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TEACHING THE CODE IN CONTEXT

The basic approach to teaching taxation hasn’t changed in decades. Today’s 
student deserves a new approach. McGraw-Hill’s Taxation of Individuals 
and Business Entities is a bold and innovative series that has been adopted 
by over 300 schools across the country.

McGraw-Hill’s Taxation is designed to pro-
vide a unique, innovative, and engaging 
learning experience for students studying tax-
ation. The breadth of  the topical coverage, 
the storyline approach to presenting the mate-
rial, the emphasis on the tax and nontax con-
sequences of  multiple parties involved in 
transactions, and the integration of financial 
and tax accounting topics make this book 
ideal for the modern tax curriculum.

“A lot of thought and planning went into the 
structure and content of the text, and a great 
product was achieved. One of the most unique 
and helpful features is the common storyline 
throughout each chapter.”

– Raymond J. Shaffer, 
Youngstown State University

Since the first manuscript was written in 
2005, 400 professors have contributed 441 
book reviews, in addition to 23 focus groups 
and symposia. Throughout this preface, their 
comments on the book’s organization, peda-
gogy, and unique features are a testament 
to the market-driven nature of Taxation’s 
 development.

“This is the best tax book on the market. It’s 
very readable, student-friendly, and provides 
great supplements.”

– Ann Esarco, 
McHenry County College

“The Spilker text, in many ways, is a more logical approach than any other tax textbook. The text 
makes great use of the latest learning technologies through Connect and LearnSmart.”

– Ray Rodriguez, Southern Illinois University–Carbondale
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A MODERN APPROACH FOR  
TODAY’S STUDENT

Spilker’s taxation series was built around the following five core precepts:

1  Storyline Approach: Each chapter begins with a storyline that introduces a set of characters 
or a business entity facing specific tax-related situations. Each chapter’s examples are related 
to the storyline, providing students with opportunities to learn the code in context.

2  Conversational Writing Style: The authors took special care to write McGraw-Hill’s Taxa-
tion that fosters a friendly dialogue between the content and each individual student. 
The tone of the presentation is intentionally conversational—creating the impression of 
speaking with the student, as opposed to lecturing to the student.

3  Superior Organization of Related Topics: 
McGraw-Hill’s Taxation takes a fresh 
approach to taxation by providing two 
alternative topic sequences. In the 
 McGraw-Hill’s Taxation of Individuals 
and Business Entities, topics are grouped 
in theme chapters, including separate 
chapters on home ownership, compensation, investments, and retirement savings and 
deferred compensation. However, in the Essentials of Federal Taxation, topics follow a 
more traditional sequence with topics presented in a life-cycle approach.

4  Real-World Focus: Students learn best when they see how concepts are applied in the real 
world. For that reason, real-world examples and articles are included in “Taxes in the 
Real World” boxes throughout the book. These vignettes demonstrate current issues in 
taxation and show the relevance of tax issues in all areas of business.

5  Integrated Examples: The examples used 
throughout the chapter relate directly to 
the storyline presented at the beginning 
of each chapter, so students become famil-
iar with one set of facts and learn how to 
apply those facts to different scenarios. 
In addition to providing in-context 
 examples, we provide “What if” scenarios within many examples to illustrate how varia-
tions in the facts might or might not change the answers.

“This text provides a new approach to the teaching of the technical material. The style of the text 
material is easier to read and understand. The examples and storyline are interesting and informa-
tive. The arrangement makes more sense in the understanding of related topics.”

– Robert Bertucelli, Long Island University–Post

“I believe it breaks down complex topics in a 
way that’s easy to understand. Definitely easier 
than other tax textbooks that I’ve had experi-
ence with.”

– Jacob Gatlin, Athens State University

“Excellent text; love the story line approach 
and integrated examples. It’s easy to read and 
understand explanations. The language of the 
text is very clear and straightforward.”

– Sandra Owen, Indiana University–Bloomington
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SmartBook®  

Proven to help students improve grades and 
study more efficiently, SmartBook contains the 
same content within the print book, but actively 
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student should do next, guiding the student to 
master and remember key concepts, targeting 
gaps in knowledge and offering customized 
feedback, and driving the student toward 
comprehension and retention of the subject 
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ONLINE ASSIGNMENTS
Connect helps students learn more effi-
ciently by providing feedback and prac-
tice material when they need it, where 
they need it. Connect grades homework 
automatically and gives immediate feed-
back on any questions students may 
have missed. The extensive assignable, 
gradable end-of-chapter content includes 
a general journal application that looks 
and feels more like what you would find 
in a general ledger software package. 
Also, select questions have been rede-
signed to test students’ knowledge more 
fully. They now include tables for students to work through rather than requiring that all calcu-
lations be done offline.

End-of-chapter questions in Connect include:

	 •	 Discussion	Questions
	 •	 Problems
	 •	 Comprehensive	Problems	(Available in the Tax Form Simulation!)

NEW! Tax Form Simulation
New auto-graded Tax Form Simulation  provides a much-improved student experience when 
solving the tax-form based problems. The tax form simulation allows students to apply tax con-
cepts by completing the actual tax forms online with automatic feedback and grading for both 
students and instructors.
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NEW! Guided Examples
The Guided Examples in Connect provide a narrated, animated, step-by-step walk-through of 
select problems similar to those assigned. These short presentations can be turned on or off  by 
instructors and provide reinforcement when students need it most.

McGraw-Hill Customer Experience Group Contact Information
At McGraw-Hill, we understand that getting the most from new technology can be challenging. 
That’s why our services don’t stop after you purchase our products. You can contact our Prod-
uct Specialists 24 hours a day to get product training online. Or you can search the knowledge 
bank	of 	Frequently	Asked	Questions	on	our	 support	website.	For	Customer	Support,	 call	
800-331-5094, or visit www.mhhe.com/support. One of our Technical Support Analysts will be 
able to assist you in a timely fashion.

TaxACT®

McGraw-Hill’s Taxation can be packaged with tax software from TaxACT, one 
of the leading preparation software companies in the market today. The 2016 edi-

tion includes availability of both Individuals and Business Entities software, including the 1040 
forms and TaxACT Preparer’s Business 3-Pack (with Forms 1065, 1120, and 1120S).
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A STORYLINE APPROACH THAT WILL 
RESONATE WITH STUDENTS

8-1

paid enough in taxes during the year to avoid 

 underpayment penalties. She’s planning on filing 

her tax return and paying her taxes on time.

Gram’s tax situation is much more straight-

forward. She needs to determine the regular in-

come tax on her taxable income. Her income is so 

low she knows she need not worry about the alter-

native minimum tax, and she believes she doesn’t 

owe any self-employment tax. Gram didn’t prepay 

any taxes this year, so she is concerned that she 

might be required to pay an underpayment penalty. 

She also expects to file her tax return and pay her 

taxes by the looming due date.

Courtney has already determined 

her taxable income. Now she’s 

working on computing her tax 

 liability. She knows she owes a significant 

amount of  regular income tax on her 

 employment and business activities. 

 However, she’s not sure how to compute the tax 

on the qualified dividends she received from 

 General Electric. Courtney is worried that she 

may be subject to the alternative minimum tax 

this year because she’s heard that an increasing 

number of  taxpayers in her income range must 

pay the tax. Finally, Courtney knows she owes 

some self-employment taxes on her business  income. 

