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Preface

COMMITTED TO EDUCATIONAL SUCCESS

outh-Western Federal Taxation (SWFT) is the

most trusted and best-selling series in college
taxation. We are focused exclusively on providing the
most useful, comprehensive, and up-to-date tax texts,
online study aids, tax preparation tools, and research
tools to help instructors and students succeed in their
tax courses and beyond.

SWFT is a comprehensive package of teaching and
learning materials, significantly enhanced with each
edition to meet instructor and student needs and to add
overall value to learning taxation.

Comprebensive Volume, 2017 Edition provides a
dynamic learning experience inside and outside of the
classroom. Built with resources and tools that have been
identified as the most important, our complete learning
system provides options for students to achieve success.

Comprebensive Volume, 2017 Edition provides acces-
sible, comprehensive, and authoritative coverage of the
relevant tax code and regulations as they pertain to the
individual and business taxpayer, as well as coverage of
all major developments in Federal Taxation.

In revising the 2017 Edition, we focused on:

* Accessibility. Clarity. Substance. The text

authors and editors made this their mantra as
they revised the 2017 edition. Coverage has been
streamlined to make it more accessible to stu-
dents, and difficult concepts have been clarified,
all without losing the substance that makes up
the South-Western Federal Taxation series.

CengageNOWv2 as a complete learning
system. Cengage Learning understands that
digital learning solutions are central to the class-
room. Through sustained research, we continually
refine our learning solutions in CengageNOWv2
to meet evolving student and instructor needs.
CengageNOWv2 fulfills learning and course man-
agement needs by offering a personalized study
plan, video lectures, auto-graded homework, auto-
graded tests, and a full eBook with features and
advantages that address common challenges.

rom the eBook




Learning Tools and Features to Help Students Make the Connection

We understand that students struggle with learning difficult tax code
concepts and applying them to real-world scenarios. The 2017 edition uses color to bring the text to life, capture student
attention, and present the tax code in a simple, yet logical format.

O Selected content is streamlined
to guide students in focusing
on the most important concepts
for the CPA Exam while still
providing in-depth coverage of
topics.

Tk B o sk s o e
000 Tl ok e s o 5200 0 e 2

Sabe e Ebar Dispestion

O Examples are clearly labeled and
directly follow concepts to assist with
student application. An average of
over 40 examples in each chapter
use realistic situations to illustrate the
complexities of the tax law and allow
students to integrate chapter concepts
with illustrations and examples.
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COMPUTATIONAL EXERCISES: students need lots of practice in areas such as computing

tax return problems and adjusting rates. We have developed these exercises to give students practice in calculating the
solutions they need to make business decisions.

O Found in end-of-chapter section of the textbook

O CengageNOWV2 provides algorithmic versions of these problems

Computational Exercises

27.

28.

30.

LO.1 Melba purchases land from Adrian. Melba gives Adrian $225,000 in cash and
agrees to pay Adrian an additional $400,000 one year later plus interest at 5%.

a. What is Melba’s adjusted basis for the land at the acquisition date?

b.  What is Melba’s adjusted basis for the land one year later?

LO.1 On July 1, 2016, Katrina purchased tax-exempt bonds (face value of $75,000)
for $82,000. The bonds mature in five years, and the annual interest rate is
6%. The market rate of interest is 2%.
a. How much interest income and/or interest expense must Katrina report in
2016?

b.  What is Katrina’s adjusted basis for the bonds on January 1, 2017?

LO.3 Luciana, a nonshareholder, purchases a condominium from her employer for

$85,000. The fair market value of the condominium is $120,000. What is Luci-
ana’s basis in the condominium and the amount of any income as a result of this
purchase?

LO.3 Sebastian purchases two pieces of equipment for $100,000. Appraisals of the

equipment indicate that the fair market value of the first piece of equipment
is $72,000 and that of the second piece of equipment is $108,000. What is Sebas-
tian’s basis in these two assets?

ROGER CPA EXAM REVIEW QUESTIONS: While the SWFT series has always

provided the most in-depth coverage of tax concepts, Roger CPA Exam Review Questions are included to further prepare

students for success on the CPA Exam.

O Located in selected end-of-chapter
sections

O Tagged by concept in
CengageNOWv2

O Similar questions to what
students would actually
find on the CPA Exam

&5 ROGER

O\ VY CPA Review
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Roger CPA Review Questions

Stephen purchased a video game console five years ago for 3500, In order 1o raise
money for the “laest and greatest” console, Swephen sold his console for $100.
Because of advances in technology, Stephen can purchase the new console for
$A00. What is the tax rrearment of Stephen’s sale of his console?

&8 ROGER "

WY CFA Review

A, Stephen recognizes a $400 loss ¢ Stephen recognizes a $300 loss
b Stephen does not report the sale d. Srephen recognizes 2 $100 gain

Uncle Ubly gave his nephew, Leroy Lamprey, a gift of stock worth 310,000, Uncle
Ubly's basis in the stock was $15,000, Leroy sold the stock to an unrelated party for
$11,000. What amount of gain or loss should Leroy repeort as a result of this sale?

a. $0 [
b $4,000 loss [

$200 gain
$1,000 gain
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See how the SWFT series helps students understand the big picture and
the relevancy behind what they are learning.

