I n-class’Homewor k Assignment
Case Study - Calculating the tax benefits of home owner ship.

This assignment is divided into two parts. In both cases you will assume that you are about 27
years of age, aHarvey Mudd graduate, out in the work force and still single. Y ou make a gross
income of $46,200 per year and earn alittle income from interest earned. Y ou are calculating
your income taxes for the year. In assignment a, we will assume that you are renting, and you
will calculate your income tax on your |RS Schedule 1040. In assignment b, we will retain all
assumptions except we will assume that you are buying a house in the price range that your
income can afford. Using Schedule A, you will recalculate your taxes on RS Schedule 1040 to
see what difference home ownership makes.

Assumptions. Here are the common assumptions we are making about you, to be used in both
cases. You will need these numbers to complete your worksheets.

Y our annual wages, as reported on your W2, equal $46,200.

Y ou have earned taxabl e interest income of $800 (and would complete a Schedule B to
that effect - which | am not asking you to do - the treatment of thisincome would be the
sameif it were capital gains from mutual funds, though it would be recorded el sewhere on
the Form 1040).

Y ou are single with no dependents.

Y ou made a charitable donation of $500 to Harvey Mudd College as an expression of
your gratitude for the excellence of your education.

Y ou have withheld for California state income taxes and must pay state income taxes. Y ou
would ordinarily calculate that as well, but | will do that for you. The amount will depend
upon whether you are able to use a home interest deduction on Schedule A, aswill be
seen in the assignment below.

Y ou have paid 7.65% of your wage income to the FICA payroll tax, which in your case
equals $3534.30. Y our employer has made an equal contribution.

Other assumptions will be made in each of the two cases below.

Assignment a: Calculating your income tax assuming that you rent.

Here are the additional assumptions needed to complete this assignment:

1 Without a home interest deduction, you will pay California state income taxes of $2,258.
Now do the following, using the forms indicated.

al. Using the front page of the Form 1040, calculate you adjusted gross income (line 31),
filling in the following lines: 1, 6a, 6e, 7, 8a, 22, and 31.

a2. Using the back page of the Form 1040 with the label at the top use thisfor assgnment a
- no mortgage deduction, calculate your taxable income (line 37), filling in the following
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lines. 32, 34, 35, 36, and 37. Make sure you understand what you are doing on lines 34 -
you must take the standard deduction here (you will see why in assignment b) - and 36.

as. Using the appropriate tax table of the two provided, calculate and enter you tax on line 38.

ad. Now answer the following additional questions:

1. What is your total annual tax burden from federal
income taxes, California state taxes, and the FICA tax?

2. With an annua wage of $46,200, your monthly income
equals $3,850. What is your net pay after these
deductions?

3. Using the same tax table used to calculate your taxes,
calculate your margina tax rate by dividing (your tax
minus the tax for the next bracket down) by 50. Can you
see why thisisthe marginal tax rate?

4. In addition to your answer to #3, your state income tax
marginal rate will be 9% (I calculated that for you) and,
as aways, your FICA will be 7.65%. Given this, if you
get araise of $100, how much of it will be taxed?

Assignment b: Calculating your income tax assuming that you are buying a home and
have a mortgage interest and property tax deduction.

Here are the additional assumptions needed to complete this assignment:

1 Y ou are buying a home and your total monthly payment for all loan servicing and fees
equals $1,320. (This would be the payment for a home in the $140,000 to $170,000 price
range, depending upon type of mortgage, rate, and size of down payment). Would you
qualify for a payment this high? Assuming relatively little debt and bank using a 33/40 rule,
you would easily qualify.
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This payment is broken down as follows. $900 mortgage interest (deductible), $50
principal reduction (not deductible), $250 personal property taxes (deductible), and $120
insurance (not deductible). Y ou will later need to calculate the annual deductibles for
Schedule A.

Y our state income tax for the year will be only $1,220 with this mortgage deduction - you
have already saved $1,038 without yet doing your federal taxes! This $1,220 figure you
will use on Schedule A.

Now do the following, using the forms indicated.

bl.

b2.

b3.

b4.

b5.

b6.

b7.

b8.

b9.

b10.

b10.

Y ou will using the same Form 1040 front page as in assignment a. Nothing changes there.

Find the back page of the Form 1040 with the label at the top use thisfor assignment b -
mortgage deduction on Sch A. Fill in line 32 for adjusted gross income.

Aswas done in assignment a we need to fill in lines 34 through 38. But thistime to
complete line 34 we need to first do Schedule A (instead of using the standard deduction
aswas donein assignment a). Find Schedule A and fill inlines 5, 7, and 9. Y ou need the
information from above to do this.

On Schedule A fill in the interest deduction in lines 10 and 14. Make sure you put in the
annual amount.

On Schedule A lines 15 and 18 fill in your charitable contribution to HMC. Note that you
would not be able to deduct this nor anything else on this page unless it exceeded $3,900
without your home interest deduction.

On Schedule A complete line 28 and move the total over to Form 1040 line 34. Then
complete lines 36 through 37.