Courtney would like to determine whether she is 

eligible to claim any tax credits such as the child 

tax credit for her two children and education credits 

because she paid for a portion of  her daughter 

 Ellen’s tuition at the University of Missouri–Kansas 

City this year. Courtney is hoping that she has 

© Image Source

Storyline Summary

Taxpayers: Courtney Wilson, age 40,  
Courtney’s mother Dorothy “Gram” 
Weiss, age 70

Family Courtney is divorced with a son, Deron,
description: age 10, and a daughter, Ellen, age 20. 

Gram is currently residing with Courtney.

Location: Kansas City, Missouri

Employment Courtney works as an architect for EWD. 
status: Gram is retired.

Filing status: Courtney is head of household. Gram is 
single.

Current Courtney and Gram have computed their 
situation: taxable income. Now they are trying to 

determine their tax liability, tax refund  
or additional taxes due, and whether 
they owe any payment-related penalties.

to be continued . . .
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Each chapter begins with a storyline 
that introduces a set of  characters fac-
ing specific tax-related situations. This 
revolutionary approach to teaching tax 
emphasizes real people facing real tax 
dilemmas. Students learn to apply prac-
tical tax information to specific busi-
ness and personal situations. The 
characters are brought further to life.

Examples
Examples are the cornerstone of 
any textbook covering taxation. 
For this reason, McGraw-Hill’s 
Taxation authors took special 
care to create clear and helpful 
examples that relate to the story-
line of  the chapter. Students 
learn to refer to the facts pre-
sented in the storyline and apply 
them to other scenarios—in this 
way, they build a greater base of 
knowledge through application. 
Many examples also include 
“What if ?” scenarios that add 
more complexity to the example 
or explore related tax concepts.

2-4 CHAPTER 2 Tax Compliance, the IRS, and Tax Authorities

The statute of limitations for IRS assessment can be extended in certain circum-
stances. For example, a six-year statute of limitations applies to IRS assessments if  
the taxpayer omits items of gross income that exceed 25 percent of the gross income 
reported on the tax return. For fraudulent returns, or if  the taxpayer fails to file a tax 
return, the news is understandably worse. The statute of  limitations remains open 
indefinitely in these cases.

Bill and Mercedes file their 2012 federal tax return on September 6, 2013, after receiving an auto-
matic extension to file their return by October 16, 2013 (October 15 was a Sunday). In 2016, the IRS 
selects their 2012 tax return for audit. When does the statute of limitations end for Bill and  
Mercedes’s 2012 tax return?

Answer: Assuming the six-year and “unlimited” statute of limitation rules do not apply, the statute 
of limitations ends on September 6, 2016 (three years after the later of the actual filing date and the 
original due date).

What if: When would the statute of limitations end for Bill and Mercedes for their 2012 tax return 
if the couple filed the return on March 22, 2013 (before the original due date of April 15, 2013)?

Answer: In this scenario the statute of limitations would end on April 15, 2016, because the later 
of the actual filing date and the original due date is April 15, 2013.

Example 2-1

Taxpayers should prepare for the possibility of an audit by retaining all support-
ing documents (receipts, cancelled checks, etc.) for a tax return until the statute of 
limitations expires. After the statute of limitations expires, taxpayers can discard the 
majority of supporting documents but should still keep a copy of the tax return it-
self, as well as any documents that may have ongoing significance, such as those es-
tablishing the taxpayer’s basis or original investment in existing assets like personal 
residences and long-term investments.

IRS AUDIT SELECTION
Why me? This is a recurring question in life and definitely a common taxpayer ques-
tion after receiving an IRS audit notice. The answer, in general, is that a taxpayer’s 
return is selected for audit because the IRS has data suggesting the taxpayer’s tax 
return has a high probability of  a significant understated tax liability. Budget con-
straints limit the IRS’s ability to audit a majority or even a large minority of tax re-
turns. Currently, fewer than 2 percent of  all tax returns are audited. Thus, the IRS 
must be strategic in selecting returns for audit in an effort to promote the highest 
level of voluntary taxpayer compliance and increase tax revenues.

Specifically, how does the IRS select tax returns for audit? The IRS uses a num-
ber of computer programs and outside data sources (newspapers, financial statement 
disclosures, informants, and other public and private sources) to identify tax returns 
that may have an understated tax liability. Common computer initiatives include the 
DIF (Discriminant Function) system, document perfection program, and information 
matching program. The most important of  these initiatives is the DIF system. The 
DIF system assigns a score to each tax return that represents the probability the tax 
liability on the return has been underreported (a higher score = a higher likelihood 
of underreporting). The IRS derives the weights assigned to specific tax return at-
tributes from historical IRS audit adjustment data from the National Research Pro-
gram.7 The DIF system then uses these (undisclosed) weights to score each tax return 

LO 2-2

7Similar to its predecessor, the Taxpayer Compliance Measurement Program, the National Research  
Program (NRP) analyzes a large sample of tax returns that are randomly selected for audit. From these 
randomly selected returns, the IRS identifies tax return characteristics (e.g., deductions for a home office, 
unusually high tax deductions relative to a taxpayer’s income) associated with underreported liabilities, 
weights these characteristics, and then incorporates them into the DIF system. The NRP analyzes ran-
domly selected returns to ensure that the DIF scorings are representative of the population of tax returns.
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“The text provides very useful tools that 
students can read and understand, mak-
ing it easier to break the myth that ‘tax is 
hard.’”

– Daniel Hoops, Walsh College

“I absolutely love this textbook. This 
textbook makes my job of teaching so 
much easier.”

– Chuck Pier, Angelo State University

“The case study approach is ex-
cellent as you follow the taxpay-
ers through the chapters.”

– Irwin Uhr, Hunter College

xiv
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THE PEDAGOGY YOUR STUDENTS NEED 
TO PUT THE CODE IN CONTEXT CHAPTER 1 An Introduction to Tax 1-3

In summary, taxes affect many aspects of personal, business, and political deci-
sions. Developing a solid understanding of  taxation should allow you to make in-
formed decisions in these areas. Thus, Margaret can take comfort that her semester 
will likely prove useful to her personally. Who knows? Depending on her interest in 
business, investment, retirement planning, and the like, she may ultimately decide to 
pursue a career in taxation.

WHAT QUALIFIES AS A TAX?
“Taxes are the price we pay for a civilized society.”—Oliver Wendell Holmes Jr.

Taxes have been described in many terms: some positive, some negative, some 
printable, some not. Let’s go directly to a formal definition of a tax, which should 
prove useful in identifying alternative taxes and discussing alternative tax systems.

A tax is a payment required by a government that is unrelated to any specific ben-
efit or service received from the government. The general purpose of a tax is to fund 
the operations of  the government (to raise revenue). Taxes differ from fines and 
 penalties in that taxes are not intended to punish or prevent illegal behavior. None-
theless, by allowing deductions from income, our federal tax system does encourage 

LO 1-2

TAXES IN THE REAL WORLD Republicans vs. Democrats

We often boil down the tax policy of our major 
political parties into its simplest form: Demo-
crats raise taxes to fund social programs, and 
Republicans lower taxes to benefit big busi-
nesses and the wealthy. Both ideas simplify the 
policy of each party, yet both ideas are essen-
tially true.

Whether you agree with more government 
spending or tax breaks for corporations, each 
party’s agenda will affect your taxes.

Political Ideology: Republican
“We believe government should tax only to raise 
money for its essential functions.” The Republi-
cans state their case plainly on the Republican 
National Convention website. That is, Republi-
cans believe government should spend money 
only to enforce contracts, maintain basic infra-
structure and national security, and protect citi-
zens against criminals.