TECEAEUT THE BIG PICTURE: Tax Solutions for the Real
World. Taxation comes alive at the start of each chapter

as The Big Picture Examples give a glimpse into the

Afier an extensive search, Morgan, a recent college graduate with a major in finance, has accepted a job

with Kite Corporation. The job is in sales and will require travel and some entertainment (i.c., business liVCS famﬂies careers and tax situations Of typlcal ﬁlerS.

lunches). She will be based in a major metropolitan area in another state. Kite has no available space in the ’ ? ’

locale, so Morgan will have to maintain her own work facility. In addition to her salary, Morgan will receive g 8 g g -89

a travel allowance. However, Kite has made it clear that the allowance will not cover all of her travel StUdentS Wlll fOllOW thls One fam11y7 lndIVIdual’ Or Other

expenses. Kite requires all travel expenses to be appropriately documented (e.g,, receipts provided; busi- .

et e o AL taxpayer throughout the chapter showing students how
Morgan is delighted with the new job because it will enable her to maintain a flexible work schedule.

v s time-comsuming and cony commrc the concept they are learning plays out in the real world.
e e Finally, to solidify student comprehension, each
chapter concludes with a Refocus on the Big
Picture summary and tax planning scenario. These
scenarios apply the concepts and topics from the
chapter in a reasonable and professional way.

Furthermore, working out of her own apartmet

Read the chapter and formulate your response.

FRAMEWORK 1040:
Fitting it all Together.
This chapter-opening feature
demonstrates how individual

income ax opics i togetner, | 11
using the Income Tax Formula — . .
L. This chaper covers Income (broady defined) Socx Use this chapter-opening
for Individuals as the framework. tebeidacsdponis. Lo s o Framework 1040, which
of the Tax Formula 0SS income. XX 00X P
The framework he]ps students for Individuals that Less: Deductions for adjusted gross income x00) shows the topics a.ls'they
2:;;::::3:;;31 S —— appear in the individual
organize their understandlng of onp 33 Blowthose | 12 Business income or (oss). Attach Schedle Cor GEZ — - - - - - . tax formula, to
. portions are the 13 Capital gain or (loss). Attach Schedule D if required. If not required, check here » n understand Where on
g 2 G & 2 Czaiars @R 14 Othergains or (losses). Attach Form 4797 . . . . . . . . . . .
the (,hdpter& dnd tOpl(,& to see wh;.e me',;un;?,:o 17 Renlalgreal est:ﬂe‘ roy)am:s, partnerships, S corporations, trusts, etc. Attach Schedule E Form 1040 these chapter
how they relate to the basic et st s oo soumo topics would appear.
. . Less: The greater of fotal itemized deductions or the standard deduction ........... {000
tax formula and then identify —
. 40 Itemized deductions (from Schedule A) or your standard deduction L . l
where these items are reported T o
3 exempto: o
on Form 1040. Framework 1040 Tasabl noome S
Tax on taxable income (see Tax Tables or Tax Rate Schedlules)........ . $ XX
help s students navi gate topics by Less: Tax oredits iclcing income taves witiheld and prepai).. ~ow)
. . Tax due (or refund) $:xxx
explaining how tax concepts are
organized.

FINANCIAL DISCLOSURE INSIGHTS:

FINANCIAL DISCLOSURE INSIGHTS ~ Overseas Operations and Book-Tax Tax prOfeSSIOnals need to understand how
Differences .
taxes affect the income statement and balance
Non-UsS. operations account for a large portion of the Tax planning strategies using non-US. operations also . s . .
T G G s 6 [ PTG Co T s IS ot sheet. Financial Disclosure Insights,
These differences may relate to different tax bases, different Tax deferrals allowed under current US. tax rules and .
o ate srucines o specll| provison concerting taxc Gamyrvercsof e foein fax e an b sulsatl o appearing throughout the text, use current
based financing with the other country. For instance, lower some businesses. For example, IBM recently reported a . . . .
tax rates applied by Ireland, Bermuda, and the Netherlands ~ deferred tax asset relating to delays in using its FTCs data about CXIStlng taXpayers to hlghhght
recently reduced Cisco’s current-year tax liabilities by about amounting to about $500 million. For the operating arm of
$1 billion per year. General Electric, that amount was about $2 billion. bOOk-taX reporting differences‘ effective taX
9y

rates, and trends in reporting conventions.

Vi
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TAX IN THE NEWS: Drawn from
today’s business and popular press,
Tax in the News features enliven class
discussions by presenting current issues
that illustrate the chapter material and
applying them to real life.

In addition, editors offer weekly
updates for instructors designed for use

TAX IN THE NEWS The Watchdog Is Watching

A recent report by the SEC listed the watch-
dog agency’s areas of focus with respect to the financial
statements of publicly traded corporations as they pertain
to issues in accounting for income taxes. The most impor-
tant of the focus areas include the following:

«+ Realizability of deferred tax assets—how positive and
negative evidence supporting the deferrals is assessed
by the taxpayer.

+ Uncertain tax positions—whether ASC 740-10 (FIN 48)
disclosures are comprehensive and complete.

«  Foreign earnings—whether sufficient information is pro-
vided concerning the reinvestments of overseas earnings
and their effects on the effective tax rate.

Income tax matters remain the accounting area most fre-
quently identified as a material weakness for large entities,
and income taxes always rank among the 10 most frequent
restatement issues.

The Edgar database® is a good place to follow trends
in the agency’s information requests and the taxpayer's
responses.

in the classroom with links, assignments,

and activities inlcuded. See the SWFT
blog at https://taxintherealworld.

wordpress.com.

ETHICS & EQUITY What Is a Sound Business Purpose?