Using the appropriate tax table, calculate and enter your tax on line 38.

Compare the two Form 1040 back pages from these two assignments, comparing in
particular lines 34 and 38.

Do you see why that you usually must take the standard deduction of $3,900 if you do not
own ahome for your entry to line 34 of Form 10407

Do you understand that your state income tax would also be lower (in your case, $2,258
for arenter as opposed to $1,220 otherwise) for the same reason?

Answer these questions:
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1. How much lower are your federal income taxes
in assgnment b?

2. Adding the state tax savings to the answer to
guestion 1, what are your total annual tax savings?

3. Under assignment b, what is your average tax
rate (sum of the three taxes, including FICA,
divided by Gross Income)?

4. Under assignment a, what was your average tax
rate?

5. Using your answer to question 2, how much are
your monthly tax savings - or in other words, by
how much does your after-tax income rise?

6. What, then, is the after-tax or rent-equivalent
cost of buying your house (your house payment
minus this monthly tax savings)?
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32,000

35,000

38,000

32,000 32,050
32,050 32,100
32,100 32,150
32,150 32,200

32,200 32,250
32,250 32,300
32,300 32,350
32,350 32,400

32,400 32,450
32,450 32,500
32,500 32,550
32,550 32,600

32,600 650
32,650 352,700
32,700 32,750
32,750 32,800

32,800 32,850
32,850 32,800
32,900 32,850
32,950 33,000

5,932
5,946
5,960
5,974

5,988
6,002
6,016
6,030

6,044
6,058
6,072
6,086

6,100
6,114
6,128
6,142

6,156
6,170
6,184
6,198

4,804
4,811

4,819
4,826

4,834
4,841
4,849
4,856

4,864
4,871
4,879
4,886

4,894
4,901
4,909
4, 916

4,924
4,931
4,939
4,946

6,432
6,446
6,460
6,474

6,488
6,502
6,516
6,530

6,544
6,558
6,572
6,586

6,600
6,614
6,628
6,642

6,656
6,670
6,684
6,698

4,905
4,919
4,933
4,047 .

4,961
4,975
4,989
5,003

5,017
5,031
5,045
5,059

5,073
5,087
5,101
5,115

5,129
5,143
5,157
5171

35,000 35,050
35,100
35,150

35,200

35,250
35,300
35,350
35,350 35,400

35,450
35,500
35,550
35,600

35,850
35,700
35,750
35,800

35,850
35,900
35,950
36,000

bt
§888 &
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6,772
6,786
6,800
6,814

