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Wages, Income, and Taxes 

OVERVIEW 
 

A wage is compensation, usually financial, received by workers in exchange for their work. The 
Internal Revenue Service (IRS) states that wages received by an employee for performing services for 
an employer must be included in gross income (defined later in this chapter). This chapter focuses on 
wages as income, and how the federal and most state governments tax that income. You will examine 
the different tax forms used to report income and taxes to those governments. You will also learn 
how an employer reports wages to an employee. Finally, you will complete a simple tax return. 

OBJECTIVES 

This chapter begins your introduction into the exciting field of income tax! At the conclusion of this 
chapter, you will be able to: 

• Define the various types of income. 

• Accurately round cents to the nearest dollar, and percentages to two places past the decimal point. 

• Interpret the information found on Form W-2 to enter it correctly on Form 1040EZ. 

• Prepare the heading and signature sections of an income tax   return. 

• Compute adjusted gross income (AGI) and taxable income on Form 1040EZ. 

• Determine tax liability using the Tax Tables. 

TAX TERMS 

Look up the definitions of the following terms in the glossary: 

• Adjusted gross income. • Income. 
• Credits. • Medicare Part A. 
• Deductions. • Social security tax withheld. 
• Earned income. • Social security wages. 
• Exemption. • Tax liability. 
• Federal income tax withheld. • Taxable income. 
• Gross income. • Unearned income. 
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WHAT IS INCOME? 

Generally speaking, income is financial gain derived from labor (work), capital (money), or a 
combination of the two. The financial gain derived from labor is generally referred to as wages. 
Unless specifically exempt or excluded by law, all income is subject to income tax and is reported on 
a tax return. 

Gross Income 
Gross income means all worldwide income from whatever source derived, unless specifically excluded 
from taxation by law. Gross income includes income realized in any form, whether in money, property, 
or services. 

See Illustration 1.1 for some items of income both included and excluded from gross income. 
Illustration 1.1 

SOME ITEMS OF INCOME 

INCLUDED IN GROSS INCOME* SPECIFICALLY EXCLUDED FROM 
GROSS INCOME** 

Compensation for services, including fees, com- 
missions, and certain fringe benefits 

Life insurance payments, if paid by reason of 
the death of the insured 

Net income derived from business Gifts and inheritances 
Gains derived from dealings in property Interest on state and local bonds 
Interest Compensation for personal injuries 
Rents Qualified clergy housing allowances 
Royalties Federal income tax refunds 
Dividends Qualified scholarships and fellowships 
Alimony and separate maintenance payments Meals or lodging furnished for the convenience 

of the employer 
Income from life insurance and endowment con- 
tracts 

Certain foster care payments 

Pensions Disaster relief payments 
Certain income from the discharge of indebted- 
ness 

Certain income from the discharge of indebted- 
ness 

Distributive share of partnership gross income  

Income in respect of a decedent 
Income from an interest in an estate or trust 

*Gross income is not limited to these items. 
**Other excluded items are beyond the scope of this course. 
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There are two types of gross income: 

1. Earned income is received for services performed. Some examples are wages, commissions, tips, 
and, generally, farming and other business income. 

Note: Disability retirement benefits qualify as earned income until the taxpayer reaches 
minimum retirement age. Minimum retirement age is the earliest age the taxpayer could have 
received a pension or annuity if they did not have the disability. Social security disability 
payments, Social Security Disability Insurance (SSDI) payments, and military disability pension 
payments are not considered earned income. 

2. Unearned income is taxable income that does not meet the definition of earned income. It includes 
money received for the investment of money or other property, such as interest, dividends, rents, 
and royalties. It also includes pensions, alimony, unemployment compensation, and other income 
that is not from performing services. 

Note: Social security benefits may be included in taxable income. Benefits are included in the 
taxable income (to the extent they are taxable) of the person who has the legal right to receive 
the benefits. You will learn more about social security benefits when you read about retirement 
distributions. 

Example: Mary Moore earned $95,000 as vice president of a local bank. Mary earned $750 of interest 
from a certificate of deposit from the same bank where she worked. Her salary of $95,000 is earned 
income. Her interest of $750 is unearned income. Mary’s total gross income is $95,750.m 

 Complete Exercise 1.1 before continuing to read. 