The literature of the House Republican Con-
ference goes on to illuminate the role of the 
government and how tax policies affect individ-
uals: “The money the government spends does 
not belong to the government; it belongs to the 
taxpayers who earned it. Republicans believe 
Americans deserve to keep more of their own 
money to save and invest for the future, and 
low tax policies help drive a strong and healthy 
economy.”

Tax relief is the Republican route to growing 
the economy. A Republican government would 
reduce taxes for businesses to allow busi-
nesses to grow and thus hire more employees. 

Republicans also seek to limit income taxes for 
individuals so that people can hold on to more 
disposable income, which they can then spend, 
save, or invest.

Political Ideology: Democrat
The tax policy for the Democratic Party calls for 
raising certain taxes to provide money for gov-
ernment spending, which in turn generates 
business. The party platform asserts that gov-
ernment spending provides “good jobs and will 
help the economy today.”

Many Democrats are adherents to Keynes-
ian economics, or aggregate demand, which 
holds that when the government funds pro-
grams, those programs pump new money into 
the economy. Keynesians believe that prices 
tend to stay relatively stable and therefore any 
kind of spending, whether by consumers or the 
government, will grow the economy.

Like the Republicans, Democrats believe 
the government should subsidize vital services 
that keep cities, states, and the country run-
ning: infrastructure such as road and bridge 
maintenance and repairs for schools. Demo-
crats also call for tax cuts for the middle class. 
But who benefits most under each platform? 
The conventional wisdom is that corporations 
and the wealthy will benefit more with a Repub-
lican tax policy, while small businesses and 
middle-class households will benefit from a 
Democratic tax policy.

Source: http://www.investopedia.com/articles/
economics/09/us-parties-republican-democrat-taxes.asp

THE KEY FACTS

What Qualifies  
as a Tax?

•	 The general purpose of 
taxes is to fund govern-
ment agencies.

•	Unlike fines or penalties, 
taxes are not meant to 
punish or prevent illegal 
behavior; but “sin taxes” 
are meant to discourage 
some behaviors.

•	 The three criteria neces-
sary to be a tax are that 
the payment is
•	 required
•	 imposed by a 

government
•	 and not tied directly to 

the benefit received by 
the taxpayer.
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Taxes in the Real World
Taxes in the Real World are short boxes used 
throughout the book to demonstrate the real-
world use of tax concepts. Current articles on tax 
issues, real-world application of  chapter-specific 
tax rules, and short vignettes on popular news 
about tax are some of the issues covered in Taxes 
in the Real World boxes.

CHAPTER 1 An Introduction to Tax 1-7

 Description Amount Explanation

(3) Taxable income before additional $160,000.00 Example 1-3. 
 $80,000 of taxable income

(4) Tax on $160,000 taxable income $  31,785.50 Example 1-3.

Marginal tax rate on additional 28.53% 
¢Tax

¢Taxable income
= [ (2) − (4) ]/[ (1) − (3) ]

Note that Bill and Mercedes’s marginal tax rate on the $80,000 increase in taxable income rests 
between the 28 percent and 33 percent bracket rates because a portion of the additional income 
($231,450 − $160,000 = $71,450) is taxed at 28 percent with the remaining income ($240,000 − 
$231,450 = $8,550) taxed at 33 percent.

Assume now that, instead of receiving a book advance, Bill and Mercedes start a new business 
that loses $60,000 this year (it results in $60,000 of additional tax deductions). What would be their 
marginal tax rate for these deductions?

Answer: 25.41 percent, computed as follows:

 Description Amount Explanation

(1) Taxable income with additional  $100,000.00 $160,000 taxable income stated in 
 $60,000 of tax deductions  Example 1-3 less $60,000.

(2) Tax on $100,000 taxable income $   16,542.50 Using the rate schedule in Example 1-3,  
   $16,542.50 = $10,367.50 + 25% ×  
   ($100,000 − $75,300).

(3) Taxable income before additional  $160,000.00 Example 1-3. 
 $60,000 of tax deductions

(4) Tax on $160,000 taxable income $  31,785.50 Example 1-3.

Marginal tax rate on additional 25.41% 
¢Tax

¢Taxable income
= [ (2)− (4) ]/[ (1) − (3) ]  

$60,000 of tax deductions

 Bill and Mercedes’s marginal tax rate on $60,000 of additional deductions (25.41 percent) differs 
from their marginal tax rate on $80,000 of additional taxable income (28.53 percent) in these sce-
narios because the relatively large increase in deductions causes some of their income to be taxed 
in a lower tax rate bracket and the relatively large increase in income caused some of their income 
to be taxed in a higher tax rate bracket. Taxpayers often will face the same marginal tax rates for 
small changes in income and deductions.

Example 1-5

The marginal tax rate is particularly useful in tax planning because it represents 
the rate of taxation or savings that would apply to additional taxable income (or tax 
deductions). In Chapter 3, we discuss basic tax planning strategies that use the mar-
ginal tax rate.

The average tax rate represents a taxpayer’s average level of  taxation on each 
dollar of taxable income. Specifically,

  Eq. 1-3 Average Tax Rate =
Total Tax

Taxable Income

The average tax rate is often used in budgeting tax expense as a portion of income 
(what percent of taxable income earned is paid in tax).

THE KEY FACTS

Different Ways to 
Measure Tax Rates

•	Marginal tax rate
•	 The tax that applies to 

next increment of in-
come or deduction.

•	 =
¢Tax

¢Taxable income
•	Useful in tax planning.

•	Average tax rate
•	A taxpayer’s average 

level of taxation on each 
dollar of taxable income.

•	= 
Total tax

Total income
•	Useful in budgeting tax 

expense.
•	 Effective tax rate
•	A taxpayer’s average 

rate of taxation on each 
dollar of total income 
(taxable and nontaxable 
income).

•	= 
Total tax

Total income
•	Useful in comparing the 

relative tax burdens of 
taxpayers.
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Federal Claims to interpret and rule differently on the same basic tax issue. Given a 
choice of courts, the taxpayer should prefer the court most likely to rule favorably on 
his or her particular issues. The courts also differ in other ways. For example, the U.S. 
District Court is the only court that provides for a jury trial; the U.S. Tax Court is the 
only court that allows tax cases to be heard before the taxpayer pays the disputed liabil-
ity and the only court with a small claims division (hearing claims involving disputed 
liabilities of $50,000 or less); the U.S. Tax Court judges are tax experts, whereas the 
U.S. District Court and U.S. Court of Federal Claims judges are generalists. The tax-
payer should consider each of these factors in choosing a trial court. For example, if  
the taxpayer feels very confident in her tax return position but does not have sufficient 
funds to pay the disputed liability, she will prefer the U.S. Tax Court. If, instead, the 
taxpayer is litigating a tax return position that is low on technical merit but high on 
emotional appeal, a jury trial in the local U.S. District Court may be the best option.

