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A PREFACE A

The Internal Revenue Code, which is the statutory basis of the federal income tax
system, makes the introductory tax course seem impossible to many students. The
Internal Revenue Code can be intimidating and discouraging to some; there is no
question that it is complex.

Nonetheless, we feel strongly that tax education not only can be interesting
and enjoyable but that it should be. Concepts in Federal Taxation, 2002 Edition, is our
solution. We think this text will please instructors with its unique, straightforward,
yet complete coverage, and will surprise students by being very readable and in-
teresting. The text is designed for use in the introductory tax course. It is suffi-
ciently rigorous for those students who will go on to specialize in the area of taxes
but is unlikely to intimidate those who plan to pursue other areas of accounting
and business.

CoNceprTs BEHIND THE CODE

There are two ways to look at the rules that govern federal taxation. The traditional
or “technical approach” looks at the reams of tax authority as thousands of specific
and distinct code sections, regulations, exceptions, and qualifications. The only way
to absorb tax accounting in this context is to memorize—and then memorize again
when the code changes.

The “conceptual approach” presents taxation as a small number of unifying
concepts—principles that apply in the application of specific tax rules and authori-
ties. These concepts define taxation. An analogy can be made to mathematical
operations—by understanding how multiplication works and memorizing a 9 by 9
times table, people learn to multiply any number by any other number. One can mul-
tiply 23 by 25 correctly without having memorized a times table that includes that
pair of numbers. Likewise, knowing the underlying concepts that shape the tax law
lets the student understand a wide range of tax law without committing every line
of the Internal Revenue Code to memory.

The concepts upon which tax law is built are relatively few and straightforward.
In fact, we discuss and analyze all the concepts in a single chapter. These concepts
are then reviewed at the beginning of each chapter to which they apply. Through
continual reinforcement, the concepts quickly become the backbone of student
understanding. Concept Checks are integrated into the text for added emphasis on
the conceptual underpinnings that drive various tax laws. These checks ensure that
students understand the concept at hand before moving forward.

While the text is shaped by current tax law, students are not asked to decipher
the code itself to understand the law. Instead, students read clear descriptions in
everyday English and learn from numerous concise examples. This approach fo-
cuses student attention on recognizing the underlying concepts of the code, not on
translating and memorizing it. Where necessary, citations to relevant tax authorities
are found at the end of the chapter, where they are unlikely to disrupt a student’s
reading of the material.

CHANGES FOR THE 2002 EDITION

Our World Wide Web site (http:/ /murphy.swcollege.com) is now fully operational.
CFT Online provides supplementary materials in files that can be downloaded by
adopters, supplements that address law changes occurring after publication of the
text, references to other sites on the Internet providing tax materials, and various
other teaching-related materials. Please visit CFT Online and tell us the types of in-
formation you would like us to add to our site.
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PREFACE

WHY THE CONCEPTUAL APPROACH?

This textbook evolved as a solution to a problem that has frustrated academicians
for many years in teaching the first tax course at the undergraduate level. The prob-
lem is what we refer to as the “technical approach.” The technical approach treats
income tax in such great depth that the first-time tax student has difficulty under-
standing the myriad rules, exceptions to the general rule, and exceptions to the ex-
ceptions. As a result, students tend to view the first tax course as a long string of
unrelated topics that they must memorize in order to pass the course. The premise
of the conceptual approach is that what is important at the introductory level is that
students gain a conceptual view of income tax law and be able to relate the concepts
to basic aspects of everyday economic life. In the long run, all students taking the
course will benefit from gaining more general knowledge than an introductory tax
course usually provides.

Chapter 2 develops the conceptual framework and uses it to explain the opera-
tion of the tax system in general. Each subsequent chapter begins with a brief review
of the concepts used in that chapter’s discussion. Students are encouraged to return
to Chapter 2 and to review the concepts whenever they are uncertain about the ap-
plication of a particular concept. Each chapter presents the tax law in terms of the
appropriate concepts.

The approach of this textbook is consistent with the way real learning takes
place. Real learning is the ability to store information in long-term memory (called
propositions). As new information arrives in short-term memory, it combines with
stored propositions to form new propositions. It is this linkage of prior memory
with new information that is the key to learning. Providing the conceptual frame-
work up-front creates in long-term memory basic propositions about income tax
law. The brief review of these propositions at the beginning of each chapter further
stimulates the memory. As new information is introduced in the chapter, it com-
bines with the stored concepts—which makes it easier to learn the material. Con-
cept Checks within the chapter reinforce the linkage between the tax law being
discussed and the concepts that drive the tax treatments. In addition, using each
chapter’s material to link the concepts highlights the integrative nature of tax law
and dispels the notion that tax law is a subject that can be mastered only through
memorization.