THE INDIVIDUAL TAX RETURNS 

U.S. citizens and resident aliens are required to file Form 1040EZ, Form 1040A, or Form 1040. 
Nonresident aliens who are required to file a U.S. return file Form 1040NR. Residents of Puerto Rico 
file Form 1040PR. Completion of Forms 1040, 1040NR, and 1040PR are not discussed in this course. 
For more information, see IRS Publication 519, U.S. Tax Guide for Aliens, or Publication 179, Guia 
Contributiva Federal para Patronos Puertorriqueños. Examine the copies of Form 1040EZ, Form 
1040A, Form 1040, Form 1040NR, and Form 1040PR, found in Illustrations 1.2–1.11. Note the 
similarities and differences. Only the first two pages of Form 1040NR and the first two pages of 
Form 1040PR are shown. With only 14 lines, Form 1040EZ is the simplest to complete. Form 1040A, 
popularly referred to as “the short form,” is getting fairly long, as new items are added almost every 
year. Form 1040, also known as “the long form,” is the most comprehensive of the three forms. 
Generally, additional schedules and forms are required when a taxpayer uses Form 1040A, Form 
1040, Form 1040NR, or Form 1040PR. 

Schedules and Forms 
Schedules and forms are official IRS documents used to report various types of income, deductions, 
and credits. Totals determined on each schedule or form are entered on the appropriate line of Form 
1040A or Form 1040, or occasionally on another schedule. Schedules and forms are part of the return, 
and are submitted to the IRS, along with Form 1040A, Form 1040, Form 1040NR, and Form 1040PR. 
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Illustration 1.2 
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Illustration 1.3 
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Illustration 1.4 
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Illustration 1.5 
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Illustration 1.6 
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Illustration 1.7 
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Illustration 1.8 
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Illustration 1.9 
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Illustration 1.10 
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Illustration 1.11 
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Statements 
Statements may or may not be official IRS forms. They are attached to the return to explain various 
types of income, deductions, and credits reported either on a schedule or directly on Forms 1040EZ, 
1040A, 1040, 1040NR, or 1040PR. 

Worksheets 
Worksheets are not sent to the IRS with the return. They are useful in compiling information, and are 
kept with the taxpayer’s copy of the return. You will be using various worksheets in many exercises 
and review problems throughout this course. 

State and Local Tax Returns 
Most states and some cities require residents and individuals who earn income or own property within 
their jurisdictions to file state and/or local returns. This course will cover state content, as it is 
applicable to your geographic area. 

ROUNDING 

The IRS prefers rounding cents to the nearest dollar on all individual income tax returns. This course 
adopts this procedure throughout. Rounding increases the accuracy and efficiency of each 
computation. When rounding cents, fifty cents (50¢) through ninety-nine cents (99¢) are rounded up 
to the next highest dollar. One cent (1¢) through forty-nine cents (49¢) is simply dropped. Unless 
otherwise specified, percentages are rounded to two places past the decimal point. 

Example: A total of $23.50 is rounded up to $24; $23.49 is rounded down to $23.m 

Example: 3.454% rounds to 3.45% (or .0345 as a decimal); 3.456% rounds to 3.46% (or .0346 as a 
decimal). 

When rounding income from multiple source documents, IRS Publication 17 says to include cents 
when adding the amounts, and round off only the total. In this course, we round the amount on each 
document before entering it into the software. 

Tip: The instructions in most IRS publications say to round the total, but 
when filing electronically, the amounts from each source document must 

be rounded. Each Form W-2 is entered into the computer; however, IRS 
electronic filing specifications do not allow for the entry of cents. In this course, 
in order to match the answer key, you will need to round each document before 
adding the amounts together. 

Example: Heather received three Forms W-2. The first shows $2,368.43 wages, the second $5,299.37, 
and the third $1,022.46. If she adds the amounts together before rounding, her total is $8,690.26 
[$2,368.43 + $5,299.37 + $1,022.46 = $8,690.26], rounded to $8,690. If she rounds the amount on each 
document before adding them, her total is $8,689 [$2,368 + $5,299 + $1,022 = $8,689]. 

Complete Exercise 1.2 before continuing to read. 
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One type of income familiar to just about everyone is wages. Most taxpayers are employees, and must 
report their employment income and income tax withholding on their tax returns. Every employee 
should receive a Form W-2, Wage and Tax Statement, from their employer by January 31 each year, 
giving the employee plenty of time to file. This reporting form contains a great deal of information 
that you need to unde r s t and . 

Employee compensation that must be reported on the tax return includes wages, salaries, 
commissions, bonuses, gifts of more than minimal value received from an employer, tips, back pay, 
severance pay, and vacation pay. Certain expense reimbursements for which the employee has not 
adequately accounted to the employer are also included in income and entered on Form W-2. 