What happens after the taxpayer’s case is decided in a trial court? The process may 
not be quite finished. After the trial court’s verdict, the losing party has the right to 
request one of the 13 U.S. Circuit Courts of Appeals to hear the case. Exhibit 2-3 de-
picts the specific appellant courts for each lower-level court. Both the U.S. Tax Court 
and local U.S. District Court cases are appealed to the specific U.S. Circuit Court of 
Appeals based on the taxpayer’s residence.9 Cases litigated in Alabama, Florida, and 

EXHIBIT 2-2 IRS Appeals/Litigation Process

1a. Agree with proposed
 adjustment

1b. Disagree with
 proposed adjustment

3a. Agree with proposed
 adjustment

2a. Request appeals

5. IRS denies
 refund claim

3b. Disagree with proposed adjustment

4b. Pay tax

4a. Do not pay tax;
 Petition Tax Court

2b. No
 taxpayer
 response

Tax Court

90-Day Letter

30-Day Letter

Appeals Conference

IRS Exam

Pay Taxes Due

File Claim for
Refund with the IRS

File Suit in U.S. District
Court or U.S. Court of

Federal Claims

IRS Exam: © Royalty-Free/Corbis, Supreme Court: © McGraw-Hill Education/Jill Braaten, photographer, File Claim: © Michael A. 
Keller/Corbis 

9Decisions rendered by the U.S. Tax Court Small Claims Division cannot be appealed by the taxpayer 
or the IRS.
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“The Spilker text makes tax easy for students to un-
derstand. It integrates great real-world examples so 
students can see how topics will be applied in 
practice. The integration of the tax form and exhibits 
of the tax forms in the text are outstanding.”

– Kristen Bigbee, Texas Tech University

The Key Facts
Marginal Key Facts 
provide quick synop-
ses of  the critical 
pieces of information 
presented through-
out each chapter.

Exhibits
Today’s students are visual learners, 
and McGraw-Hill’s Taxation delivers 
by making appropriate use of  charts, 
diagrams, and tabular demonstrations 
of key material.

“A good textbook that uses great ex-
amples throughout the chapters to 
give a student an understanding of 
the tax theory and how it applies to 
the taxpayers.”

– Jennifer Wright, 
Drexel University

“Spilker’s use of examples immediately following the 
concept is a great way to reinforce the concepts.”

– Karen Wisniewski, County College of Morris
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30-day letter (2-6)
90-day letter (2-6)
acquiescence (2-17)
action on decision (2-17)
annotated tax service (2-18)
Circular 230 (2-24)
citator (2-21)
civil penalties (2-26)
correspondence examination (2-5)
criminal penalties (2-26)
determination letters (2-16)
DIF (Discriminant Function)  

system (2-4)
document perfection program (2-4)
field examination (2-6)
final regulations (2-15)
Golsen rule (2-15)

information matching program (2-4)
Internal Revenue Code of 1986 (2-11)
interpretative regulations (2-16)
legislative regulations (2-16)
nonacquiescence (2-17)
office examination (2-6)
primary authority (2-9)
private letter rulings (2-16)
procedural regulations (2-16)
proposed regulations (2-15)
question of fact (2-19)
question of law (2-19)
regulations (2-15)
revenue procedures (2-16)
revenue rulings (2-16)
secondary authorities (2-9)
stare decisis (2-15)

Statements on Standards for Tax 
Services (SSTS) (2-23)

statute of limitations (2-3)
substantial authority (2-24)
tax treaties (2-14)
technical advice memorandum (2-16)
temporary regulations (2-15)
topical tax service (2-19)
U.S. Circuit Courts of Appeal (2-7)
U.S. Constitution (2-11)
U.S. Court of Federal Claims (2-6)
U.S. District Court (2-6)
U.S. Supreme Court (2-8)
U.S. Tax Court (2-6)
writ of  certiorari (2-8)

KEY TERMS

DISCUSSION QUESTIONS

All applicable Discussion Questions are available with Connect®.

 1. Name three factors that determine whether a taxpayer is required to file a tax 
return.

 2. Benita is concerned that she will not be able to complete her tax return by  
April 15. Can she request an extension to file her return? By what date must  
she do so? Assuming she requests an extension, what is the latest date that she 
could file her return this year without penalty?

 3. Agua Linda Inc. is a calendar-year corporation. What is the original due date 
for the corporate tax return? What happens if  the original due date falls on a 
Saturday?

 4. Approximately what percentage of tax returns does the IRS audit? What are 
the implications of this number for the IRS’s strategy in selecting returns for 
audit?

 5. Explain the difference between the DIF system and the National Research  
Program. How do they relate to each other?

 6. Describe the differences between the three types of audits in terms of their 
scope and taxpayer type.

 7. Simon just received a 30-day letter from the IRS indicating a proposed assessment. 
Does he have to pay the additional tax? What are his options?

 8. Compare and contrast the three trial-level courts.
 9. Compare and contrast the three types of tax law sources and give examples of 

each.
 10. The U.S. Constitution is the highest tax authority but provides very little in the 

way of tax laws. What are the next highest tax authorities after the U.S. 
Constitution?

 11. Jackie has just opened her copy of the Code for the first time. She looks at the 
table of contents and wonders why it is organized the way it is. She questions 
whether it makes sense to try and understand the Code’s organization. What 
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As we explained in Example 2-6, Bill and Mercedes’s CPA met her professional 
standards (as defined currently in SSTS No. 1) by recommending a tax return posi-
tion that meets the “Substantial Authority” standard. Likewise, because substantial 
tax authority supports the tax return position, Bill and Mercedes’s CPA should also 
not have penalty exposure under IRC Sec. 6694.

CONCLUSION
Now that we have a full understanding of the issue under audit for Bill and Mercedes, 
what is their likely outcome? Another good question. The IRS has stated that it will 
continue to disallow a current deduction for points incurred for refinanced mortgages. 
Nonetheless, the courts appear to follow J.R. Huntsman v. Comm., and therefore, the 
IRS stands a strong possibility of losing this case if litigated. In an IRS appeals confer-
ence, the appeals officer may consider the hazards of litigation. Accordingly, Bill and 
Mercedes have a good likelihood of a favorable resolution at the appeals conference.

In this chapter we discussed several of the fundamentals of tax practice and pro-
cedure: taxpayer filing requirements, the statute of limitations, the IRS audit process, 
the primary tax authorities, tax research, tax professional standards, and taxpayer 
and tax practitioner penalties. For the tax accountant, these fundamentals form the 
basis for much of her work. Likewise, tax research forms the basis of much of a tax 
professional’s compliance and planning services. Even for the accountant who 
doesn’t specialize in tax accounting, gaining a basic understanding of  tax practice 
and procedure is important, as assisting clients with the IRS audit process is a valued 
service that accountants provide, and clients expect all accountants to understand 
basic tax procedure issues and how to research basic tax issues.

Summary

Identify the filing requirements for income tax returns and the statute of limitations for 
assessment.

●	 All corporations must file a tax return annually regardless of their taxable income.  
Estates and trusts are required to file annual income tax returns if their gross income  
exceeds $600. The filing requirements for individual taxpayers depend on the taxpayer’s 
filing status, age, and gross income.

●	 Individual and C corporation tax returns (except for C corporations with a June 30 year-
end) are due on the fifteenth day of the fourth month following year-end. For C corpora-
tions with a June 30 year-end, partnerships and S corporations, tax returns must be filed 
by the fifteenth day of the third month following the entity’s fiscal year-end. Any taxpayer 
unable to file a tax return by the original due date can request an extension to file.

●	 For both amended tax returns filed by a taxpayer and proposed tax assessments by the 
IRS, the statute of limitations generally ends three years from the later of (1) the date 
the tax return was actually filed or (2) the tax return’s original due date.

Outline the IRS audit process, how returns are selected, the different types of audits, and 
what happens after the audit.

●	 The IRS uses a number of computer programs and outside data sources to identify tax 
returns that may have an understated tax liability. Common computer initiatives include 
the DIF (Discriminant Function) system, document perfection program, and information 
matching program.

●	 The three types of IRS audits consist of correspondence, office, and field examinations.
●	 After the audit, the IRS will send the taxpayer a 30-day letter, which provides the taxpayer 

the opportunity to pay the proposed assessment or request an appeals conference.  
If an agreement is not reached at appeals or the taxpayer does not pay the proposed  

LO 2-1

LO 2-2
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Upon completing this chapter, you should be able to:

 LO 2-1 Identify the filing requirements for income tax returns and the statute of limitations 
for assessment.

