.

@ TERMS TO KNOW

Deduction

Specific expenses allowed by Congress that can be used to offset gross income.

Adjusted Gross Income (AGI)
Income amount reported on Form 1040 after applying allowed deductions.

3c. Taxable Income

Taxable income is the amount remaining after the standard deduction or itemized deductions. Taxable income
is your tax base that will be used to determine your income tax. Your income does not equal your taxable
income (tax base). As we have discussed, there are many exclusions and deductions that you can take to
minimize your tax base while still enjoying your full income to achieve your goals.

No two tax situations are the same! Check out one person’s experience with filing her taxes and how

technology and hiring a professional played key roles.

© 2023 SOPHIA Learning, LLC. SOPHIA is a registered trademark of SOPHIA Learning, LLC. Page 9


https://www.irs.gov/

@ TERM TO KNOW

Taxable Income
The amount remaining after the standard deduction or itemized deductions. It is your tax base used to

determine your income tax.

SUMMARY

The tax return process affects every working American. It is important you don’t procrastinate to
make sure your returns are accurate and precise. In this lesson, you looked at an overview of federal
income tax returns. You studied the general tax formula and how it applies to the tax return process.
After entering your personal information on your return, you list yourfiling status, such as married or
single, and any people you care for, called dependents. Every tax return involves calculating total
income, also called gross income. You can reduce your taxable gross income by subtracting
allowable daily living expenses that you incur, as determined by Congress. The result is an adjusted
gross income that you report on your tax return. Yourtaxable income is the amount on which the
government bases your income taxes after standard or itemized deductions have been made. There
are many digital tools available for calculating and filing your returns. Strong technology skill means
you can choose what works best for you.

Source: This content has been adapted from Chapter 4.2 of/introduction to Personal Finance: Beginning Your Financial Journey Copyright ©
2019 John Wiley & Sons, Inc. All rights reserved. Used by arrangement with John Wiley & Sons, Inc.

Wiley and the Wiley logo are trademarks or registered trademarks of John Wiley & Sons, Inc. and/or its affiliates in the United States and other
countries.

a TERMS TO KNOW

Adjusted Gross Income (AGI)
Income amount reported on Form 1040 after applying allowed deductions.

Deduction
Specific expenses allowed by Congress that can be used to offset gross income.

Exclusion

A type of income that is excluded from gross income and not calculated in determining the tax base.

Filing Status
Determined by your marital status and the presence of dependents.

Qualifying Children
Dependents of a taxpayer who must pass four general tests: support, age, relationship, and abode.

Qualifying Relative
A dependent who is not a qualifying child of another person, but meets other requirements to be
lawfully recognized as a dependent.

Tax Return
Information that a taxpayer compiles and reports to the IRS on a standardized form.
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Taxable Income
The amount remaining after the standard deduction or itemized deductions. It is your tax base used to
determine your income tax.
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