Natural Recycle, owned and operated by
Caleb Liven, wants to expand and would like to acquire
Metro Publishing, Inc, owned and operated by Jae Liven,
Caleb Liven’s sister. Its major assets are large net operating
losses (NOLs), unused credits, and antiquated printing
equipment. Natural Recycle is very profitable and could
benefit from the NOLs and unused credits.
Natural Recycle wants the acquisition to qualify as a tax-
free corporate reorganization. Caleb informs his accountant,
Mei Xiang, that Natural Recycle is engaged in reclaiming

waterways in the proximity of strip mines and that Metro
Publishing prints tour guide books for major cities. When
asked about the business purpose of the merger, Caleb
answers, “We need the NOLs and unused credits to offset
Natural's high taxable income. | would also like to help my
sister get out from under her failing business.”

Does Xiang face any ethical problems in structuring the
acquisition of Metro Publishing by Natural Recycle as a tax-
free reorganization?

ETHICS & EQUITY: Most issues do not
have just one correct answer. Ethics &
Equity features will spark critical thinking
and invite classroom discussion, enticing
students to evaluate their own value system.
Suggested answers to Ethics & Equity
scenarios appear in the Solutions Manual.

TAX PLANNING: Most chapters
include a separate section, with its own
Learning Objective, calling attention

to how the tax law can be applied to
reach the taxpayer’s goals. Tax planning
applications and suggestions also appear

14-14 TAX PLANNING

14-14a Importance of Capital Asset Status

Why is capital asset status important? Capital asset status enables the taxpayer to be eli-
gible for the alternative tax on net capital gain. Individuals who receive income in the
form of long-term capital gains or qualified dividend income have an advantage over
taxpayers who cannot receive income in these forms.
Capital asset status is also important because capital gains must be offset by capital
losses. If a net capital loss results, the maximum deduction is $3,000 per year.
Consequently, capital gains and losses must be segregated from other types of gains

throughout each chapter.

and losses and must be reported separately on Schedule D of Form 1040.

GLOBAL TAX ISSUES Foreign Shareholders Prefer Sale or Exchange

Treatment in Stock Redemptions

As a general rule, foreign shareholders are subject to U.S. tax
on dividend income from U.S. corporations but not on
capital gains from the sale of U.S. stock.

In some situations, a nonresident alien is taxed on a
capital gain from the disposition of stock in a US.
corporation, but only if the stock was effectively connected
with the conduct of a U.S. trade or business of the individual.
Foreign corporations are similarly taxed on gains from the
sale of U.S. stock investments.

Whether a stock redemption qualifies for sale or
exchange treatment therefore takes on added significance
for foreign shareholders. If one of the qualifying stock
redemption rules can be satisfied, the foreign shareholder
typically will avoid U.S. tax on the transaction. If, instead,
dividend income is the result, a 30 percent withholding tax
typically applies. For further details, see Chapter 25.

GLOBAL TAX ISSUES: The Global
Tax Issues feature gives insight into
the ways in which taxation is affected
by international concerns and illustrates
the effects of various events on tax
liabilities across the globe.
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Take your students from Motivation to Mastery with CengageNOWv2

CengageNOWvV2 is a powerful course management tool and online homework
resource that elevates student thinking by providing superior content designed with

the entire student workflow in mind.
A O MOTIVATION: engage students and better prepare them for class
MASTERY

APPLICATION O APPLICATION: help students learn problem-solving behavior and skills

MOTIV

in order to complete taxation problems on their own

O MASTERY: help students make the leap from memorizing concepts to

actual critical thinking

NoTvation —

Many instructors find that students
come to class unmotivated and
unprepared. To help with engagement
and preparedness, CengageNOWv?2 for
SWFT offers the following features:

O “Tax Drills” test students on key
concepts and applications. With
three to five questions per learning
objective, these “quick-hit” questions
help students prepare for class lectures
or review prior to an exam.

o Ietharid Mo S shin Low armtsavas ircuen o lzn: Eess s liannis kol an i kit
warevd raznn o abaliest e baivel

Application —

Students need to learn problem-solving
behavior and skills in order to complete
taxation problems on their own. However,
as students try to work through homework
problems, sometimes they become stuck
and need guidance. To help reinforce
concepts and keep students on the right
track, CengageNOWvV2 for SWFT offers the
following:

O End-of-chapter homework from the
text is expanded and enhanced to follow
the workflow a professional would use
to solve various client scenarios. These
enhancements better engage students
and encourage them to think like a tax
professional.

[E— bt P deicor | Semmd SR st Andpravet o i
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O Algorithmic versions of end-of-chapter homework are available for computational exercises and at least

15 problems per chapter.

O “Check My Work” Feedback. Homework questions include immediate feedback so students can learn as they

go. Levels of feedback include an option for “check my work” prior to submission of an assignment.

O Post-Submission Feedback. After submitting an assignment, students receive even more extensive feedback
explaining why their answers were incorrect. Instructors can decide how much feedback their students receive
and when, including the full solution.

O Built-in Test Bank for online assessment.

Nlastery —

O NEW!
to CengageNOWv2. Students can now

O “What-If” Questions allow students to
develop a deeper understanding of the

O An Adaptive Study Plan comes complete
with an eBook, practice quizzes, crossword

CengageNOWv2 Instant Access Code ISBN:
978-1-305-94658-3 (one-semester access) or

Tax Form Problems are

complete the Cumulative H&R

Problems found in the end-of-chapter

manually in a digital environment.