PepAGoGY Decopes THE CODE

The decision to use the conceptual approach in this textbook was based on the de-
sire to make the text more “student-friendly” by providing many examples that use
familiar situations. The literature of cognitive psychology tells us that extensive
elaborations lead to greater recall. Elaboration is the process of adding something
to new information to make it more meaningful. The examples in this book are elab-
orations designed to add substance to the tax law being discussed, which is why
this book has many more examples than other textbooks. The examples are pre-
sented in a question-and-discussion format that fully explains the question being
asked.

The textbook also takes a different approach to footnotes. Rather than interrupt
the text with extensive footnoting of specific subsections or paragraphs of the Inter-
nal Revenue Code, the primary tax law sources appear at the end of each chapter
with explanatory notations. This approach uses more references to Treasury regula-
tions, revenue rulings, and court cases than usually appear in an introductory tax
book. This lets the student who wishes to explore a topic further find the primary
tax law sources, which are more explanatory than the Internal Revenue Code.

END-OF-CHAPTER MATERIAL: DEVELOPING SKILLS

Problems. Many of the approximately 1,300 end-of-chapter problems do not call for
mathematical solutions. Rather, they require the student to explain the appropriate
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treatment, based on the concepts. The problems are a valuable learning tool that en-
courages students to apply the concepts to arrive at a solution. Traditional problems
are also provided that can be solved by reference to the examples in the chapter, and
they address every aspect of the chapter. In most cases, two or more problems are pro-
vided for each aspect. This allows the instructor to choose problems of varying levels
of difficulty, based on the instructor’s desired level of emphasis for each topic.

Other Assignments. In addition to discussion questions and problems covering
the material in each chapter, other material is provided. Issue identification prob-
lems ask the student to identify the tax issues inherent in a factual situation and de-
termine the possible tax treatments for the issues they identify. Internet assignments
introduce students to sources of tax information available on the Internet. Research
problems require students to research relevant topics. Spreadsheet problems are
designed to help students develop technology skills and make them aware that
spreadsheets are useful tax planning tools.

Tax planning cases require students to use the materials in the chapter to devise
an optimal tax plan for the facts given. Discussion cases are used to stimulate think-
ing about issues raised in the chapter. Ethics discussion cases provide ethical dilem-
mas related to the chapter material that the student must resolve according to the
Statements on Standards for Tax Services of the American Institute of Certified Pub-
lic Accountants (AICPA).

Chapter 1 includes a discussion of the ethical considerations in tax practice, par-
ticularly with regard to the AICPA’s Statements. The complete set of AICPA state-
ments appears in Appendix D. All case material can be used to emphasize
communication in the tax curriculum. As a further aid to those who wish to integrate
communication assignments in their courses, problems that are amenable to such
use have been designated with a communications icon. (See margin.) The instruc-
tor’s manual (discussed later) provides specific suggestions on use of the various
materials to emphasize communication, technology, and group work in the intro-
ductory tax course.

Comprehensive problems cover a number of issues discussed within the chap-
ter. Integrative problems require the student to bring together material learned in
previous chapters and combine it with information in the current chapter. Integra-
tive problem 84 in Chapter 4 provides the information necessary to calculate the
gross income of a married couple. Integrative problem 96 in Chapter 8 follows up by
providing the information necessary to complete the tax return for the couple. This
approach lets the student do a fairly complex tax return in two stages, spreading the
work out over the semester rather than preparing it for a single due date. This two-
stage tax return problem has been recast in the instructor’s manual with the appro-
priate tax-reporting documents for those who would like to assign a tax return
problem but find the problem in Appendix B unsuited to their needs.

The tax return problem in Appendix B is presented in three phases, which cor-
respond to the organization of the text. Each phase presents some information in ac-
tual tax documents that a taxpayer might receive from common third-party sources.
Upon working through Appendix B, the student will have completed a fairly
complex tax return. The problem can be worked with tax preparation software or
manually. This approach familiarizes students with tax reporting and tax compli-
ance forms and relates to the material as it is being covered, rather than in one burst
at the end of the semester.