Cash allowances for meals and lodging, and the value of meals and lodging furnished as an 
employment incentive, are compensation includible in wages. On the other hand, meals and lodging 
furnished on the employer’s business premises and for the employer’s convenience — and in the 
case of lodging, as a condition of employment — are not includible in wages. 

Example: Bess Rymon and her coworkers worked late into the evening to fill a rush order for their 
employer. Because the workers were missing dinner, the boss sent out for pizza, which he gave to the 
workers to eat. The value of the pizza is not taxable to Bess, because the meal was consumed on the 
employer’s premises and was provided for the employer’s convenience. 

FORM W-2 — WAGE AND TAX STATEMENT 

A Form W-2 is provided to each employee who received payment during the tax year for services per- 
formed for an employer. The 2016 standard IRS version of Form W-2 is shown in Illustration 1.12. 

Form W-2 takes on many different appearances, but the format and information provided must meet 
specific requirements established by the IRS. The complete Form W-2 consists of six copies: 

• Copy A is sent to the Social Security Administration by the employer, along with Form W-3, 
Transmittal of Wage and Tax Statements, by January 31 regardless of whether the forms are both 
mailed and electronically filed. 

• Copy 1 is sent to the state, city, or local taxing authority, if such authority assesses an income tax. 

• Copy B is given to the employee to be attached to their federal income tax return. See Illustration 
1.12. 

• Copy C is given to the employee for their records. 

• Copy 2 is given to the employee to be attached to their state, city, or local income tax return, if 
applicable. 

• Copy D is kept by the employer for their records. 
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Any withholding for taxes, union dues, and other items does not reduce wages shown on Form W-2. 
Taxable wages may be reduced, however, by certain elective salary reductions and deferrals, such as 
those to a §401(k) retirement plan. You will learn more about these reductions later in the course.  
The amount of wages and taxes withheld, as shown on Form W-2, must be reported on the return. 
Some employers may issue two Forms W-2, because they operate on a fiscal year or use an accrual 
accounting system, or because the employee worked in more than one state. If the taxpayer believes   
a Form W-2 is incorrect, they should discuss the matter with the employer who issued the document 
and request that the employer issue a Form W-2c (corrected). 

Employees who change jobs or have more than one job should receive a Form W-2 from each employer. 
Also, if a married couple files a joint return, and both spouses are employed, each should receive one 
or more Forms W-2. Regardless of the number of Forms W-2, the sum of all of them is entered on the 
appropriate line of Form 1040EZ, Form 1040A, or Form 1040. 

Specific Form W-2 Box Information 
Study the Form W-2 shown in Illustration 1.12. The boxes of Form W-2 are explained below. We first 
concentrate on boxes a through f. Then we will continue, discussing boxes 1 through 20.   Illustration 
1.12 is a guide to help you see how the information flows from the document to the software screen 
and ultimately ends up on the tax form (see Illustration 1.13). 

Box a – Employee’s Social Security Number (SSN) 

Verify the employee’s social security number. If it is not right, the taxpayer’s employer must correct 
it. 

Box b – Employer Identification Number (EIN) 

Box c – Employer’s Name, Address, and ZIP Code 

The employer’s name, address, and ZIP code are printed here. This information will be entered in the 
tax preparation software just as it appears   here. 

Box d – Control Number 

This space is for the employer’s convenience. It may contain an entry, but it has no tax consequence. 

Box e/f – Employee’s Name, Address, and ZIP Code 

Verify the accuracy of this information, keeping in mind that if the employee moved during the year, 
the Form W-2 may reflect a previous address. 

Note: It is important to verify the accuracy of the information in boxes a, e, and f—particularly 
if you use it to complete the heading of the tax return. The employer should be notified so they 
may correct their records and send the correct social security information to the Social Security 
Administration. 
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Illustration 1.12 
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Illustration 1.13 
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If a taxpayer submits a Form W-2 in which the taxpayer’s social security number, name, or address 
have been altered in any way, the Tax Professional is responsible for questioning the taxpayer to be 
sure the SSN, name, and address reported on the tax return are all correct, and documenting how 
this determination was made. 

If the social security number, name, or address has been altered, check the box next to the 
description, “Non-standard indicator,” in the “Other W-2 Information” section on the Wage W2 
screen in the software. See Illustration 1.14 below. 