J=l= =)

material as they are challenged to use their

prior knowledge of the tax situations and
critically think through new attributes to
determine how the outcome will change.

puzzle, glossary, and flashcards.

designed to help give students additional
support and prepare them for the exam.

978-1-305-87428-2 (two-semester access)

Contact your Cengage Learning Consultant ;

about different bundle options.

Cop
Editori

review has deemed that any supp:

s Reserved: May not be
d content does not materially

017 Cengage Learning. All

Inztracticns +] Fom W2 (4]
Wil P Pl il o [l . Tl Pl vl £ | m— = =
NEW il ecn iy i 13715524 T i hern o T ol o ol L e o
o e 1041 apree rast U
: Faem "
E T | Eaverare st Trac -t o Eresee. (391 h 1 vesge, s ull s cmpies i
Wiring 1115, 1N and Frada fumishad sar
1040 u.s. mndividual Income Tax Return 2015 | 1 s sn.000
& cina, thelr daughtes, age 22, a fulbtim — e e —
Block i 3 e retums b o hogbend, Ca] £ 1 PO Jon. LD 33, 2003, ki Lo et besining 2013, e T
B Sim, thalr son. ape 20, wh had gross | Yoaw st Lot nnn
S Meticern wages and fins
schad In May 2013, Sam's Sockel Sezu] DANLCL 0 BUTLCR i e
< Bun, thalr ddsst san, 398 28, 16 ANEY 1y 4 png rabum, spouses irst narss and Intidl Leat narss R
678G FRFTRA T RUTIFR RiEcI e
Herm.c: adoess (number snd stret, T v havs a P.0. ber, 52 ngtructicns. i | v
= 625 0AK STREET 2 =
City, tawn or post off e, state, and ZIR zock. IF vou have 2 forcign aderess, alss complcte spacss ™
=m o=
Feam 1040

be: Jaflers feversl i setum for 2005, Usz Furm 1040 beiow. Hake rasllelc sssomptions sLoul any misig detd.
Mste: tanag e esertany be comphits e tix aohedules betors complting Form LOAD.

Ser £l amounts 45 postie su

O reguained swad your fnal ansmwe e nearsst delar.

Par,

It is

D L e———

1040 .. Individual Income Tax Return ‘ 2015 | e 1mim00
. 015, anding 30

RS Usse Onty

Fer thee year Tam 1-Doc 31, J0US, ar allar tas paar begaing R weparale wtnafias.

Veur Tt sasne and il [REEp— Vour social seturity nuvker
BN K e M
T & jeink sabum, cpouia’c Trat nama and ital  |Lact asa Spous's social secuity numbir
FREIDA © BUTLER 123-43-6708

Henes ekdrinss [mumbeer aned steeet). T you have 3 PO boa, see instnaions & Make G the S54(<) above and

e
625 QAKX STRECT | =

om fine: 6c ane comext

Presidentisl Diection Campagn
Chodk hirs if pou, o your apoua i
Tiing Jointly, want £3 k e L Uis
Teand, Chancking & bex bakw widl 1t
[ change your Lax or refung

*You =Spouse

City, fown o podt office, wtite, and ZIP code. T you have 3 foniign addrn, alio comphite gpaces bek
{522 hstruons).
€OABIN k¥ 43702

Farsgn eoutsy nad Farsign provincalstars/coatry  [Forsign poctal code

Filing status s
Exemptions & T Yoursell I someves Can dein o a5 2 Sepeadeit, Conot  Doxes
BB B S G s pr——
..... 1 baang b
v Sposse
(49 1T il
£ Dependents: @ e g et
s 81 children on
PRI Capancbests he:
R il tax v
e o lived with
securty T o (sze
(4] Fust aama Last nams pe— L indtructions) T
= « did nat iive

s, some third p
t to remove

ed, scanned, or duplicated, in whole or in part. Due to electronic r

ct the overall learning experience. Cengage Learning reserves the ditional conter

1 den amount box does nol seguine £n ey or he snsver i 2o, enler “0°, When compuling e tax Lakilty. 80 0ol mesd your immedisle calkulstions.

content may be suppressed from the eBook
y time if subsequent ri

“hapter(s).

ions require it.



X PREFACE

EXTENSIVELY REVISED. DEFINITIVELY UP TO DATE.

Each year the South-Western Federal Taxation series
is updated with thousands of changes to each text. Some
of these changes result from the feedback we receive
from instructors and students in the form of reviews, focus
groups, web surveys, and personal e-mail correspondence
to our authors and team members. Other changes come
from our careful analysis of the evolving tax environment.
We make sure that every tax law change relevant
to the introductory taxation course was considered,
summarized, and fully integrated into the revision
of text and supplementary materials.

The South-Western Federal Taxation authors
have made every effort to keep all materials up to date
and accurate. All chapters contain the following general
changes for the 2017 Edition.

e Updated materials to reflect changes made by
the Protecting Americans from Tax Hikes (PATH)
Act of 2015 and other Public Laws of 2015.

* Streamlined chapter content (where applicable)
to clarify material and make it easier for students
to understand.

* Revised numerous materials as the result of
changes caused by indexing of statutory amounts.

* Revised Problem Materials, Computational
Exercises, and CPA Exam problems.

e Updated Tax in the News items with coverage of
recent events.

e Updated Chapter Outlines to provide an over-
view of the material and to make it easier to
locate specific topics.

* Revised Financial Disclosure Insights and Global
Tax Issues as to current developments.

In addition, the following materials are available online.