ORGANIZATION: COMPREHENSIVE, YET COMPREHENSIBLE

The entire textbook can be covered in one semester, although some instructors will
find it convenient to skip selected chapters. For example, Chapter 16 discusses the
basic aspects of tax research. This chapter can be omitted by those who would like
to spend more time on other aspects of the course.

By its very nature, the introductory tax course contains much material that relates
almost solely to individual taxpayers. We have tried to deemphasize the individual

COMMUNICATION
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PREFACE

aspects of taxation and focus on transactions common to all tax entities. In this re-
gard, the mechanics of the individual tax calculation are not discussed in depth un-
til Chapter 8. Chapter 1 introduces the individual tax formula and briefly discusses
the “for” versus “from” adjusted gross income distinction that is unique to individ-
uals. This lets the text focus more on the overall scheme of taxation—what is income?
what is a deduction? and so on—with individual tax return preparation a secondary
issue. Further, itemized deductions are not accorded the traditional in-depth treat-
ment. Again, the focus is on the more-common itemized deductions, and elaborate
technical detail is omitted for the more-unusual items.

The text is organized into six parts, each of which contains chapters of related ma-
terials. The flow of the material is designed to lead the student into the calculation of
taxable income and the problems associated with various aspects of the calculation.

Part I introduces the student to the conceptual foundations of tax law. Chapter
1 provides an overview of the tax system, briefly discusses other types of taxes, out-
lines the general income tax calculation, discusses the nature of tax planning, and in-
troduces ethical considerations of tax practice. Chapter 2 develops the conceptual
foundation of the income tax system, using a framework that discusses and illus-
trates the underlying concepts.

Part II addresses the calculation of gross income. Chapter 3 classifies various
sources of income and explains the common problems encountered within each in-
come classification. Its overview of property transactions differentiates the taxation
of capital gains and losses from other sources of income. Accounting methods that
affect the recognition of income are introduced at the end of the chapter. Chapter 4
classifies allowable exclusions from income according to the purpose of the exclu-
sion and discusses the problems commonly encountered with exclusions in each cat-
egory.

Part I1I discusses the deductions that are allowed in computing taxable income.
Chapter 5 provides an overview of the general criteria necessary to obtain a tax de-
duction. The chapter concludes with a discussion of the effect of a taxpayer’s ac-
counting method on the timing of deductions. Chapter 6 addresses specific business
expense deductions that are subject to special rules and /or limitations. Deductions
for losses are covered in Chapter 7. Annual losses are distinguished from transac-
tion losses, and the limitations on the deductibility of the two types of losses are dis-
cussed. This includes the treatment of net operating losses, the at-risk rules, passive
losses, capital losses, and casualty and theft losses. The unique features of the indi-
vidual income tax calculation, itemized deductions, and tax credits available to in-
dividuals are discussed in Chapter 8.

Part IV covers property transactions. The property investment cycle is intro-
duced in Chapter 9, and common acquisition problems are discussed. Chapter 10
provides the allowable deductions for property expenditures. This includes the
MACRS depreciation system, depletion deductions, and allowable amortization de-
ductions. Dispositions of property are discussed in Chapter 11. The calculation of the
gain or loss from a disposition of property is explained, and the classification of
gains and losses from property is discussed. Chapter 12 covers the common non-
recognition situations related to property dispositions, including exchanges, invol-
untary conversions, and sales of a principal residence.

Part V provides the comparative life-cycle approach to business entities. Chap-
ter 13 discusses the nontax characteristics that should be considered in choosing a
business entity and the incidence of taxation of each entity; it then presents the com-
parative differences at formation of a business. Chapter 14 compares the differences
in tax treatments during the operation of an entity and concludes with an overview
of the effect of distributions on an entity and its owners. Chapter 15 finishes the life-
cycle discussion with coverage of deferred compensation, tax credits, the alternative
minimum tax, and international tax aspects of entities.

Part VI contains Chapter 16, which provides the mechanics of tax research.
Problems that require students to find particular types of authorities using print,
CD-ROM, and Internet tax services, and research cases for all chapters in the text,
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are provided in this chapter. Instructors wishing to introduce their students to tax
research will want to cover this chapter early in the course.

SUPPLEMENTARY MATERIALS: BETTER TOOLS FOR BETTER UNDERSTANDING

Recognizing the wide range of institutions and classes where Concepts in Federal Tax-
ation can make an educational impact, we have developed supplementary materials
to aid instructors in all aspects of the course.