Inform the taxpayer that, later on, they will receive a notice from the IRS that the information on    
the return does not match the information they have previously received from an employer. The IRS 
notice will request additional or updated information. 
Illustration 1.14 

Box 1 – Wages, Tips, Other Compensation 

This box represents the taxable amount of wages paid, noncash payments, tips reported, certain 
reimbursements for business expenses, and other employee compensation. Box 1 does not include 
amounts paid into most deferred compensation plans. All box 1 amounts are totaled and then carried 
to Form 1040EZ, line 1, or Form 1040A, line 7. 

Box 2 – Federal Income Tax Withheld 

Total federal tax withheld is entered on Form 1040EZ, line 7, or Form 1040A, line 40. 

Box 3 – Social Security Wages 

Wages subject to social security withholding are capped. On a single Form W-2, the amount in box   
3, combined with any amount in box 7, should not exceed $118,500 for 2016. If it does, the employer 
should correct it. Unlike box 1, box 3 includes payments the employee may have made to defer 
compensation plans and therefore may exceed box 1. 

Box 4 – Social Security Tax Withheld 

Most employees are taxed 6.2% on their wages and tips up to $118,500 (for 2016) as their contribution 
to the social security system. The tax withheld for this purpose is shown in box 4 for 2016. It should 
not exceed $7,347.00 [$118,500 2 6.2%]. 
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Box 5 – Medicare Wages and Tips 

This box reflects the taxpayer’s wages and tips subject to the Medicare tax. Unlike the amount of 
social security wages in box 3, there is no limit on wages subject to Medicare tax; therefore, this box 
represents the total wages from the employer. 

Box 6 – Medicare Tax Withheld 

Employees are taxed 1.45% on all of their wages and tips for Medicare. In addition to withholding 
Medicare tax at 1.45%, the employer must withhold a 0.9% additional Medicare tax from wages paid 
to employees in excess of $200,000 in a calendar year. Box 6 shows the amount withheld for this tax. 
This figure has no consequence on the federal return, except for the Additional Child Tax Credit 
studied later in this course. 

Box 7 – Social Security Tips 

Tips subject to social security tax received by the employee and reported to the employer are entered 
in box 7. This amount includes all tips reported by the employee, even if the employee’s wages were 
insufficient to collect the required social security tax on the tips. Income from tips will be covered later 
in this course. 

Box 8 – Allocated Tips 

Employees of food or beverage establishments may have a portion of computed tips allocated to them. 
These amounts may be taxable, but are not included in boxes 1, 3, 5, or 7. Income from tips will be 
covered later in this course. 

Box 9 – No entry 

Box 10 – Dependent Care Benefits 

Some employers help their employees pay for child and dependent care expenses. These (usually) tax- 
free benefits are entered in box 10. In Chapter 15, you will learn about the child and dependent care 
credit and how any box 10 entry figures into the credit computation. 

Box 11 – Nonqualified Plans 

This box is for distributions (payments) from nonqualified retirement plans. A nonqualified plan is a 
retirement plan that does not meet certain requirements of the Internal Revenue Code. Any amount 
shown in box 11 usually has been included in box 1 and is taxable. 

Boxes 12a–d 

These boxes are used to report a variety of information. The entries in these boxes are accompanied 
by letter codes. The codes are described in Illustration 1.15 for your reference, but the ones you see 
most often are C, D, E, J, L, P, W, and DD. 
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Illustration 1.15 
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Note: DD is the code used to report the cost of employer-sponsored health coverage. This course covers 
the Affordable Care Act in Chapter 15. It is important that you know that, in these earlier chapters of 
the course, unless otherwise specified, all taxpayers in the case studies will have employer-sponsored 
health coverage that will be reflected in the appropriate informational documents (i.e., Forms 1095-B 
and 1095-C). To summarize, a Form 1095-B (shown in Illustration 1.16) is provided by the insurance 
provider to the taxpayer and the Form 1095-C (shown in Illustration 1.17) is provided by the 
employer, with 50 or more applicable full-time employees, to the taxpayer. Employers who have fewer 
than 50 applicable full-time employees are not required to provide taxpayers with a Form 1095-C. In 
Chapter 15, we will cover more details of the Affordable Care Act, including other types of coverage, 
exceptions, and the consequences of not having any coverage. 

The employer may enter up to four codes in box 12. A separate Form W-2 should be issued if more 
than four codes apply. 

Note: Any amounts coded A, B, M, or N will be entered on the dotted line next to Form 1040, line 
62, along with the notation “UT” (uncollected tax), and should be included in the total tax on line 62. 