6,828

6.856
6,870

6,884
6,898
6,912
6,926

6,940
6,954
6,968
6,982

6,996
7,010
7,024
7, 1038

5,254
5,261
5,269
5,276

5,284
5,291
5,299
5,306

5,314
5,321
5,329
5,336

5,344
5,351
5,359
5,366

5374
5,381
5,389
5,396

7,270
7,286
7,300
7,314

7,328
7,342
7,356
7,370

7,384
7,398
7,412
7.426

7,440
7,454
7.468
7,482

7,496
7,510
7,524
7,538

5,745
5,759
5,773
5,787

5,801
5,815
5,829
5,843

5,857

5,899
5913

38,000 38,050
38,050 38,100
38,100 38,150
38,150 38,200

38,200 38,250
38,250 38,300
38,300 38,350
38,350 38,400

38,400 38,450
38,450 38,500
38,500 38,550
38,550 38,600

38,600 38,650
38,650 38,700
38,700 38,750
38,750 38,800

38,800 38,850
38,850 38,900
38,900 38,950
38,950 39,000

7,612
7,626
7,640
7,654

7,668
7,682
7,696
7,710

7,724
7,738
7,752
7,766

7,780
7,794
7.808
7,822

7,836
7,850
7,864
7.878

8,112
8,126
8,140
. 8,154

8,168
8,182
8,196
8,210 6,683

8,224
8,238
8,262
8,266

8,280
8,294
8,308
8,322

8,336
8,350
8,364
8,378

6,585

5.786

5,794
5,801
5,809
5,816

5,824
5,831
5,839
5,846

6,739
6,753

6,785
6,809

6,851

33,000

36,000

39,000

33,050
33,100
33,150
33,200

33,250

33,050
33,100
33,150

33,200
33,250
33,300
33,350

8 BEEE BBY
3888 888

8338

gpBS 888
83388

6,212
6,226
6,240
6,254

6,268
6,282
6,296
6,310

6,324
6,338
6,352
6,366

6,380
6,394
6,408
6,422

6,436
6,450
6,464
6,478

6,712
6,726
6,740
6,754

6,768
6,782
6,796
6,810

6,824
6,838
6,852
6,866

6,880
6,894
6,908
6,922

6,936
6,950
6,964
6,978

5,185
5,199
5,213
5,227

5,241
5,255
5,269
5,283

5,297
5,311
5,325
5,339

5,353
5,367
5,381
5,385

5,409
5,423
5,437
5,451

4,954
4,961
4,969
4,976

4,984
4,991
4,999
5,006

5,014
5,021
5,029
5,036

5,044
5,051
5,059
5,066

6,074

5,096

36,000 36,050
36,050 36,100
36,100 36,150
36,200
3¢,250
36,300
36,350
36,400

36,450
36,500
36,550
36,600

36,650
36,700
36,750
36,800

36,850

36,950
37,000

36,150
36,200
36,250

58

8858 8288 8
2828 8¢

2828

7,052
7,066
7,080
7,094

7,108
7,122
7,136
7,150

7,164
7,178
7,192
7,206

7,220
7,234
7,248
7,262

7276
7,290
7,304
7,318

5,404
5411
5419
5,426

5,434
5,441
5,449
5,456

5,464
5471
5479
5,486
5,494
5,501
5,509
5,516

5,524
5,631
5,539
5,546

7,662
7,566
7,580
7,594

7,608
7,622
7,636"
7,650

7,664
7,678
7,692
7,706

7,720
7,734
7,748
7,762

7,776
7,790
7.804
7818

39,000 39,050
39,050 39,100
39,100 39,150
39,150 39,200

39,200 39,250
39,250 39,300
38,300 39,350
39,350 39,400

39,400 39,450
39,450 39,500
39,500 39,550
39,550 39,600

39,600 39,650
39,650 39,700
39,700 39,750
39,750 39,800

39,800 39,850
39,850 39,900
39,900 39,950
39,950 40,000

7,892
7,906
7,920
7,934

7,948
7,962
7,976
7,990

8,004
8,018
‘8,032
8,046

8,060
8,074
8,088
8,102

8,116
8,130
8,144
8,158

8,392
8,406
8,420 -
8,434

8,448
8,462
8,476
8,490

8,504
8,518
8,532
8,546 7019

8,560
8,574
8,588
8,602 7,075

8,616
8,630
8,644
8,658 7,131

5,857
5,871
5,885
5,899

5,913
5,927
5,941
5,955

5,969
5,983
5,997
6,011

6,025
6,039
6,053
6,067

6,081
6,095
6,109
6,123

£
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40,000
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6,492
6,506
6,520
6,534

6,548
6,562
6,576
6,590

6,604
6,618
6,632
6,646

6,660
6,674
6,688
6,702

6,716
6,730
6,744
6,758

6,992
7,006
7,020
7,034

7,048
7,062
7,076
7,090

7,104
7,118
7,132
7.146

7,160
7,174
7,188
7,202

7,216
7,230
7,244
7,268

5,465
5,479
5,493
5,507

5,521
5,535
5,549
5,563

5,577
5,591
5,605
5,619

5,633
5,647
5,661
5,675

5,689
5,703
5,717
5,731

37,000 37,050
37,050 37,100
37,100 37,150
37,150 37,200

37,200 37,250
37,250 37,300
37,300 37,350
37,350 37,400

37,400 37,450
37,450 37,500
37,500 37,550
37,550 37,600

37,600 37,650
37,650 37,700
37,700 37,750
37,750 37,800

37,800 37,850
37,850 37,900
37,900 37,950
37,950 38,000

7,332
7,346
7,360
7,374

7,388
7,402
7,416
7,430

7,444
7,458
7,472
7,486

7.500
7,514
7,528
7,542

7,556
7,570
7,584
7,598

5,554
5,561
5,569
5,576

5,584
5,591
5,599
5,606

5,614
5,621
5,629
5,636

5,644
5,651
5,659
5,666

5,674
5,681
5,689
5,696

7,832
7,846
7,860
7,874

7,888
7,902
7,916
7,930

7,944
7,958
7,972
7,986

8,000
8,014
8,028
8,042

8,056
8,070
8,084
8,098

6,305

6,347

6,361
6,375
6,389
6,403

6,417
6,431
6,445
6,459

6,473
6,487
6,501
6,515

6,529
6,543
6,557
6,571

40,000 40,050
40,050 40,100
40,100 40,150
40,150 40,200

40,200 40,250
40,250 40,300
40,300 40,350
40,350 40,400

40,400 40,450
40,450 40,500
40,500 40,550
40,550 40,600

40,600 40,650
40,650 40,700
40,700 40,750
40,750 40,800

40,800 40,850
40,850 40,900
40,800 40,950
40,950 41,000

8,172
8,186
8,200
8,214

8,228
8,242
8,256
8,270

8,284
8,298
8,312
8,326

8,340
8,354
8,368
8,382

8,396
8,410
8,424
8,438

6,137
6,151
6,165
6,179

6,193
6,207
6,221
6,235

6,249
6,263
6,277
6,291

6,305
6,319
6,333
6,347

6,361
6,375

8,672
8,680
8,700
8,714 7,187

8,728
8,742
8,756
8,770

8,784
8,798
8,812
8,826

8,840
8,854
8,868
8,882

8,806
8,910
6,389 8,924
6.403 8,938

7.243

1,257
7,27
7,285
7,298

7,313
7,327
7,341
7,35¢%

7,36¢
7,380
7,397
741

* This column must also be used by a qualifying widow(er).
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