Instructor’s Manual. The Instructor’s Manual, prepared by Bobbie Martindale, Dal-
las Baptist University, includes suggested syllabi for a one-semester course and a
two-quarter course. Syllabi of several adopters of the 2001 edition are provided so
that users can see how other instructors are using the material in their courses. In
addition, the materials include suggestions for incorporating technology, communi-
cation, and group assignments in the income tax curriculum. Each chapter begins
with an overview of the chapter and specific teaching tips related to the chapter.
Each chapter also presents specific ideas for communication and group assignments
in that chapter. Lecture notes are provided to assist the instructor in organizing class-
room activities, and include suggestions for incorporating material from the prob-
lems in the lecture. Each chapter also features an annotated bibliography on selected
topics from each chapter for instructors who wish to have their students explore ad-
ditional aspects of these topics.

Solutions Manual. The Solutions Manual provides in-depth discussions of the so-
lutions to the end-of-chapter material. The actual text of each discussion question
and problem are reproduced with the solution for easy integration into lecture notes.
A chart at the beginning of each chapter cross-references problems in the 2001 edi-
tion with their counterparts in the 2002 edition. The chart notes any change made to
the problem in the 2002 edition. A second chart lists all problems in the 2002 edition
and describes the topic of each problem. To help instructors develop their problem
assignments, both charts are coded to flag problems developed for specific pur-
poses. Critical thinking, communications skills, and comprehensive and integrative
problems are all designated in the charts. In lieu of providing separate transparency
masters, we have printed the 2002 Solutions Manual in transparency master format.

Test Bank. The Test Bank, prepared by Joseph Hagan, East Carolina University, in-
cludes a variety of testing methods, all consistent with the conceptual teaching ap-
proach. This includes matching questions, multiple-choice questions, short-answer
questions, and comprehensive problems. Examuview Testing Software is available for
producing tests and examinations.

PowerPoint Presentations. To facilitate lecture preparation, a set of PowerPoint
presentations for each chapter, prepared by Bobbie Martindale, Dallas Baptist Uni-
versity, is available for the 2002 edition.

Other Supplementary Materials. In addition to the materials developed specifi-
cally for this textbook, the following Thomson Learning/South-Western products
are available:

m Tax Legislation Update. If necessary, a supplement covering new tax legislation af-
fecting the text will be distributed free to adopters or placed on the website.

m World Wide Web Site Access: CFT Online. Adopters will have access to the dedicated
Concepts in Federal Taxation web site (http://murphy.swcollege.com). Supple-
ments for new tax legislation and other information updating the book and sup-
plements will be available for downloading and printing.

xxi



xxii

PREFACE

m RIA’s Checkpoint® Student Version: Access to RIA’s Checkpoint® Student Version
online tax research database is included with the purchase of each new copy of the
2002 Edition of Concepts in Federal Taxation. This abbreviated version of the tax re-
search database used by thousands of accounting and tax professionals provides
enchanced tax research capabilities in the introductory tax course, and may be
used to solve the tax research problems in the text.

m CCH’s U.S. Master Tax Guide Plus—This comprehensive online federal tax re-
search database is available to be packaged with the 2002 Edition of Concepts in
Federal Taxation. The U.S. Master Tax Guide Plus gives students access to Internal
Revenue Code, Rulings and Procedures, IRS Publications, Tax Law Changes and
much, much more. Best of all, the CCH U.S. Master Tax Guide’s online convenience
means students can access the material anytime, anywhere. Integrating tax re-
search into your course has never been easier!
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A INTRODUCTION A

If you are beginning the study of the federal income tax law and plan to become a
tax attorney or accountant, why you are taking this course is obvious. But if you
want to become a management accountant or auditor, why should you study fed-
eral income taxation? Don’t accountants rely on tax specialists to do tax research and
prepare tax returns? Better yet, why should a business executive, an attorney, a
physician, or a farmer take a tax course? Each of them also can, and often does, have
professional tax advisers to take care of his or her tax problems. The heart of the an-
swer lies in the fact that most economic transactions have an income tax effect.