Box 13 

The employer will mark each box that applies: 

• Statutory employee.  An employee whose earnings are subject to social security and Medicare 
tax withholding, but not to income tax withholding. A statutory employee may report their income 
and related expenses on Schedule C, a form that can only be filed with Form 1040. Certain full- 
time life insurance salespersons are the most common examples of statutory employees. Statutory 
employment will not be covered in this course. 

• Retirement plan. The employer should mark this box if the employee is an active participant 
during any portion of the year in a qualified retirement plan maintained by the employer, such as   
a §401(k) plan. If this box is marked, it may limit the amount of traditional individual retirement 
arrangement (IRA) contributions the employee may deduct on their return. You will learn about 
IRAs later in the course. 

• Third-party sick pay. This box should be marked if the employee received sick pay from an 
insurance provider other than the employer. Third-party sick pay may be treated differently from 
regular wages on the taxpayer’s state and local tax returns. 

Box 14 – Other 

The employer may use this box to enter any other information they wish the employee to have. 
Examples include educational assistance payments, union dues, health insurance premiums, and 
charitable contributions. Any entry should be labeled. 

Box 14 may also include certain contributions to retirement plans for which there is no applicable code 
in box 12, or other deferred compensation or salary reduction plans, such as cafeteria p l a n s . 
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Illustration 1.16 



1.24 KJ Briceño Income Tax Course (2017) 

Illustration 1.17 
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Example: Carlos Montana works for a state government and contributes to a §414(h) retirement 
plan. There is not a box 12 code for such a plan, so their employer enters their pre-tax contributions 
in box 14.m 

 

Boxes 15–20 

State and local wage and tax information. These are amounts to be reported on the state and local 
income tax returns. 

Totals in the state and local tax columns are entered on the appropriate state and local returns and 
on Form 1040, Schedule A, if they are included in the taxpayer’s itemized deductions. You will learn 
about itemized deductions later in the course. 

Substitute W-2 
If an employee is unable to obtain a Form W-2 from an employer, total wages paid and taxes with- 
held should nonetheless be determined and reported. A statement, such as the KJ Briceño Substitute 
Statement for Form W-2, must be attached, indicating how the determination was made and what 
efforts were made to obtain the Form W-2. IRS Form 4852 serves the same purpose as the KJ Briceño 
statement. 

Example: Look at the substitute statement for James Phipps in Illustration 1.18. Notice that the 
taxpayer declares they have informed the IRS they did not receive a Form W-2. This is done by 
calling a toll-free number for the taxpayer’s area of the country. The phone number may be found in 
the instructions for Forms 1040EZ, 1040A, and 1040. The taxpayer should not call until after 
February 
15. Finally, the taxpayer should sign this form after photocopies have been made. Only original sig- 
natures (not photocopies) should be sent to the IRS and the Social Security Administration. 

T ax Tip: If there is an entry in box 14 that you do not understand, ask the 
taxpayer if they know what it represents. It may have a tax consequence 

or it may not, but you will not know unless you find out what it is. Additional 
information not shown on Form W-2 can often be found on the stub attached to 
it or on the taxpayer’s paycheck stubs. 

T ax Tip: Although a Tax Professional may prepare a return using the   tax- 
payer’s paycheck stubs, that return may not be filed electronically  without 

a Form W-2 or its substitute. The IRS will not accept returns with substitute 
Forms W-2 prior to February 15. The electronic return originator must maintain 
Form 4852 in the same manner required for Forms W-2, W-2G, and 1099-R. 
 
You cannot file a substitute Form W-2 electronically if you do not have the com- 
pany EIN. It must be paper-filed and a signature is required on the substitute 
Form W-2 as well as on the tax return. 
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Illustration 1.18 
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Unemployment compensation generally includes any amounts received under the employment 
compensation laws of the United States or of a state. If a person received unemployment 
compensation during 2016, the state will issue a Form 1099-G, showing the amount they received. A 
Form 1099-G is shown in Illustration 1.19. The amount of unemployment compensation is reported 
in box 1, and will go on Form 1040EZ, line 3, or Form 1040A, line 13. 

Note: Some states are doing away with mailing taxpayers Form’s 1099-Gs. Instead, states are making 
the forms available online only and the taxpayer is required to log into the state website to retrieve 
their Form 1099-G. 