 LO 2-2 Outline the IRS audit process, how returns are selected, the different types of audits, 
and what happens after the audit.

 LO 2-3 Evaluate the relative weights of the various tax law sources.

 LO 2-4 Describe the legislative process as it pertains to taxation.

 LO 2-5 Perform the basic steps in tax research and evaluate various tax law sources when 
faced with ambiguous statutes.

 LO 2-6 Describe tax professional responsibilities in providing tax advice.

 LO 2-7 Identify taxpayer and tax professional penalties.

Learning Objectives

chapter

2
Tax Compliance,  
the IRS, and Tax 
Authorities
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Summary
A unique feature of McGraw-Hill’s 
Taxation is the end-of-chapter 
summary organized around learn-
ing objectives. Each objective has a 
brief, bullet-point summary that 
covers the major topics and con-
cepts for that chapter, including 
references to critical exhibits and 
examples.

All end-of-chapter material is tied to learning objectives:

“You can tell the authors of this 
textbook are still in the classroom 
and responsible for the day-to-day 
education of accounting students. 
Examples are representative of the 
end-of-chapter problems, and the 
end-of-chapter summary is an ex-
cellent study tool.”

– Debra Petrizzo, Franklin University

Discussion 
Questions
Discussion questions, 
now available in Con-
nect, are provided for 
each of  the major 
concepts in each 
chapter, providing 
students with an op-
portunity to review 
key parts of  the 
chapter and answer 
evocative questions 
about what they have 
learned.

“This is a very readable text. Students will understand it on their 
own, generally, freeing more class time for application, practice, 
and student questions.”

– Valrie Chambers, 
Texas A&M University–Corpus Christi

xvi
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 66. Georgette has identified a 1983 court case that appears to answer her  
research question. What must she do to determine if  the case still represents 
“current” law?

 67. Sandy has determined that her research question depends upon the interpretation 
of the phrase “not compensated by insurance.” What type of research question 
is this?

 68. J. C. has been a professional gambler for many years. He loves this line of work 
and believes the income is tax-free. 
a) Use an available tax research service to determine whether J. C.’s thinking is 

correct. Is the answer to this question found in the Internal Revenue Code? 
If  not, what type of authority answers this question? 

b) Write a memo communicating the results of your research.
 69. Katie recently won a ceramic dalmatian valued at $800 on a television game 

show. She questions whether this prize is taxable since it was a “gift” she won 
on the show. 
a) Use an available tax research service to answer Katie’s question.
b) Write a letter to Katie communicating the results of your research.

 70. Pierre recently received a tax penalty for failing to file a tax return. He was  
upset to receive the penalty, but he was comforted by the thought that he will 
get a tax deduction for paying the penalty. 
a) Use an available tax research service to determine if  Pierre is correct.
b) Write a memo communicating the results of your research.

 71. Paris was happy to provide a contribution to her friend Nicole’s campaign  
for mayor, especially after she learned that charitable contributions are tax 
deductible.
a) Use an available tax service to determine whether Paris can deduct this 

contribution.
b) Write a memo communicating the results of your research.

 72. Matt and Lori recently were divorced. Although grief  stricken, Matt was at 
least partially comforted by his monthly receipt of $10,000 alimony. He was 
particularly excited to learn from his friend, Denzel, that the alimony was not 
taxable. Use an available tax service to determine if  Denzel is correct. Would 
your answer change if  Matt and Lori continued to live together?

 73. Shaun is a huge college football fan. In the past, he has always bought football 
tickets on the street from ticket scalpers. This year, he decided to join the uni-
versity’s ticket program, which requires a $2,000 contribution to the university 
for the “right” to purchase tickets. Shaun will then pay $400 per season ticket. 
Shaun understands that the price paid for the season tickets is not tax deductible 
as a charitable contribution. However, contributions to a university are typically 
tax deductible. 
a) Use an available tax service to determine how much, if  any, of Shaun’s 

$2,000 contribution for the right to purchase tickets is tax deductible.
b) Write a letter to Shaun communicating the results of your research.

 74. Latrell recently used his Delta Skymiles to purchase a free round-trip ticket to 
Milan, Italy (value $1,200). The frequent flyer miles used to purchase the ticket 
were generated from Latrell’s business travel as a CPA. Latrell’s employer paid 
for his business trips, and he was not taxed on the travel reimbursement.
a) Use an available tax research service to determine how much income, if  any, 

does Latrell have to recognize as a result of purchasing an airline ticket with 
Skymiles earned from business travel.

b) Write a memo communicating the results of your research.
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 marriage. He is self-employed and operates his own computer repair store. 
For the first two months of the year, Alyssa worked for Office Depot as an 
 employee. In March, Alyssa accepted a new job with Super Toys Inc. (ST), 
where she worked for the remainder of the year. This year, the Johnsons received 
$255,000 of gross income. Determine the Johnsons’ AGI given the following 
information: 
a) Expenses associated with Jeremy’s store include $40,000 in salary (and em-

ployment taxes) to employees, $45,000 of supplies, and $18,000 in rent and 
other administrative expenses.

b) As a salesperson, Alyssa incurred $2,000 in travel expenses related to her em-
ployment that were not reimbursed by her employer.

c) The Johnsons own a piece of raw land held as an investment. They paid $500 
of real property taxes on the property and they incurred $200 of expenses in 
travel costs to see the property and to evaluate other similar potential invest-
ment properties.

d) The Johnsons own a rental home. They incurred $8,500 of expenses associ-
ated with the property.

e) The Johnsons’ home was only five miles from the Office Depot store where 
Alyssa worked in January and February. The ST store was 60 miles from 
their home, so the Johnsons decided to move to make the commute easier for 
Alyssa. The Johnsons’ new home was only 10 miles from the ST store. How-
ever, their new home was 50 miles from their former residence. The Johnsons 
paid a moving company $2,002 to move their possessions to the new loca-
tion. They also drove the 50 miles to their new residence. They stopped along 
the way for lunch and spent $60 eating at Denny’s. None of the moving ex-
penses were reimbursed by ST.

f) Jeremy paid $4,500 for health insurance coverage for himself  (not through an 
exchange). Alyssa was covered by health plans provided by her employer, but 
Jeremy is not eligible for the plan until next year.

g) Jeremy paid $2,500 in self-employment taxes ($1,250 represents the employer 
portion of the self-employment taxes).

h) Jeremy paid $5,000 in alimony and $3,000 in child support from his prior 
marriage.

i) Alyssa paid $3,100 of tuition and fees to attend night classes at a local uni-
versity. The Johnsons would like to deduct as much of this expenditure as 
possible rather than claim a credit.

j) The Johnsons donated $2,000 to their favorite charity.

 70. Shauna Coleman is single. She is employed as an architectural designer for 
Streamline Design (SD). Shauna wanted to determine her taxable income for 
this year. She correctly calculated her AGI. However, she wasn’t sure how to 
compute the rest of her taxable income. She provided the following information 
with hopes that you could use it to determine her taxable income. 
a) Shauna paid $4,680 for medical expenses for care from a broken ankle. Also, 

Shauna’s boyfriend, Blake, drove Shauna (in her car) a total of 115 miles to 
the doctor’s office so she could receive care for her broken ankle.

b) Shauna paid a total of $3,400 in health insurance premiums during the year 
(not through an exchange). SD did not reimburse any of this expense. Be-
sides the health insurance premiums and the medical expenses for her broken 
ankle, Shauna had Lasik eye surgery last year and she paid $3,000 for the 
surgery (she received no insurance reimbursement). She also incurred $450 
of other medical expenses for the year.

tax forms
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 37. Levi is recommending a tax return position to his client. What standard must 
he meet to satisfy his professional standards? What is the source of this profes-
sional standard?

