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 Student Resource 20.1
Reading: Income Tax Basics
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This presentation covers the basics of taxation, especially income taxes. It explains the different kinds of taxes we pay and what they are used for. While the federal income tax code is very complex, this presentation provides a basic overview of how income taxes are figured on a tax form. 
Ben Franklin once said that nothing is certain except death and taxes. Financial planners help clients prepare for both of these inevitabilities! One important role of a financial planner is to help people make financial decisions that reduce the amount of tax they need to pay each year. In order to make these recommendations, it is important that they know how the tax rules work.
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Throughout our day, we are paying taxes. In fact, every time we go to a restaurant, fill up a car with gas, or fly on an airplane we pay taxes
Income taxes, which are due on April 15 each year, are just one kind of tax. 
Most taxes are figured as a percentage of a price paid or of an income earned. For example, when you buy a car from a dealer, you might pay an additional 8% of the car’s cost in taxes. The dealer, on the other hand, pays a percentage of his or her profit on the sale of the car in corporate tax. So that one transaction may result in multiple taxes.
[image: C:\Users\Mika\Documents\Pearson\2015\March\9\FinancialPlanning_Lesson20_Presentation_ROOT_030815\Slide3.JPG]
Why do we pay taxes? In general, taxes are used to pay for a variety of government services that benefit the public good. In fact, a portion of our federal, state, and local governments operate on tax dollars! Other sources of income include fees and fines, returns on investments, and money borrowed through government bonds and other sources. 
In the United States, we have not always paid taxes. In fact, our Revolutionary War started in part as a protest against unfair taxation! Even to this day there are many who argue that we pay too much in taxes.
Taxes differ in many countries and even in many states. Some countries have taxes that are much higher than ours, and others have taxes that are much lower. 
While the federal tax code applies to everyone in the United States, each state, each county, and each city has its own tax codes. Some states, like Florida, have no state tax, while others, like California, have state taxes on income that are about 8%.
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When completing an income tax form, one of the first steps is to calculate gross income, which includes wages, income from rental property, returns on investments, and capital gains from making a profit on the sale of an asset such as property or stock.
But income tax is not figured on gross income. First, deductions are subtracted. There are many types of deductions, such as business expenses, losses on investments, qualified higher education expenses, charitable donations, interest on mortgages or equity lines of credit, and tax advice.
Then exemptions are subtracted. For each person filing, and for dependents (children or others who depend on the wage earners and have little or no income of their own), a certain amount ($3,950 in 2014) that is exempt from taxes can be deducted. 
The income left over after the subtraction of deductions and exemptions is called taxable income. Tax on the taxable income is figured using a tax table. The table lists what the tax would be for each income. In the United States, our taxes are progressive, which means the tax rate rises as income goes up. But the rate doesn’t rise steadily—it jumps, or “brackets”—so that you might pay a certain rate at one tax bracket, but if you earned 10 dollars more, your rate might jump up to another tax bracket.
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Because taxes are based as a percentage of income, the more taxable income you have, the more money that is taxed. Also, our tax system is progressive, which means that tax rates are tiered upwards, and the more one makes, the more likely he or she is to be in a higher tier.
Part of the reasoning behind a progressive tax system is that the more one makes, the more likely he or she is to have discretionary income (income not committed to paying for life’s necessities) and that this type of income should be taxed at a higher rate.
Because of this progressive tax system, people with large taxable incomes often benefit greatly from following tax-reduction strategies, while people with lower incomes may see a lesser impact on the taxes they pay.
There has been a long debate in this country about the fairness of our tax codes, and during each presidential political campaign the issue of taxes is highly visible.
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While deductions and exemptions are subtracted from gross income, tax credits are even more powerful, because they are deducted directly from taxes.
Once you figure your taxes from the tax table, you subtract any credits for which you are eligible. Tax credits include the Earned Income Tax Credit and the Child Tax Credit. With these credits it is not uncommon for people to pay no taxes or even to receive money back from the government. 
According to the most recent IRS data, the top 50% of all taxpayers paid 97% of all federal taxes and the bottom 50% paid 3%. Additionally, the top 1% paid 35% and the top 5% paid 57% of all income taxes. 47% of all wage earners paid no federal income taxes. 
These tax credits are considered a tool to fight poverty and are usually only available for people with low income levels.
It is important that a financial planner or tax preparer inform clients if they are eligible for any of the available tax credits.
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The US tax code is over 50,000 pages in length and contains detailed rules for exemptions, deductions, and tax credits. Having a handle on tax regulations is important for reducing the tax burden. In fact, there is a whole profession of tax preparers whose job is to help people complete their tax forms and identify all possible exemptions, deductions, and tax credits.
One tax-deductible expense is the money spent on any books or materials necessary to learn about taxes, as well as the fees of tax preparers.
The savings gained by understanding the tax code can be substantial, especially for individuals with high income or several sources of income, who are paying a significant amount of taxes.
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The best time to reduce taxes is usually not when you’re filling out tax forms. Advanced planning can help reduce taxes significantly.
In the activities that follow, you’ll learn about key strategies financial planners recommend to clients so that on tax day, April 15, they only have to pay their fair share.
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Student Resource 20.2
Strategies Activity: Common Tax Reductions 
Student Name:_______________________________________________ Date:___________
Directions: Financial planners often work with clients to help them reduce their tax burden. Below are six strategies they often recommend to clients. Read each one carefully and circle the category or categories each one fits under. Then visit http://tiny.cc/Planning_HSW_Taxes and choose three new strategies; write them down on the back of this resource and list which of the four categories they fit under.
Know the Tax Code! Claim all eligible deductions, exemptions, and credits. Tax forms can sometimes be complicated, and there are many tax regulations that provide deductions, exemptions, and credits. When filling out tax forms, work with an experienced tax preparer or be careful to take advantage of all the applicable tax laws. Though experienced tax preparers charge a fee, their understanding of tax laws can save the tax filer hundreds or thousands of dollars.
Circle:  Lower income       Increase deductions        Postpone taxation          Increase nontaxable income