Example: John Wright was unemployed for six months in 2016. He received $7,440 in 
unemployment compensation. He elected to have 10% of his compensation withheld for federal 
taxes. John’s Form 1099-G is shown in Illustration 1.19 below. 
Illustration 1.19 

PREPARING FORM 1040EZ 

In this course, you will be preparing taxpayers’ income tax returns starting with Form 1040EZ. The 
remainder of this chapter focuses on the steps or process to complete a taxpayer’s Form 1040EZ. 

Heading the Return 
The heading of Form 1040EZ is where the taxpayer enters their personal information and filing 
information. Taxpayers should always double-check the information entered in the heading. For 
taxpayers using a professional tax service, the service will enter the correct information and provide an 
envelope with the IRS address if the return is not e-filed. Most returns filed by professional tax 
services are electronically filed. 
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Taxpayer Identification Numbers 

Most taxpayers have social security numbers, but the IRS can issue an individual taxpayer 
identification number (ITIN) to taxpayers who are ineligible to get social security numbers. 
Generally, this applies to nonresident aliens. Certain tax benefits cannot be claimed by taxpayers 
without social security numbers. An ITIN can be obtained by applying to the IRS with Form W-7. 

When a tax return is submitted to the IRS with a name or social security number (SSN) that does not 
match the information on file with the Social Security Administration (SSA), the return is rejected. 
This means the IRS has not accepted it, and it is considered to be unfiled. This often happens, for 
example, when a married or divorced person fails to report a name change to the SSA. It is important 
that the taxpayer verifies all personal information before filing a tax return. Besides preventing 
difficulties in processing the tax return, the correct name and SSN help ensure that the taxpayer 
receives all the future social security benefits to which they are entitled. 

To complete the heading of a return being prepared by hand, clearly print the following (preferably 
in capital letters): 

• The taxpayer’s first name, middle initial, last name, and social security   number. 

• The spouse’s first name, middle initial, last name, and social security number if the couple is filing 
jointly. (If they are filing separately, they cannot use Form 1040EZ. For Forms 1040A or 1040, the 
spouse’s social security number is entered in the return header, but their name is entered in the 
space provided next to the filing status line 3, married filing separately.) 

• The taxpayer’s street address (including apartment number, if appropriate) or post office box. (If 
the taxpayer’s post office does not deliver mail to their home, enter the post office box rather than 
the street address.) 

• The taxpayer’s city, town, or post office, followed by the state and five- or nine-digit ZIP code. 

• The taxpayer’s Presidential Election Campaign Fund choice—taxpayer(s) should mark the box if 
they wish to participate. Marking the box does not change the tax situation; it gives the 
government permission to transfer $3 of income tax collected from the general tax fund to the 
campaign fund. This fund is allocated to presidential candidates based on the amount of money 
each candidate has received from contributions of individuals. 

• The taxpayer’s filing status. 

Married taxpayers filing jointly may list their names in either order in the heading of the return. The 
name listed first will be the primary taxpayer. Any mention of the taxpayer later in the return refers 
to the primary taxpayer. They must be careful, however, to list the social security numbers in the 
same order as their names. The order must be consistent from year to year in order to avoid confusion 
and delays in processing their r e t u r n s . 

Usually, the first social security number listed in the heading should also be used in the heading on 
any other form or document attached to the return. Certain forms, however, require that the social 
security number of the taxpayer who earned the income be used in the headings of those forms. Such 
forms are identified when they are discussed during the course. 

Complete Exercise 1.3 before continuing to read. 
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DETERMINING THE INCOME TAX 

There are several methods used to compute a taxpayer’s tax. Most taxpayers use one of two methods: 
the Tax Tables or the Tax Computation Worksheet. Other methods used to calculate the tax are for 
taxpayers with certain types of income, such as capital gains, qualifying dividends, or foreign earned 
income. The following worksheets are used when these other types of income are included in the tax 
return: 

• Qualified Dividends and Capital Gains Tax Worksheet. 

• Schedule D Tax Worksheet. 

• Schedule J, Income Averaging for Farmers and Fishermen. 

• Foreign Earned Income Tax Worksheet. 

This chapter covers the Tax Tables and the Tax Computation Worksheet. We will cover the Qualified 
Dividends and Capital Gains Tax Worksheet in Chapter 5. Schedule J, Income Averaging for Farmers 
and Fishermen, and the Schedule D Tax Worksheet are not covered in this course because they must 
be filed with Form 1040. The Foreign Earned Income Tax Worksheet is beyond the scope of any 
beginning or intermediate tax course, but you can learn about it in continuing education courses in 
the international tax field. 