* An appendix that helps instructors broaden and
customize coverage of important tax provisions
of the Affordable Care Act. (Instructor Companion
Website at www.cengage.com/login)

* The Depreciation and the Accelerated Cost
Recovery System (ACRS) appendix. (Instructor
Companion Website at www.cengage.com/
login)

* The Taxation in the Real World weekly blog
posts for instructors. (https://taxintherealworld.
wordpress.com)

Chapter 1

* Updated materials to reflect inflation indexa-
tion including the unified transfer tax credit and
exemption amount, annual gift tax exclusion
amount, and FICA base amount.
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* Updated information related to interest on
assessments and refunds.

Chapter 2

¢ Updated references and citations throughout the
chapter.

e Added a new Ethics & Equity feature on tax fraud.

e Updated materials on administrative tax law
sources and commercial tax services.

Chapter 3

¢ Updated materials to reflect inflation indexation.

* Reorganized materials on filing status and related
tiling requirements.

* Revised and expanded the Concept Summary
related to dependency exemption tests.

Chapter 4

e Added Concept Summary comparing taxation
of income and distributions from partnerships,
S corporations, and estates/trusts.

* Modified exercises, where appropriate, to have
students look up present values in an appendix
rather than be given the present and future value
amounts.

Chapter 5

* Updated scholarship examples to illustrate the tax
effect of cost of attendance scholarships that many
student-athletes receive today. Also added a 7ax in
the News feature on this NCAA development and
the effect of taxable scholarships on the kiddie tax.

e Added a Tax in the News feature on a 2015 tax
court decision as to whether compensation received
for donating eggs was excludable damages.

* Added an Ethics & Equity feature on employee
meals offered by some high-tech companies.

* Revised foreign earned income exclusion exam-
ples to reflect that 2016 is a leap year.

* Expanded coverage of Education Savings
Programs to include not only § 529 plans but
also § 530 Coverdell Education Savings Accounts.

* Modified coverage on income from discharge of
indebtedness to highlight differences between
recourse and nonrecourse debt.

e Updated amounts for inflation and 2015 law
changes, such as the parity for the qualified tran-
sit pass fringe benefit.



Chapter 6

Updated the exhibit on the more common deduc-
tions for AGI and provided links to text coverage.
Revised and relocated the time value of money
discussion to an earlier part of the chapter.
Revised the 7ax in the News feature on executive
compensation.

Added a Concept Summary related to common
questions posed by the IRS related to hobby losses.
Revised the discussion of the materials regarding
when repairs and maintenance must be capitalized
or can be expensed and added several examples.

Chapter 7

Added a Concept Summary on casualty losses.
Revised the bad debt deduction Concept Summary.

Updated the discussion of worthless securities
and small business stock losses.

Revised and clarified text and examples through-
out the chapter, including modifications for
annual inflation indexation.

Chapter 8

Added a Concept Summary on MACRS (class
lives, methods, and conventions), enhanced the
exhibit on cost recovery periods for personalty,
and revised and updated text and examples
throughout the chapter.

Streamlined material on MACRS special rules.

Updated materials to reflect tax extender legisla-
tion involving additional first-year depreciation
and § 179 expense election.

Chapter 9

Added a Concept Summary on employee vs.
independent contractor, including the IRS cat-
egories of behavioral control, financial control,
and the relationship of the parties.

Updated the standard mileage allowance for 2016.

Expanded the discussion of the record-keeping
and substantiation requirements for entertain-
ment expenses.

Updated the summary dealing with the many tax
provisions involving education.

Updated various retirement contribution amounts
for inflation.

Chapter 10

Revised and clarified examples throughout the
chapter.

Updated chapter materials for 2016 inflation
adjustments and legislative changes.

PREFACE Xl

Revised three Tax in the News features: one
relating to the current cost of tax expenditures,
another covering the maximum HSA contribu-
tion amounts, and one regarding the impact of
the overall limitation on itemized deductions on
President and Mrs. Obama’s 2014 tax return.

Rewrote a Global Tax Issues feature with a focus
on the recent Nepal earthquake.

Chapter 11

Changed the term “passive loss/income” to “pas-
sive activity loss/income” to be consistent with
the statutory language.

Clarified language at several points in the chap-
ter to eliminate ambiguity.

Noted judicial authority that held a trust also
could qualify for the real estate professional rule.

Chapter 12

Revised and clarified text and examples through-
out the chapter, including changes made by the
PATH Act of 2015.

Updated chapter materials for inflation adjust-
ments and for various computational formulas
and amounts.

Chapter 13

Added a Concept Summary (and related exam-
ples) on the wash sale rules.

Added opening overviews to multiple sections of
the chapter.

Clarified the discussion of the tax implications of
easements.

Revised and clarified text and examples through-
out the chapter.

Updated the discussion and examples related to
like-kind exchanges.

Added a Concept Summary on delayed like-kind
exchanges.
Updated the Form 8824 illustration.

Chapter 14

Updated Concept Summary 14.4 (the alternative
tax on capital gain computation).

Revised and clarified text and examples through-
out the chapter.

Chapter 15

Updated statistics as to filing patterns for the
AMT and AMT liabilities by state residents.
Revised Ethics & Equity feature about accelerat-
ing AMT preferences and adjustments.
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PREFACE
Augmented materials concerning adjustments for
incentive stock options.

Revised materials as to AMT preference for sales
of § 1202 stock.

Added problems featuring Excel commands and
present value computations.

Chapter 16

Updated information on due date for Form 1128.
Clarified examples involving changes from cash to
accrual method to reflect that inventory is treated as
non-incidental supplies while on the cash method.
Added a Tax in the News feature on FASB rev-
enue recognition standards and tax relevance.