The income tax law influences personal decisions of individuals. The decision to
buy a house instead of renting one may depend on the after-tax cost of the alterna-
tives. Although the payment of rent reimburses the owner of the dwelling for mort-
gage interest and property tax, a tenant cannot deduct the cost of renting a home.
However, a homeowner can save income tax by deducting home mortgage interest
and property tax and perhaps reduce the after-tax cost of buying relative to renting.

A EXAMPLE 1 Zola lives in an apartment she rents for $700 per month. She is consid-
ering purchasing a house, which will require an initial cash outlay of $5,000 and monthly
payments of $850. Although none of the $5,000 initial down payment is deductible, $800
of the monthly payment is deductible as interest expense. Assuming that Zola earns 6%
on her investments and is in the 28% tax rate bracket, what is the after-tax monthly cost
of purchasing the house?

Discussion: Assuming that Zola itemizes her deductions, the $800 interest payment
will be deductible. Her taxable income will be reduced by $800 per month, resulting in
tax savings of $224 ($800 X 28%). This leaves her with a net after-tax house payment of
$626. However, she will lose interest income on the $5,000 investment of $25 per month
[$5,000 X (6% < 1/12)]. She will not have to pay any tax on the lost interest, resulting in
an after-tax interest loss of $18 [$25 — ($25 X 28%)]. Her net after-tax monthly cost of pur-
chasing the house is $644 ($626 + $18). Because this is less than her rent of $700, Zola will
come out ahead by $56 per month by purchasing the house.

This analysis of Zola’s investment in a house considers only the tax aspects of the in-
vestment. Clearly, other factors influence the decision to purchase a house—potential ap-
preciation in value, the intangible value of owning your own home, and so on. The point
is that the tax consequences are one objective factor to consider when making various de-
cisions, but they are rarely the sole or controlling factor.

Other personal decisions are often influenced by tax savings. For example, a
taxpayer may decide to accelerate or defer charitable donations or elective medical
treatment to claim the deductions in the year that results in the most significant tax
savings. Even child-care decisions may be based on the availability of tax savings in
the form of a child-care tax credit.

A EXAMPLE 2 On January 1 of each year, Steve gives $2,000 to his church. For 2001, his
income is more than double its usual amount because of a one-time gain from a sale of
stock. In a typical year, Steve is in the 28% tax rate bracket. Because of his increased in-
come in 2001, Steve estimates that he will be in the 36% tax rate bracket, but his income
will return to normal in 2002. What steps might Steve take to reduce his tax bill?

Discussion: Instead of waiting until January 1, 2002, to make his regular $2,000 dona-
tion, which will reduce his tax by $560 ($2,000 X 28%), Steve could pay the contribution
in 2001. By taking the deduction in 2001 when he is in the 36% tax rate bracket, Steve saves
$720 ($2,000 X 36%) in tax. By accelerating his $2,000 charitable contribution by a few
days, he saves an extra $160 in tax ($720 — $560).

From these examples, you can see that income taxes can and do have an influ-
ence on routine decisions. However, the cost of the income tax is more than just the
outlay for the tax liability. A knowledge of the income tax laws enables taxpayers to
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make decisions that can reduce these other costs. By being familiar with the tax laws,
an individual can enter into transactions that will provide the best tax result for both
the taxpayer and the taxpayer’s family. By minimizing the income tax burden, tax-
payers conserve wealth that can be put to other uses. Last, taxpayers are respon-
sible for reporting their correct taxable income to the government. Knowing the tax
laws protects against audits by the IRS that could result in additional tax owed and
penalties for improper reporting of the tax liability.

Significance of Tax Costs

Keeping records and filling out forms to comply with the tax law can consume a sub-
stantial amount of time. Table I-1 presents the IRS’s estimates of the time involved in
record keeping, learning about the tax law, preparing a return, and assembling the vari-
ous commonly filed tax forms. As you can see, the IRS estimates that completing and
filing the basic tax return form (Form 1040) requires more than 13 hours on average.
When you consider that many taxpayers file a multitude of forms and schedules to de-
tail their tax affairs, the time involved in complying with the tax law is quite substantial.

Tax compliance also may cost a taxpayer money. Taxpayers must weigh the cost
of the time and investment needed to prepare their own tax returns, the out-of-
pocket cost of hiring a tax preparer to prepare the return, and the risk of additional
time and monetary costs for any errors. Thus, taxpayers need to choose whether to
save money and spend the time to prepare their own tax returns or to pay to have
someone else help to determine the proper amount of income tax.