Before the taxpayer can determine their tax, they must determine their taxable income. The following 
sections describe the steps taken to compute taxable income. You may want to look at Illustrations 
1.2–1.7, on pages 1.4–1.9, as you read these sections. Also, the beginning of IRS Publication 17 has a 
topic, “Which Form Should I Use?” that explains which types of income, deductions, credits, and other 
items may be reported on each form. Do not worry that you are not familiar with them—you will learn 
about most of them before this course is finished. When you begin using the software, you will see that 
it automatically determines which base form to use according to the input. However, you will need to 
know and understand other forms and schedules because there will be times when you need to select 
them based on information the taxpayer shares with   you. 

Adjusted Gross Income (AGI) 
The first step in computing taxable income is to determine the taxpayer’s adjusted gross income, or 
AGI. To compute AGI: 

• Add up all the income items. The sum of Form 1040EZ, lines 1–3, is entered on line 4. On Form 
1040A, enter the sum of lines 7–14b on line 15. 

• Total all income adjustments on Form 1040A. The sum of Form 1040A, lines 16–19, is entered on 
line 20. Form 1040EZ does not allow for any adjustments to income. 

• Subtract the total adjustments from the total income to arrive at adjusted gross income on Form 
1040A, line 21. Because no income adjustments are allowed on Form 1040EZ, line 4 of that form 
already reflects adjusted gross income. 
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Taxable Income 

The next step in computing taxable income is to determine the taxpayer’s allowable standard 
deduction for their filing status, or compute their total itemized   deductions. 

The standard deduction reduces the amount of income subject to tax and varies based on the 
taxpayer’s filing status. The regular standard deduction amounts are shown in the left-hand margin on 
page 2 of Form 1040A. A complete discussion of the standard deduction is contained in Chapter 2. 

The standard deduction is entered on Form 1040A, line 24, and subtracted from the taxpayer’s AGI. 
On Form 1040EZ, the standard deduction and the exemption amount (described below) are combined 
on line 5. 

The final step in computing taxable income is to subtract the taxpayer’s exemption amount. 

An exemption is a dollar amount ($4,050 for 2016) allowed by law as a reduction of income that 
would otherwise be taxed. Every taxpayer, except one who may be claimed as a dependent on another 
taxpayer’s return, may claim their own personal exemption. Thus, most tax returns will show one 
personal exemption, or two in the case of a married couple filing jointly. 

One additional exemption is allowed for each person who qualifies to be claimed as a dependent on 
the taxpayer’s return. Dependent exemptions are discussed in Chapter   3. 

The total exemption amount is entered on Form 1040A, line 26. Remember, the standard deduction 
and exemption amount are combined on Form 1040EZ, line 5. 

Example: Mark Ferris (43) files a single return and has no dependents. His Form 1040EZ is shown in 
Illustration 1.21. His AGI is $41,250 and he takes the standard deduction. His taxable income is 
$30,900 [$41,250 AGI – $6,300 standard deduction – ($4,050 2 1 exemption) = $30,900]. 

 Complete Exercise 1.4 before continuing to read. 

USING THE 2016 TAX TABLES 

The 2016 Tax Tables are used by taxpayers whose taxable incomes are less than $100,000. The 2016 
Tax Tables are located in the Appendix of this text on pages A.9–A.20. For quick reference, a portion 
of the Tax Tables is shown in Illustration 1.20. To determine the taxpayer’s income tax, look at the 
column for the appropriate filing status and the line in the table containing the taxpayer’s taxable 
income (Form 1040EZ, line 6; Form 1040A, line 27). Note the column headings “At least” and “But 
less than” to help you find the correct tax. 



Wages, Income, and Taxes 1.31 

Illustration 1.20 

The income tax is entered on Form 1040EZ, line 10, or Form 1040A, line 28. Illustration 1.21 shows 
the relationship between the Tax Tables and Form 1040EZ for Mark Ferris, from the preceding 
example. 

The Tax Tables are the most common way of computing the tax on federal tax returns. However, the 
Tax Computation Worksheet (see Illustration 1.22) is required if taxable income is $100,000 or more. 
There are also several other methods of computing the tax for taxpayers with special situations. A 
bulleted list of the other tax computation methods is on page 1.29. 

The amount of income tax is reduced by any applicable credits and increased by any additional taxes 
to arrive at the total tax. These items will be discussed later in the   course. 