Added a new problem on computing and report-
ing a § 481(a) adjustment.

Chapter 17

Added a Concept Summary comparing the tax
attributes of various forms of business entities.

Added a Concept Summary on Schedule M-1
(Form 1120).

Added a new Tuax in the News feature and a new
Global Tax Issues feature.

Updated text to reflect new filing due dates for
corporations.
Updated text and examples throughout the chapter.

Revised the computational templates for annual
changes in deferred tax assets and liabilities.

Chapter 18

Revised several sections of the chapter, including
a Concept Summary, to improve readability and
clarity.

Provided a new Tax in the News feature that
describes ways in which local and state jurisdic-
tions compete to attract new businesses and
employers in exchange for tax breaks.

Revised the facts in an example that illustrates
the tax effects of debt versus equity to be more
realistic with current market interest rates.

Updated qualified small business stock materials
to reflect changes made by the PATH Act of 2015.

Chapter 19
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Enhanced and expanded the chapter examples
on determining corporate E & P and allocating
E & P to distributions.

Added examples on constructive dividends when
a corporation pays a shareholder’s obligations.
Revised and clarified text and examples through-
out the chapter.

Chapter 20

Added a new Tax in the News feature entitled “State
Dissolution of Corporate Status Not Determinative
of Liquidation Status under Federal Tax Law.”

Deleted Ethics & Equity feature “Possible Sour
Notes.”

Modified Concept Summary 20.4.

Modified Ethics & Equity feature “What Is a
Sound Business Purpose?”

Modified Financial Disclosure Insights feature
“When an Acquisition Fails.”

Chapter 21

Added discussion of qualified joint ventures.

Updated text to reflect new filing due dates for
partnerships.

Updated discussion of administrative issues related
to changes in partnership audit procedures.
Added discussion of Proposed Regulations on
disguised payments for services.

Updated Research Problem 3 to reflect current
rules for the § 179 deduction.

Made minor revisions, updates, and clarifications
throughout the chapter.

Chapter 22

Added Tax in the News feature “Distribution of
Loss Property.”

Enhanced and updated material concerning the
recognition period for built-in gains tax.

Revised discussion concerning material participa-
tion by S shareholders.

Expanded discussion of self-rental income as
part of the § 1411 Medicare tax.

Chapter 23

Updated statistics related to the charitable sector
and the donor base, private foundations, and fil-
ing deadlines.

Added Tax in the News feature “NFL Gives Up
Exempt Status.”

Updated tax rates and ceilings for the excise
taxes on private foundations.

Clarified materials concerning UBTI adjustments
and debt-financed income.

Revised materials concerning the application
process for exempt entities, filing due dates, and
public disclosure of Forms 990.

Chapter 24

Updated data and statistics about state and local
tax revenues.



Revised Exhibit 24.1 to emphasize data flows.

Updated the 7ax in the News feature about state
tax credits for filmmakers.

Revised discussion of application of P.L. 86-272
in today’s economy.

Modified introductory discussion of allocation
and apportionment of income.

Revised material involving the sales factor and
the throwback rule.

Modified material discussing combined versus
consolidated returns.

Reorganized material listing sales/use tax exemptions.

Added materials about the sales/use taxation of
online transactions.

Chapter 25

Added a Concept Summary regarding the
income and deduction sourcing rules.

Streamlined the discussion of § 367 asset transfers.

Revised the materials for Subpart F income, stock
basis, and application of E & P on flow-throughs.

Added a Concept Summary illustrating the transac-
tions involved when Subpart F flow-throughs apply.

Updated information about the international
economy and location of multinationals’ income
and assets, and corporate income tax nominal
rates and withholding for various countries.

Added a Tax in the News feature about the loca-
tion of U.S. companies’ overseas profits.

Expanded Tax Planning materials that highlight
the optimization of the foreign tax credit compu-
tations by use of the income sourcing rules.

Chapter 26

Updated various amounts and statistics as to
audits, refunds, fees, and filing practices.

PREFACE Xt

Updated citations to various annual documents.
Added discussion of the role of the National
Taxpayer Advocate.

Revised material concerning the IRS’s regulation
of tax return preparers.

Updated and augmented material involving
Circular 230 and tax preparer penalties.

Added problems featuring Excel commands and
present value computations.

Chapter 27

Condensed the material on the historical back-
ground of the Federal estate and gift taxes.
Simplified the tax treatment of gifts made within
three years of death (§ 2035).

Updated examples that compute the Federal
estate and gift tax to reflect the new 2016 unified
transfer tax credit and exclusion amount.

Added Exhibit 27.2 that illustrates the use of the
QTIP election in avoiding the terminable interest
prohibition to obtaining the marital deduction.

Chapter 28

Updated amounts concerning fiduciary tax rates
and exemptions.

Clarified that a trust is created and defined under
state law, not Federal income tax law.

Updated statistics about fiduciary returns, gross
and taxable income, and tax liability generated.

Added rules concerning the NIIT to Concept
Summary 28.1.

Updated amounts related to the NIIT for fiduciaries.

Clarified the availability of the DPAD when a
fiduciary operates a trade or business.

Deleted material relating to beneficiaries’ treatment
of losses in the year of the entity’s termination.