When deciding whether to prepare their own returns, taxpayers should be
aware that the amount of income tax shown on the return may contain errors or dif-
ferences of opinion that may be found in an IRS audit. These differences of opinion
can result from a taxpayer’s or the tax preparer’s lack of familiarity with the tax law
and how it applies to the taxpayer. Similarly, the IRS agent performing the audit may
not fully understand the law as it applies to a particular situation. In addition to
clerical mistakes, tax return errors can result from inadequate communication be-
tween a taxpayer and tax preparer. A tax audit may reveal that the taxpayer either is

The time needed to complete and file the following forms will vary depending on
individual circumstances. The estimated average times are
Copying,
Learning Assembling,
About the and Sending
Record Law or Preparing the Form
Form Keeping the Form the Form to the IRS
Form 1040 2hr,45min. 3 hr,25min. 6 hr, 16 min. 35 min.
Sch. A (1040) 3 hr., 4 min. 39 min. 1 hr., 34 min. 20 min.
Sch. B (1040) 33 min. 8 min. 25 min. 20 min.
Sch. C (1040) 6 hr., 2 min. 1hr,21 min. 2hr, 19 min. 41 min.
Sch. C-EZ (1040) 45 min. 3 min. 35 min. 20 min.
Sch. D (1040) 1hr,30 min. 3 hr, 4 min. 1 hr., 50 min. 34 min.
Sch. E (1040) 3 hr., 3 min. 1 hr., 1 min. 1 hr., 25 min. 34 min.
Sch. EIC (1040) 1 min. 13 min. 20 min.
Sch. F (1040):
Cash Method 3hr,29min. 36 min. 1 hr., 27 min. 20 min.
Accrual Method 3hr,36min. 26 min. 1 hr., 25 min. 20 min.
Sch. R (1040) 19 min. 15 min. 29 min. 34 min.
Sch. SE (1040):
Short 13 min. 14 min. 12 min. 13 min.
Long 26 min. 20 min. 33 min. 20 min.

SOURCE: Internal Revenue Service. Form 1040 Instructions, 2000.
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entitled to a refund or owes more tax. If you are entitled to a refund, you have lost
the use of the money while it was held by the U.S. Treasury. If you have to pay more
tax, you may have to pay extra costs in the form of penalties and interest on the tax
you owe. An audit of your return will require an additional investment of your per-
sonal time and, quite likely, additional out-of-pocket costs for professional tax ad-
vice. In addition, many taxpayers are intimidated when facing an income tax audit.

As your involvement in professional activities increases, taxes and the costs of
compliance grow in importance. If you are like most taxpayers, you will want to pay
the least tax required by the law. You will also want to spend as little time and money
as possible to satisfy the compliance requirements. As Table I-2 shows, in 1980, an
average taxpayer worked approximately 112 days to pay federal, state, and local
taxes. By 2000, the time a person had to work to pay taxes had increased by 10.7 per-
cent, to 124 days. In 2000, a taxpayer worked more than one-third (33.8 percent) of
the year to pay taxes. Figure I-1 divides an eight-hour work day into the minutes
necessary to pay typical expenses. An average person worked 1 hour and 52 min-
utes each day to pay federal taxes and 50 minutes a day to pay state and local taxes
during 2000. Thus, 2 hours and 42 minutes of each working day are devoted to the
payment of taxes. The time worked to pay taxes is almost the same as the time
worked to pay for household, food, and health care costs, 2 hours and 58 minutes.
As Table I-2 and Figure I-1 demonstrate, the amounts paid for taxes represent ma-
jor expenditures for the typical taxpayer.

Conservation of Wealth

An understanding of basic tax concepts and planning can often help conserve
wealth by reducing taxes. To reduce taxes, you need to be able to recognize poten-
tial planning situations and problems. Because you know your financial affairs bet-
ter than anyone else, you are in the best position to spot potential tax-saving
opportunities. You should never wait for your tax adviser to find new ways to save
you taxes. Although a competent tax adviser will know about tax-planning tech-
niques and current tax developments, you will be more familiar than an adviser is
with your financial affairs and objectives. A tax adviser is best used in the same way
you use other professionals. When you visit your physician, you usually describe
the symptom that brought you to the office to help the doctor identify the proper
treatment. When you visit your attorney for a legal problem, you take along the in-
formation necessary to help the lawyer identify the legal issues. In both instances,
you evaluate information and decide when you need professional assistance. Like-
wise, you will need to evaluate information, based on your understanding of the tax
laws, to determine when you need to consult a professional tax adviser.