If the payments are more than the tax, the difference is entered on Form 1040EZ, line 13a, or Form 
1040A, line 47. This is the overpayment. A taxpayer who files Form 1040A may choose to have some 
or all of their overpayment applied to their next year’s estimated tax bill. Any applied amount will be 
entered on Form 1040A, line 49. Form 1040EZ does not allow an overpayment to be applied to next 
year’s tax. We will discuss estimated taxes later in the course. 

Of course, most taxpayers choose to have the full amount of the overpayment refunded to them. They 
enter the amount to be refunded on Form 1040EZ, line 13a or Form 1040A, line 48a. The IRS will 
mail a check to the taxpayer or make a direct deposit to the taxpayer’s bank account if so requested. 
The bank account information for direct deposit must be entered on lines b, c, and d of the refund line 
of the return. If direct deposit is not requested, fill the boxes in lines b and d with Xs or draw lines 
through them. 

If the tax is more than the payments, the difference is entered on Form 1040EZ, line 14 or Form 
1040A, line 50. This is the taxpayer’s balance due—the amount owed. The balance may be paid by 
personal check, by money order, through a direct debit from the taxpayer’s checking or savings 
account, or with a major credit card. 
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Illustration 1.21 
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Illustration 1.22 
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Third-Party Designee 
Notice the area above the signature section in any of the forms shown in Illustrations 1.2-1.11, 
beginning on page 1.4. Sometimes the IRS needs additional information to process a tax return. If the 
taxpayer wishes to designate the preparer or a third party, such as a friend or family member, as the 
person to be contacted by the IRS to obtain the necessary information, he may check the Yes box. If 
the paid preparer is designated, the taxpayer should simply enter the word “Preparer” as the 
designee’s name. Otherwise, they must provide the designee’s name and telephone number, along 
with a five-digit personal identification number (PIN) selected by the designee. 

Note: The third-party designee authorization only applies to the specific return prepared and 
automatically ends no later than the due date of the return for the following tax year. Authorizations 
on a 2016 return expire on the due date of the 2017 income tax return, April 16, 2018, for most 
taxpayers. 

 Complete Exercises 1.5 and 1.6 before continuing to read. 

SIGNING THE RETURN 

Every taxpayer must sign their own return. A joint return must be signed by both the taxpayer and 
the spouse. The date of signing, occupations, and daytime telephone number should be entered in the 
appropriate spaces. 

If a spouse died before the end of the year, and the surviving spouse files a joint return, the executor 
or administrator must sign the return for the deceased spouse. If no one has been appointed executor 
or administrator, the surviving spouse can sign the joint return and enter “Filing as surviving spouse” 
in the signature area. 

Paid tax return preparers must sign every return they are paid to prepare. The date the return was 
prepared should also be entered. The preparer must enter their preparer tax identification number 
(PTIN) in the space provided. In addition, the tax preparer must be sure their employer’s company 
name; address, ZIP code, phone number, and employer identification number are entered in the sig- 
nature section. A self-employed preparer should enter their own name, PTIN, their address, ZIP code, 
and phone number where they can be reached all year. They should also check the self-employed box. 

In these early chapters of the course, you will be doing the returns by hand. A few of these may be 
done in class; however, the majority of them will need to be completed as homework. For those 
completed as homework, your instructor will review them and demonstrate how they should be 
entered in the software. You will always need to sign the bottom of each return, but when you start 
doing them in the software, the KJ Briceño Tax Professional information will be automatically 
entered. 

Note: If you plan to prepare tax returns for compensation in the upcoming tax season, visit with your 
instructor about the process to apply for a PTIN. Your instructor should be able to provide the details 
about how and when you should apply. 

Complete Exercise 1.7 before continuing to read. 



CHAPTER SUMMARY 

 
Wages, Income, and Taxes 1.35 

 

In this chapter, you began your introduction to the field of taxation with information on the following 
facts: 

• The tax forms for individual taxpayers are Form 1040EZ, Form 1040A, Form 1040, Form 1040NR 
for nonresident aliens, and Form 1040PR, for residents of Puerto Rico. 

• Form W-2 is used by employers to report wages and various tax withholdings, as well as a variety 
of other information, to the IRS, the Social Security Administration, state and local taxing 
agencies, and the employee. 

• To arrive at taxable income for a taxpayer who does not itemize deductions, subtract the taxpayer’s 
standard deduction and total exemption amount from their adjusted gross   income. 

• The Tax Tables are used to determine the income tax for most taxpayers with taxable incomes of 
less than $100,000. 

Suggested Reading 
For further information on the topics discussed in this chapter, you may wish to read Chapter 1 of 
IRS Publication 17. 