 38. What is Circular 230?
 39. What are the basic differences between civil and criminal tax penalties?
 40. What are some of the most common civil penalties imposed on taxpayers?
 41. What are the taxpayer’s standards to avoid the substantial understatement of 

tax penalty?
 42. What are the tax practitioner’s standards to avoid a penalty for recommending 

a tax return position?

PROBLEMS
All applicable problems are available with Connect®.

 43. Ahmed does not have enough cash on hand to pay his taxes. He was excited to 
hear that he can request an extension to file his tax return. Does this solve his 
problem? What are the ramifications if he doesn’t pay his tax liability by April 15?

 44. Molto Stancha Corporation had zero earnings this fiscal year; in fact, they lost 
money. Must they file a tax return?

 45. The estate of Monique Chablis earned $450 of income this year. Is the estate 
required to file an income tax return?

 46. Jamarcus, a full-time student, earned $2,500 this year from a summer job. He 
had no other income this year and will have zero federal income tax liability 
this year. His employer withheld $300 of federal income tax from his summer 
pay. Is Jamarcus required to file a tax return? Should Jamarcus file a tax return?

 47. Shane has never filed a tax return despite earning excessive sums of money as a 
gambler. When does the statute of limitations expire for the years in which 
Shane has not filed a tax return?

 48. Latoya filed her tax return on February 10 this year. When will the statute of 
limitations expire for this tax return?

 49. Using the facts from the previous problem, how would your answer change if  
Latoya understated her income by 40 percent? How would your answer change 
if  Latoya intentionally failed to report as taxable income any cash payments she 
received from her clients?

 50. Paula could not reach an agreement with the IRS at her appeals conference and 
has just received a 90-day letter. If  she wants to litigate the issue but does not 
have sufficient cash to pay the proposed deficiency, what is her best court choice?

 51. In choosing a trial-level court, how should a court’s previous rulings influence 
the choice? How should circuit court rulings influence the taxpayer’s choice of 
a trial-level court?

 52. Sophia recently won a tax case litigated in the 7th Circuit. She recently heard 
that the Supreme Court denied the writ of certiorari. Should she be happy or 
not, and why?

 53. Campbell’s tax return was audited because she failed to report interest she earned 
on her tax return. What IRS audit selection method identified her tax return?

 54. Yong’s tax return was audited because he calculated his tax liability incorrectly. 
What IRS audit procedure identified his tax return for audit?

 55. Randy deducted a high level of itemized deductions two years ago relative to 
his income level. He recently received an IRS notice requesting documentation 
for his itemized deductions. What audit procedure likely identified his tax return 
for audit?
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Problems Problems are designed to 
test the comprehension of  more 
complex topics. Each problem at 
the end of  the chapter is tied to 
one of  that chapter’s learning ob-
jectives, with multiple problems 
for critical topics.

Tax Forms Problems Tax forms prob-
lems are a set of  requirements in-
cluded in the end-of-chapter material 
of  the 2017 edition. These problems 
require students to complete a tax 
form (or part of  a tax form), providing students with valuable experience and practice with 
 filling out these forms. These requirements—and their relevant forms—are also included in 
Connect. Each tax forms problem includes an icon to differentiate it from regular problems.

Research Problems Research 
problems are special prob-
lems throughout the end of 
the chapter assignment mate-
rial. These require students to 
do both basic and more complex research on topics outside of  the scope of  the book. Each 
 research problem includes an icon to differentiate it from regular problems.

“The textbook is comprehensive, uses an integrated approach to taxation, contains clear illustra-
tions and examples in each chapter, and has a wealth of end-of-chapter assignment material.”

– James P. Trebby, Marquette University

CHAPTER 2 Tax Compliance, the IRS, and Tax Authorities 2-33

 56. Jackie has a corporate client that has recently received a 30-day notice from  
the IRS with a $100,000 tax assessment. Her client is considering requesting an 
appeals conference to contest the assessment. What factors should Jackie advise 
her client to consider before requesting an appeals conference?

 57. The IRS recently completed an audit of Shea’s tax return and assessed $15,000 
additional tax. Shea requested an appeals conference but was unable to settle the 
case at the conference. She is contemplating which trial court to choose to hear 
her case. Provide her a recommendation based on the following alternative facts:
a) Shea resides in the 2nd Circuit, and the 2nd Circuit has recently ruled against 

the position Shea is litigating.
b) The Federal Circuit Court of Appeals has recently ruled in favor of Shea’s 

position.
c) The issue being litigated involves a question of fact. Shea has a very appealing 

story to tell but little favorable case law to support her position.
d) The issue being litigated is highly technical, and Shea believes strongly in her 

interpretation of the law.
e) Shea is a local elected official and would prefer to minimize any local publicity 

regarding the case.
 58. Juanita, a Texas resident (5th Circuit), is researching a tax question and finds a 

5th Circuit case ruling that is favorable and a 9th Circuit case that is unfavor-
able. Which circuit case has more “authoritative weight” and why? How would 
your answer change if  Juanita were a Kentucky resident (6th Circuit)?

 59. Faith, a resident of Florida (11th Circuit) recently found a circuit court case 
that is favorable to her research question. Which two circuits would she prefer 
to have issued the opinion?

 60. Robert has found a “favorable” authority directly on point for his tax question. 
If  the authority is a court case, which court would he prefer to have issued the 
opinion? Which court would he least prefer to have issued the opinion?

 61. Jamareo has found a “favorable” authority directly on point for his tax question. 
If  the authority is an administrative authority, which specific type of authority 
would he prefer to answer his question? Which administrative authority would 
he least prefer to answer his question?

 62. For each of the following citations, identify the type of authority (statutory,  
administrative, or judicial) and explain the citation. 
a) Reg. Sec. 1.111-1(b)
b) IRC Sec. 469(c)(7)(B)(i)
c) Rev. Rul. 82-204, 1982-2 C.B. 192
d) Amdahl Corp., 108 TC 507 (1997)
e) PLR 9727004
f) Hills v. Comm., 50 AFTR2d 82-6070 (11th Cir., 1982)

 63. For each of the following citations, identify the type of authority (statutory,  
administrative, or judicial) and explain the citation. 
a) IRC Sec. 280A(c)(5)
b) Rev. Proc. 2004-34, 2004-1 C.B. 911
c) Lakewood Associates, RIA TC Memo 95-3566
d) TAM 200427004
e) U.S. v. Muncy, 2008-2 USTC par. 50,449 (E.D., AR, 2008)

 64. Justine would like to clarify her understanding of a code section recently  
enacted by Congress. What tax law sources are available to assist Justine?

 65. Aldina has identified conflicting authorities that address her research question. 
How should she evaluate these authorities to make a conclusion?