Invest in Nontaxable Bonds. Unlike most investments, the returns on state and local government types of bonds are often not taxed.
Circle:  Lower income       Increase deductions        Postpone taxation          Increase nontaxable income

Work Where the Benefits Are Good. Look for employment with significant nontaxable employee benefits. Valuable benefits such as medical insurance, matched retirement funding, group term life insurance, and so forth are usually not taxable.
Circle:  Lower income       Increase deductions        Postpone taxation          Increase nontaxable income

Donate to Charity. When donating money, stocks, or other items to charitable organizations, the value of the donations is tax deductible. The IRS now requires written documentation of the gift.
Circle:  Lower income       Increase deductions        Postpone taxation          Increase nontaxable income

Shift Taxes to Others in a Lower Tax Bracket. It’s possible to reduce one’s income by making gifts of income-producing assets such as rental property and stock to others, such as children or grandchildren, who are in lower tax brackets.
Circle:  Lower income       Increase deductions        Postpone taxation          Increase nontaxable income

Pay Taxes Later. Allow wealth to accumulate without current taxation through retirement plans, IRAs, 410(k) plans, and Series EE Savings Bonds. Investing money in this way allows investors to build wealth for the long term and pay taxes on their investment returns when they are retired and their income bracket is likely lower.
Circle:  Lower income       Increase deductions        Postpone taxation          Increase nontaxable income
 Student Resource 20.3
Assignment: Tax-Reduction Recommendations
Student Name:_______________________________________________ Date:___________
Directions: Now it’s your turn to provide recommendations to three clients to help them reduce their tax burden. Read about the three clients and then follow the instructions after each; write three recommendations for each client on a separate piece of paper as well as any additional questions that you might ask as a financial planner to help you give better advice. You can use your notes from the presentation, Income Tax Basics, and your Student Resource 20.2 to help you.
Lazlo Senderian is a financial analyst at a large company. After 30 years at his company, Lazlo has an excellent salary, and he has made many good investments in the stock market. Thanks to his success, he now has a chance to travel with his wife and grown children. But he has a problem—he has now crossed into the top tax bracket and is paying the highest level of taxes. Lazlo would like to move back into a lower tax bracket.
On a separate sheet of paper, write down at least three recommendations to help Lazlo move to a lower tax bracket. Explain your reasoning. Write one additional question you could ask to help you make a decision.

Antonia Linneman is a single mom looking for a new job in the finance industry. Right now her income is not too high, but she wants to make sure that when she starts her new job she doesn’t end up paying too much in taxes.
On a separate sheet of paper, write down at least three recommendations for Antonia to reduce her tax load, especially as she finds a new job. Explain your reasoning. Write one additional question you could ask to help you make a decision.

John and Cecilia Smalley are a couple in their 40s. They both work as high school teachers. While their income isn’t stupendous, they’ve been able to buy some rental properties and have extra income each month. They’ve come to you with two questions—how can they reduce their taxes, and how can they save more for retirement?
On a separate sheet of paper, write down at least three recommendations to help John and Cecilia reduce their taxes and save for retirement. Explain your reasoning. Write one additional question you could ask to help you make a decision.

Make sure your work meets or exceeds the following assessment criteria:
Each recommendation is supported by a clear and coherent explanation of why it is an appropriate strategy.
Each recommendation includes one additional question that would be useful when providing tax-reduction recommendations.
There are at least three accurate and appropriate recommendations to help Lazlo move to a lower tax bracket.
There are at least three accurate and appropriate recommendations for Antonia to reduce her tax load, especially as she finds a new job.
There are at least three accurate and appropriate recommendations to help John and Cecilia reduce their taxes and save for retirement.
The recommendations are neat and legible and use proper spelling, grammar, and punctuation.
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