Tax Freedom Number Increase

Year Day of Days in Days % of Year
1980 April 21* 112 30.5
1990 April 22* 112 -0- 30.6
1991 April 22 112 -0- 30.5
1992 April 20* 110 —2 30.3
1993 April 23 113 3 30.7
1994 April 24 114 1 311
1995 April 25 115 1 31.5
1996 April 26* _ 116 1 31.9
1997 April 29 118 P 324
1998 May 1 121 3 33.0
1999 May 3 123 2 33.8
2000 May 3* 124 1 33.8

A Table 1-2
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*Leap year caused Tax Freedom Day to appear one day early.

source: Tax Foundation, Tax Features, March 2000, p. 1.
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A Figure I-1

Tax BITE IN THE
Eicur-Hour Day
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Housing & household
operations 1:19

Transportation
:34

Recreation

All other
:51

State/local
taxes :50

Federal taxes
1:52

source: Tax Foundation, Tax Features, April 2000, p. 8.

A EXAMPLE 3 Gwen, 19, is a full-time student at State University. Her parents pay all
her expenses, which total $12,000 a year. Gwen does not have any other source of sup-
port, and she does not pay any income tax. Gwen's father, Marty, owns a substantial port-
folio of stock that earns $12,000 in income each year. Marty is in the 31% tax rate bracket.

Discussion A tax plan could save Marty money by transferring ownership of the stock
portfolio to Gwen, who is in a lower tax bracket. Marty pays $3,720 ($12,000 X 31%) in
tax on the investment income. The amount of income left after paying tax is $8,280
($12,000 — $3,720).

If Marty gave the stock portfolio to Gwen as a gift (which is not subject to income tax),
she would be taxed on the income at a lower tax rate than her father. Assuming that the
$12,000 in investment income is taxed at 15%, Gwen’s tax on the income would be $1,800.
The family could save $1,920 ($3,720 — $1,800) in tax by shifting the income to Gwen. The
amount of income left after paying tax is increased to $10,200 ($12,000 — $1,800).

Taxes Influence Routine Decisions

An auditor, management accountant, attorney, physician, or a farmer may never
prepare a business tax return. Yet, they need a general understanding of the tax ef-
fects of their daily business decisions. For example, an auditor might find that an
improperly recorded transaction results in an undisclosed tax liability or refund. A
managerial accountant may need to consider the tax effects of buying or selling plant
assets or acquiring a new business. To provide reliable advice to clients, lawyers
often need a general understanding of how the tax laws apply to different types of
entities. A doctor may need a general understanding of fringe-benefit plans that can
be set up to keep highly qualified nurses and medical technicians as employees. A
farmer can benefit from familiarity with the complex rules that govern reporting of
income from farm production and the deduction of farm expenses. Individuals can
also benefit from a knowledge of the tax laws in their everyday decisions.
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A EXAMPLE 4 [saac wants to buy a new car. During a special promotion, the dealer will
finance the purchase with a 6% loan. Isaac knows that he can obtain a home equity loan
from his bank at 8% interest. If Isaac is in the 28% tax bracket, which loan should he use
to finance his new car?
Discussion: Interest paid on personal loans is not deductible. However, interest paid on
a home equity loan is deductible. If Isaac itemizes his deductions, the interest on the
home equity loan is deductible. This makes the real after-tax cost of the home equity loan
5.76% [8% — (8% X 28%)]. Therefore, the home equity loan actually offers a lower after-
tax cost than the dealer loan.

However, note that if Isaac does not itemize deductions (i.e., he uses the standard
deduction), he receives no benefit from the deduction for home equity loan interest. In
this case, the dealer loan would have a lower after-tax cost, because neither loan would

produce deductible interest.

Self-Protection

Another reason for being aware of the federal income tax law is self-protection. Per-
haps you have heard others say that all they have to do is give a list of income and
deduction items to their tax return preparer. When they get the completed tax return
back and pay the tax due, their responsibility for complying with the tax law is fin-
ished. If any mistakes are made, it is the preparer’s problem. This assumption is er-
roneous and can lead to disaster.