LO 2-2

LO 2-2

LO 2-3

LO 2-3

LO 2-3

LO 2-3

LO 2-3

LO 2-3

LO 2-4

LO 2-5

planning

planning

spi4866x_ch02_000-035.indd   33 1/19/16   11:23 AM

4-40 CHAPTER 4 Individual Income Tax Overview, Exemptions, and Filing Status

filing a separate tax return. In year 4, the couple divorced. Both Jasper and 
Crewella filed single tax returns in year 4. In year 5, the IRS audited the couple’s 
joint year 2 tax return and each spouse’s separate year 3 tax returns. The IRS 
determined that the year 2 joint return and Crewella’s separate year 3 tax return 
understated Crewella’s self-employment income causing the joint return year 2 
tax liability to be understated by $4,000 and Crewella’s year 3 separate return 
tax liability to be understated by $6,000. The IRS also assessed penalties and 
interest on both of these tax returns. Try as it might, the IRS has not been able 
to locate Crewella, but they have been able to find Jasper. 
a) What amount of tax can the IRS require Jasper to pay for the Dahvill’s year 

2 joint return? Explain.
b) What amount of tax can the IRS require Jasper to pay for Crewella’s year 3 

separate tax return? Explain.
 51. Janice Traylor is single. She has an 18-year-old son named Marty. Marty is 

 Janice’s only child. Marty has lived with Janice his entire life. However, Marty 
recently joined the Marines and was sent on a special assignment to Australia. 
During the current year, Marty spent nine months in Australia. Marty was 
 extremely homesick while in Australia, since he had never lived away from 
home. However, Marty knew this assignment was only temporary, and he 
couldn’t wait to come home and find his room just the way he left it. Janice has 
always filed as head of household, and Marty has always been considered a 
qualifying child (and he continues to meet all the tests with the possible excep-
tion of the residence test due to his stay in Australia). However, this year Janice 
is unsure whether she qualifies as head of household due to Marty’s nine-
month absence during the year. Janice has come to you for advice on whether 
she qualifies for head of household filing status. What do you tell her?

 52. Doug Jones submitted his 2016 tax return on time and elected married filing 
jointly status with his wife, Darlene. Doug and Darlene did not request an 
 extension for their 2016 tax return. Doug and Darlene owed and paid the IRS 
$124,000 for their 2016 tax year. Two years later, Doug amended his return and 
claimed married filing separate status. By changing his filing status, Doug 
sought a refund for an overpayment for the tax year 2016 (he paid more tax in 
the original joint return than he owed on a separate return). Is Doug allowed to 
change his filing status for the 2016 tax year and receive a tax refund with his 
amended return?

COMPREHENSIVE PROBLEMS

Select problems are available in Connect®.

 53. Marc and Michelle are married and earned salaries this year of $64,000 and 
$12,000, respectively. In addition to their salaries, they received interest of $350 
from municipal bonds and $500 from corporate bonds. Marc and Michelle also 
paid $2,500 of qualifying moving expenses, and Marc paid alimony to a prior 
spouse in the amount of $1,500. Marc and Michelle have a 10-year-old son, 
Matthew, who lived with them throughout the entire year. Thus, Marc and 
 Michelle are allowed to claim a $1,000 child tax credit for Matthew. Marc and 
Michelle paid $6,000 of expenditures that qualify as itemized deductions and 
they had a total of $5,500 in federal income taxes withheld from their 
 paychecks during the course of the year. 
a) What is Marc and Michelle’s gross income?
b) What is Marc and Michelle’s adjusted gross income?
c) What is the total amount of Marc and Michelle’s deductions from AGI?
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Planning Problems Planning problems 
are another unique set of  problems, 
also located at the end of the chapter 
assignment material. These require 
 students to test their tax planning skills 
after covering the chapter topics. Each planning problem includes an icon to differentiate it from 
regular problems.

Comprehensive and Tax Return Problems Comprehensive and tax return problems address mul-
tiple concepts in a single problem. Comprehensive problems are ideal for cumulative topics; for 
this reason, they are located at the end 
of  all chapters. In the end-of-book 
Appendix C, we include tax return 
problems that cover multiple chapters. 
Additional tax return problems are also 
available in the Connect Library.

…WIDE VARIETY OF ASSIGNMENT MATERIAL
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McGraw-Hill’s Taxation of Individuals is organized to em-
phasize topics that are most important to undergraduates 
taking their first tax course. The first three chapters provide 
an introduction to taxation and then carefully guide students 
through tax research and tax planning. Part II discusses the 
fundamental elements of individual income tax, starting with 
the tax formula in Chapter 4 and then proceeding to more 
depth on individual topics in Chapters 5–7. Part III then dis-
cusses tax issues associated with business and investment ac-
tivities. On the business side, it addresses business income and 
deductions, accounting methods, and tax consequences asso-
ciated with purchasing assets and property dispositions 
(sales, trades, or other dispositions). For investments it covers 
portfolio-type investments such as stocks and bonds and 
business investments including loss limitations associated 
with these investments. Part IV is unique among tax text-
books; this section combines related tax issues for compensa-
tion, retirement savings, and home ownership.

Part I: Introduction to Taxation
 1. An Introduction to Tax
 2. Tax Compliance, the IRS, and Tax Authorities
 3. Tax Planning Strategies and Related Limitations

Part II: Basic Individual Taxation
 4. Individual Income Tax Overview 
 5. Gross Income and Exclusions
 6. Individual Deductions
 7. Individual Income Tax Computation and Tax Credits

Part III: Business- and Investment-Related Transactions
 8. Business Income, Deductions, and Accounting Methods
 9. Property Acquisition and Cost Recovery
10. Property Dispositions
11. Investments

Part IV: Specialized Topics
12. Compensation
13. Retirement Savings and Deferred Compensation
14. Tax Consequences of Home Ownership

McGraw-Hill’s Taxation of Business Entities begins with the 
process for determining gross income and deductions for 
businesses, and the tax consequences associated with pur-
chasing assets and property dispositions (sales, trades, or 
other dispositions). Part II provides a comprehensive over-
view of entities, and the formation, reorganization, and liqui-
dation of  corporations. Unique to this series is a complete 
chapter on accounting for income taxes, which provides a 
primer on the basics of calculating the income tax provision. 
Included in the narrative is a discussion of  temporary and 
permanent differences and their impact on a company’s book 
“effective tax rate.” Part III provides a detailed discussion of 
partnerships and S corporations. The last part of  the book 
covers state and local taxation, multinational taxation, and 
transfer taxes and wealth planning.

Part I: Business- and Investment-Related Transactions
 1. Business Income, Deductions, and Accounting Methods
 2. Property Acquisition and Cost Recovery
 3. Property Dispositions

Part II: Entity Overview and Taxation of C Corporations
 4. Entities Overview
 5. Corporate Operations
 6. Accounting for Income Taxes
 7. Corporate Taxation: Nonliquidating Distributions
 8. Corporate Formation, Reorganization, and Liquidation

Part III: Taxation of Flow-Through Entities
 9. Forming and Operating Partnerships
10.  Dispositions of Partnership Interests and Partnership 

Distributions 
11. S Corporations

Part IV: Multijurisdictional Taxation and Transfer Taxes
12. State and Local Taxes 
13. The U.S. Taxation of Multinational Transactions
14. Transfer Taxes and Wealth Planning

Four Volumes to Fit…
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McGraw-Hill’s Essentials of Federal Taxation is designed for 
a one-semester course, covering the basics of taxation of in-
dividuals and business entities. To facilitate a one-semester 
course, McGraw-Hill’s Essentials of Federal Taxation folds 
the key topics from the investments, compensation, retire-
ment savings, and home ownership chapters in Taxation of 
Individuals into three individual taxation chapters that dis-
cuss gross income and exclusions, for AGI deductions, and 
from AGI deductions, respectively. The essentials volume 
also includes a two-chapter C corporation sequence that uses 
a life-cycle approach covering corporate formations and then 
corporate operations in the first chapter and nonliquidating 
and liquidating corporate distributions in the second chapter. 
This volume is perfect for those teaching a one-semester 
course and for those who struggle to get through the 25-chapter 
comprehensive volume.