TAX LAW OUTLOOK

From your SWFT Series Editors:

Concerns about income inequity and job creation will keep income tax issues at the forefront of tax-related
discussions throughout 2016 and 2017. Candidates and office holders will focus tax proposals on middle-class
tax relief and tax increases for the wealthy. Federal tax treatments of income from overseas sources also may
be reviewed. While a comprehensive “tax reform” bill is not likely, there will be serious consideration of
various proposals, especially involving college tuition relief and the taxation of capital gains.

Congress may consider Federal corporate tax law changes during 2016-2017, including a decrease in the
top tax rate and a move toward a territorial system in taxing income from overseas sources. Tax deferrals for
unrepatriated global profits also may receive congressional and regulatory attention. Corporate tax reform
remains difficult to craft, though, as so many businesses operate using pass-through structures. State and
local governments also have budget problems, and they are looking for new revenue sources, including an
adoption of the unitary concept and a broadening of the income and sales/use tax bases.
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SUPPLEMENTS SUPPORT STUDENTS AND INSTRUCTORS

Built around the areas students and instructors have identified as the most important, our integrated supplements
package offers more flexibility than ever before to suit the way instructors teach and students learn.

Online and Digital Resources
for Students

=
§ CENGAGENOWv2

CengageNOWV?2 is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student
learning experience and meet desired outcomes.

CengageNOWv2 Instant Access Code ISBN:
978-1-305-94658-3 (one-semester access) or
978-1-305-87428-2 (two-semester access)

Contact your Cengage Learning Consultant about differ-
ent bundle options.

THOMSON REUTERS Checkpoint® Student
CH ECKPOI NTC Edition from Thomson

Reuters is the leading
online tax research database used by professionals.
There are three simple ways Checkpoint® helps intro-
duce students to tax research:

¢ Intuitive web-based design makes it fast and
simple to find what you need.

* Checkpoint® provides a comprehensive collection of
primary tax law, cases, and rulings along with ana-
lytical insight you simply can’t find anywhere else.

* Checkpoint® has built-in productivity tools such
as calculators to make research more efficient—a
resource more tax pros use than any other.

Six months’ access to Checkpoint® Student Edition
(after activation) is packaged automatically with every
NEW copy of the textbook.*

More than software: Put the experience
of H&R Block® tax professionals on
your side.

* A step-by-step interview guides you through a
customized process.

* Accurate calculations and 100% satisfaction—
guaranteed.

* Worry-free Audit Support™ and tax advice from
an H&R Block® tax professional.

Online access to H&R Block® Premium & Business soft-
ware is offered with each NEW copy of the textbook—
at no additional cost to students.*

Students can  use
C E N GAG E CengageBrain.com
to select this textbook and access Cengage Learning
content, empowering them to choose the most suitable
format and giving them a better chance of success in
the course. Buy printed materials, eBooks, and digital
resources directly through Cengage Learning and save
at CengageBrain.com.

Online Student Resources

Students can go to www.cengagebrain.com for free
resources to help them study as well as the opportunity
to purchase additional study aids. These valuable free
study resources will help students earn a better grade:

* Flashcards use chapter terms and definitions to
aid students in learning tax terminology for each
chapter.

* Online glossary for each chapter provides terms
and definitions from the text in alphabetical
order for easy reference.

* Learning objectives can be downloaded for each
chapter to help keep students on track.

e Tax tables used in the textbook are download-
able for reference.

Printed Resources for Students

Looseleaf Edition (978-1-305-87474-9)

This version provides all the pages of the text in an
unbound, three-hole punched format for portability
and ease of use. Online access to H&R Block® Premium
& Business software is included with every NEW text-
book as well as Checkpoint® Student Edition from
Thomson Reuters.*

*Checkpoint® Student Edition is not available with the Professional Editions of South-Western Federal Taxation texts. For all other
editions, all NEW printed copies of the textbook are automatically packaged with access to Checkpoint® Student Edition and H&R Block®
tax software. If students purchase the eBook, they will not automatically receive access to Checkpoint® Student Edition and H&R Block®
software. They must purchase the tax media pack offering both of these products. The ISBN is 978-1-305-87432-9 and can be purchased at
www.cengagebrain.com.
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Comprehensive Supplements Support
Instructors’ Needs

-‘
'CENGAGENOWVZ

CengageNOWYV2 is a powerful course management and
online homework tool that provides robust instructor
control and customization to optimize the student
learning experience and meet desired outcomes. In
addition to the features and benefits mentioned earlier
for students, CengageNOWvV2 includes these features
for instructors:

* Learning Outcomes Reporting and the ability
to analyze student work from the gradebook.
Each exercise and problem is tagged by topic,
learning objective, level of difficulty, estimated
completion time, and business program stan-
dards to allow greater guidance in developing
assessments and evaluating student progress.

* Built-in Test Bank for online assess-
ment. The Test Bank files are included in
CengageNOWvV?2 so that they may be used as
additional homework or tests.

Solutions Manual (978-1-305-87422-0)

Written by the South-Western Federal Taxation
editors and authors, the Solutions Manual features
solutions arranged in accordance with the sequence of
chapter material.

Solutions to all homework items are tagged with
their Estimated Time to Complete, Level of Difficulty,
and Learning Objective(s), as well as the AACSB’s and
AICPA’s core competencies—giving instructors more
control than ever in selecting homework to match the
topics covered. The Solutions Manual also contains the
Solutions to Appendix E: Comprehensive Tax Return
Problems and lettered answers (only) to the end-of-
chapter Roger CPA Review Questions. Available in
print and on Instructor Companion Website at
www.cengage.com/login.