Taxpayers are fully liable for additional tax, interest, and penalties due because
of an error on their tax return. If a person paid to prepare a return misinterprets the
information and /or makes a mistake that results in an underpayment of tax, the tax-
payer will have to pay any additional amounts owed to the government. Whether
the preparer will reimburse the taxpayer for the penalties and interest depends on
the agreement with the preparer. Legal recourse against the preparer is available in
certain circumstances, but the cost of obtaining reimbursement (e.g., legal fees, court
costs) from the preparer may be prohibitive. For your own protection, you should
always examine the completed return. Before you sign and file the return, thor-
oughly review it with your preparer and be sure you understand any entries that do
not seem to be correct. Again, a knowledge of the tax law can help you catch errors
or other misrepresentations made by a tax preparer before the return is filed.

A EXAMPLE 5 Raul gives his tax return preparer a list of income and deduction items
to be reported on his tax return. The income items total $50,000, and the deduction items
total $14,000. When the preparer puts the information on the return, he omits $10,000 of
the income and reports only $40,000 ($50,000 — $10,000) in income. In addition, the pre-
parer includes a $2,000 deduction twice so that total deductions are reported as $16,000.
As a result, Raul understates his taxable income by $12,000 ($36,000 correct taxable
income — $24,000 reported taxable income).

Discussion: If the IRS detects the errors on the return, Raul will have to pay the IRS the
additional tax due on the $12,000 understatement plus penalties and interest. Depend-
ing on their agreement for preparing the return, Raul may or may not recover part of his
costs from the preparer. If the preparer does not agree to reimburse Raul for his mis-
takes, Raul may take legal action to obtain the amount due from the preparer. However,
this can be a costly process and may not be worth the additional tax and penalties and
interest due.

Clearly, all taxpayers can benefit from a basic knowledge of the tax law. Although
the federal income tax is only one of many taxes that government bodies use to raise
revenue, it is by far the most important in terms of revenue produced and the num-
ber of taxpayers affected. Therefore, this book focuses on federal income tax law.

Federal income tax law is a complex array of statutory, administrative, and judi-
cial authorities. Because of its ability to affect taxpayer’s decisions, lawmakers fre-
quently make changes in the tax law to achieve economic, social, and/or political
objectives. This causes the tax law to be in constant evolution. Professional tax advisers
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spend a significant portion of their time maintaining their knowledge of this changing
body of law. Fortunately, many aspects of the tax law have remained stable over time.
The approach used in this book is to provide a conceptual framework for analyzing
how particular transactions should be treated for federal income tax purposes. The
book then presents the general operation of the tax law and explains it in terms of the
basic concepts. Throughout the book, the focus of the discussion is on those aspects
of the federal income tax that have remained stable over time. A knowledge of the
basic operation of the tax law will enhance your ability to make the best decisions for
your individual situation.



A BRIEF TABLE OF CONTENTS A

Preface  xvii
Introduction  xxiii

A PART |
CONCEPTUAL FOUNDATIONS OF THETAX LAW 1

CHAPTER 1 Federal Income Taxation—An Overview 2
CHAPTER 2 Income Tax Concepts 46

A PART Il
GROSS INCOME 83

CHAPTER 3 Income Sources 84
CHAPTER 4  Income Exclusions 133

A PART Il
DEDUCTIONS 171

CHAPTER 5  Introduction to Business Expenses 172
CHAPTER 6  Business Expenses 224

CHAPTER 7 Losses—Deductions and Limitations 272
CHAPTER 8  Taxation of Individuals 316

A PART IV
PROPERTY TRANSACTIONS 371

CHAPTER 9  Acquisitions of Property 372

CHAPTER 10 Cost Recovery on Property: Depreciation, Depletion,
and Amortization 412

CHAPTER 11  Property Dispositions 466
CHAPTER 12 Nonrecognition Transactions 509

iii



iv

BRIEF TABLE OF CONTENTS

A PARTV

INCOME TAX ENTITIES 549

CHAPTER 13

CHAPTER 14

CHAPTER 15

A PART VI

Choice of Business Entity—General Tax and Nontax
Factors/Formation 550

Choice of Business Entity—Operations and
Distributions 595

Choice of Business Entity—Other Considerations 640

TAX RESEARCH 699

CHAPTER 16

APPENDIX A
APPENDIX B
APPENDIX C
APPENDIX D

Tax Research 700

Tax Rate Schedules and Tax Tables  A-1

Tax Return Problem B-1

Tax Forms C-1

Statements on Standards for Tax Services D-1

GLOSSARY  G-1

INDEX I-1