Part I: Introduction to Taxation
 1. An Introduction to Tax
 2. Tax Compliance, the IRS, and Tax Authorities
 3. Tax Planning Strategies and Related Limitations

Part II: Individual Taxation
 4. Individual Income Tax Overview
 5. Gross Income and Exclusions 
 6. Individual for AGI Deductions
 7. Individual from AGI Deductions
 8. Individual Income Tax Computation and Tax Credits

Part III: Business-Related Transactions
 9. Business Income, Deductions, and Accounting Methods
10. Property Acquisition and Cost Recovery
11. Property Dispositions

Part IV: Entity Overview and Taxation of C Corporations
12. Entities Overview
13. Corporate Formations and Operations
14. Corporate Nonliquidating and Liquidating Distributions

Part V: Taxation of Flow-Through Entities
15. Forming and Operating Partnerships
16.  Dispositions of  Partnership Interests and Partnership 

Distributions 
17. S Corporations

McGraw-Hill’s Taxation of Individuals and Busi-
ness Entities covers all chapters included in the 
two split volumes in one convenient volume.

See Table of Contents.

…Four Course Approaches



SUPPLEMENTS FOR INSTRUCTORS
Assurance of Learning Ready
Many educational institutions today are fo-
cused on the notion of assurance of learning, 
an important element of many accreditation 
standards. McGraw-Hill’s Taxation is de-
signed specifically to support your assurance 
of learning initiatives with a simple, yet pow-
erful, solution.

Each chapter in the book begins with a 
list of  numbered learning objectives, which 
appear throughout the chapter as well as in 
the end-of-chapter assignments. Every test 
bank question for McGraw-Hill’s Taxation 
maps to a specific chapter learning objective 
in the textbook. Each test bank question also 
identifies topic area, level of  difficulty, 
Bloom’s Taxonomy level, and AICPA and 
AACSB skill area. You can use our test bank 
software, EZ Test Online, or Connect to eas-
ily search for learning objectives that directly 
relate to the learning objectives for your 
course. You can then use the reporting fea-
tures of EZ Test to aggregate student results 
in similar fashion, making the collection and 
presentation of  Assurance of  Learning data 
simple and easy.

AACSB Statement
McGraw-Hill Education is a proud corporate 
member of  AACSB International. Under-
standing the importance and value of 
AACSB accreditation, McGraw-Hill’s Taxa-
tion recognizes the curricula guidelines de-
tailed in the AACSB standards for business 
accreditation by connecting selected ques-
tions in the text and the test bank to the gen-
eral knowledge and skill guidelines in the 
revised AACSB standards.

The statements contained in McGraw-
Hill’s Taxation are provided only as a guide 
for the users of  this textbook. The AACSB 

leaves content coverage and assessment 
within the purview of individual schools, the 
mission of the school, and the faculty. While 
McGraw-Hill’s Taxation and the teaching 
package make no claim of  any specific 
AACSB qualification or evaluation, we have, 
within the text and test bank, labeled selected 
questions according to the eight general 
knowledge and skill areas.

McGraw-Hill Education’s Connect 
Connect offers a num-
ber of  powerful tools 

and features to make managing your class-
room easier. Connect with McGraw-Hill’s 
Taxation offers enhanced features and tech-
nology to help both you and your students 
make the most of  your time inside and out-
side the classroom.

EZ Test Online
This test bank in Word™ format contains 
multiple-choice questions, essay questions, 
and short problems. Each test item is coded 
for level of  difficulty, learning objective, 
AACSB and AICPA skill area, and Bloom’s 
Taxonomy level.

McGraw-Hill’s EZ Test Online is a 
 flexible and easy-to-use electronic testing 
program that allows instructors to create 
tests from book-specific items. EZ Test On-
line accommodates a wide range of question 
types and allows instructors to add their own 
questions. Multiple versions of  the test can 
be created and any test can be exported for 
use with course management systems such as 
BlackBoard/WebCT. EZ Test Online gives in-
structors a place to easily administer exams 
and quizzes online. The program is available 
for Windows and Macintosh environments.

xx
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Changes in Taxation of Business Entities, 
2017 Edition
For the 2017 edition of McGraw Hill’s Taxation of Business Entities, many changes were made 
in response to feedback from reviewers and focus group participants:

	 •	 All	tax forms have been updated for the latest avail-
able tax form as of January 2016. In addition, chap-
ter content throughout the text has been updated to 
reflect tax law changes through January 2016.

Other notable changes in the 2017 edition include:

Chapter 1

	 •	 Added	new	standard	business	mileage.
	 •	 Updated	for	new	tax	forms.

Chapter 2

	 •	 Updated	tax	rates	for	2016.
	 •	 Updated	tax	forms	from	2014	to	2015.
	 •	 Added	new	discussion	for	repair	regulations.
	 •	 Added	example	on	repair	regulations.
	 •	 Added	 new	 end-of-chapter	 problems	 for	 repair	

regulations.

Chapter 3

	 •	 Updated	tax	rates	for	2016.
	 •	 Updated	tax	forms	from	2014	to	2015.
	 •	 Added	discussion	about	holding	period	for	dual	ba-

sis rules.
	 •	 Added	discussion	about	holding	period	for	related	

party losses.
	 •	 Updated	end-of-chapter	problems.

Chapter 4

	 •	 Added	a	footnote	highlighting	the	idea	that	unin-
corporated entities taxed as partnerships have more 
favorable ownership requirements and more favor-

able tax treatment on nonliquidating and liquidat-
ing distributions of  noncash property than C or S 
corporations.

	 •	 Edited	a	footnote	to	point	out	that	when	a	share-
holder receives interest from a loan to the corpora-
tion, the interest income is investment income that 
could be subject to the 3.8% Net Investment In-
come Tax.

	 •	 Edited	footnote	to	point	out	that	shareholders	who	
hold stock until death may avoid while sharehold-
ers may escape the shareholder level of  the double 
tax. However, these shareholders may pay estate tax 
on the value of the stock held at death. 

	 •	 Added	a	row	to	the	entity	comparison	chart	in	Ex-
hibit 15-3 that compares across entities the tax con-
sequences of  nonliquidating distributions of 
noncash property.

Chapter 7

	 •	 Added	new	Taxes	in	the	Real	World.

Chapter 8

Revised and clarified explanations of merger forms.

Chapter 11

	 •	 Updated	chapter	for	tax	law	changes.
	 •	 Updated	for	new	tax	forms.

Chapter 14

	 •	 Revised	 explanation	 and	 computations	based	on	
updated exemption equivalent (unified credit).

	 •	 Updated	tax	forms.

The 2017 Edition is current through March 4, 2016. You can visit the Connect 
Library for updates that occur after this date.

As We Go to Press
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chapter

1
Business Income, 
Deductions, and 
Accounting Methods

Learning Objectives

Upon completing this chapter, you should be able to:

 LO 1-1 Describe the general requirements for deducting business expenses and identify 
common business deductions.

 LO 1-2 Apply the limitations on business deductions to distinguish between deductible and 
nondeductible business expenses.

 LO 1-3 Identify and explain special business deductions specifically permitted under the  
tax laws.

 LO 1-4 Explain the concept of an accounting period and describe accounting periods 
available to businesses.

 LO 1-5 Identify and describe accounting methods available to businesses and apply cash and 
accrual methods to determine business income and expense deductions.