PowerPoint® Lectures with Notes

The Instructor PowerPoint® Lectures contain more than
30 slides per chapter, including outlines and instructor
guides, concept definitions, alternate figures, and key
points. Available on Instructor Companion Website
at www.cengage.com/login.

Test Bank

Written by the South-Western Federal Taxation
editors and authors, the Test Bank contains approximately
2,200 items and solutions arranged in accordance with
the sequence of chapter material.

PREFACE XV

Each test item is tagged with its Estimated Time to
Complete, Level of Difficulty, and Learning Objective(s),
as well as the AACSB’s and AICPA’s core competencies—
for easier instructor planning and test item selection.
The 2017 Test Bank is available in Cengage’s test gen-
erator software, Cognero.

Cengage Learning Testing Powered by Cognero is a
flexible, online system that allows you to:

 author, edit, and manage Test Bank content from
multiple Cengage Learning solutions

e create multiple test versions in an instant

¢ deliver tests from your LMS, your classroom, or
wherever you want

* create tests from school, home, the coffee
shop—anywhere with Internet access
(No special installs or downloads needed.)

Test Bank files in Word format as well as versions to import
into your LMS are available on the Instructor Companion
Website. Cognero Test Banks available via single sign-
on (SSO) account at www.cengage.com/login.

Other Instructor Resources

All of the following instructor course materials
are available online at www.cengage.com/login.
Once logged into the site, instructors should select this
textbook to access the online Instructor Resources.

e Instructor Guide
* Edition-to-edition correlation grids by chapter

* Detailed answer feedback for the end-of-chapter
Roger CPA Review Questions in Word format
(Lettered answers only are available in the
Solutions Manual.)

* An appendix that helps instructors broaden and
customize coverage of important tax provisions
of the Affordable Care Act

* The Depreciation and the Accelerated Cost
Recovery System (ACRS) appendix (formerly
Appendix G in SWFT Individual Income Taxes)

Custom Solutions

Cengage Learning Custom Solutions develops person-
alized solutions to meet your taxation education needs.
Consider the following for your adoption of South-
Western Federal Taxation 2017 Edition:

* Remove chapters you do not cover or rearrange
their order to create a streamlined and efficient text.

* Add your own material to cover new topics or
information.

* Add relevance by including sections from Smith’s
Internal Revenue Code and Regulations, Raabe/
Whittenburg/Sanders/Sawyers’ Federal Tax
Research, or your state’s tax laws and regulations.
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INTRODUCTION AND
Basic ‘T Ax MODEL

CHAPTER 1
An Introduction to Taxation and Understanding the Federal Tax Law

CHAPTER 2

Working with the Tax Law

CHAPTER 3

Computing the Tax

Part 1 provides an introduction to taxation in the United States. Although the primary orientation of this
text is income taxation, other types of taxes are also briefly discussed. The purposes of the Federal tax
law are examined, and the legislative, administrative, and judicial sources of Federal tax law, including
their application to the tax research process, are analyzed. Part 1 concludes by introducing the basic tax

model for the individual taxpayer and providing an overview of property transactions.
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CHAPTER

An Introduction to Taxation

. and Understanding the
P Federal Tax Law

Demonstrate why taxation is important.

LO.1
Describe some of the history and trends of the

LO.2 .
Federal income tax.

1o Assess some of the criteria for selecting a tax

" structure; recognize the components of a tax

structure.

o Identify the different taxes imposed in the United

States at the Federal, state, and local levels.

CHAPTER OUTLINE

1-1

1-2

1-3

1-5

ight 2017 Cengage Learning. All
Editorial review has deemed that any suppressed content does not materially affect the overall learnin;

Learning and Coping with Taxation, 1-2

A Brief History of U.S. Taxation, 1-3
1-2a Early Periods, 1-3

1-2b  Revenue Acts, 1-3

1-2c  Historical Trends, 1-4

Criteria Used in the Selection of a Tax Structure, 1-4

The Tax Structure, 1-5

1-4a Tax Base, 1-5

1-4b Tax Rates, 1-5

1-4c Incidence of Taxation, 1-6

Major Types of Taxes, 1-6

1-5a Property Taxes, 1-6

1-5b Transaction Taxes, 1-8

1-5c¢ Taxes on Transfers at Death, 1-10
1-5d  Gift Taxes, 1-12

1-5e  Income Taxes, 1-13

1-5f  Employment Taxes, 1-15

LEARNING OBJECTIVES: After completing Chapter 1, you should be able to:

LO.5

Explain the administration of the tax law, including

the audit process utilized by the IRS.

LO.6

Evaluate some of the ethical guidelines involved in

tax practice.

LO.7

Recognize the economic, social, equity, and political
considerations that justify various aspects of the tax

law.

LO.8

1-5¢g
1-5h

1-6a
1-6b
1-6¢
1-6d
1-6e

1-7
1-7a
1-7b
1-7¢
1-7d
1-7e
1-7f
1-79

Describe the role played by the IRS and the courts in
the evolution of the Federal tax system.

Other U.S. Taxes, 1-17
Proposed U.S. Taxes, 1-18

Tax Administration, 1-20

Internal Revenue Service, 1-20
The Audit Process, 1-20
Statute of Limitations, 1-22
Interest and Penalties, 1-23
Tax Practice, 1-24

Understanding the Federal Tax Law, 1-25

Revenue Needs, 1-25

Economic Considerations, 1-26

Social Considerations, 1-27

Equity Considerations, 1-28

Political Considerations, 1-30

Influence of the Internal Revenue Service, 1-32
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