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INTRODUCTION
Generally, the Armenian tax system is fairly coherent and
easy to follow. However, ongoing concerns about low tax collection
rates, affect the tax administration’s approach to implementing the
law and the nature of the government’s tax reform initiatives.
Consequently, compliant tax payers may need to invest significant
time dealing with the administrative challenges in the system.
Still in Armenia is actively tax administration reform
initiatives, having following goals:
•
• Make structural reforms and improvements in higher and
local tax bodies.
• Improve tax legislation based on the best international
practice.
• Improve the quality of human resources in tax authorities.
• Combat against tax deceptions and tax evasion.
• Enhance trust and transparency and improve
collaboration.
Although the income tax system in US is complicated,
comparing with Armenia, nevertheless its more flexible and having
positive points, taking into consideration for future Armenian income
taxation development. First of all, the US experience for tax
deduction process is very bendy and giving more opportunities for
taxpayers in process of their successfully tax planning. Secondly, the
tax credits offsetting system in US from our viewpoint, also effective
tool for additional activating motivation functions of taxes.
Consequently, the exploration of US tax credits framework will be
constructive for development income tax system in Armenia.
The main objective of presented manual is comparative
interpretation of corporate and individual income tax system between
US and Armenia, for the purpose of exchange a constructive
experience in framework tax administration and calculation.
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Chapter I
Taxation Structure in United Stats and Armenia
1.1 The Nature of Taxes
In this world nothing can be said to be certain, except
death and taxes.
Benjamin Franklin

A tax (from the Latin taxo) is a financial charge or other levy
imposed upon a taxpayer (an individual or legal entity) by a state or
the functional equivalent of a state to fund various public
expenditures. A failure to pay, or evasion of or resistance to taxation,
is usually punishable by law. Taxes consist of direct or indirect taxes
and may be paid in money or as its labour equivalent. Some
countries impose almost no taxation at all, or a very low tax rate for a
certain area of taxation.
The United States of America is a federal republic with
separate state and local governments. Taxes are imposed in the
United States at each of these levels. These include taxes on income,
payroll, property, sales, capital gains, dividends, imports, estates and
gifts, as well as various fees. However, taxes fall much more heavily
on labor income than on capital income. Divergent taxes and
subsidies for different forms of income and spending can also
constitute a form of indirect taxation of some activities over others.
For example, individual spending on higher education can be said to
be "taxed" at a high rate, compared to other forms of personal
expenditure which are formally recognized as investments.
Taxes are imposed on net income of individuals and
corporations by the federal, most state, and some local governments.
Citizens and residents are taxed on worldwide income and allowed a
credit for foreign taxes. Income subject to tax is determined under
tax accounting rules, not financial accounting principles, and
includes almost all income from whatever source. Most business
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expenses reduce taxable income, though limits apply to a few
expenses. Individuals are permitted to reduce taxable income by
personal allowances and certain non business expenses, including
home mortgage interest, state and local taxes, charitable
contributions, and medical and certain other expenses incurred above
certain percentages of income. State rules for determining taxable
income often differ from federal rules. Federal tax rates vary from
10% to 39.6% of taxable income. State and local tax rates vary
widely by jurisdiction, from 0% to 13.30% of income, and many are
graduated. State taxes are generally treated as a deductible expense
for federal tax computation. In 2015, the top marginal income tax
rate for a high-income California resident is 52.9%.
The United States is one of two countries in the world that
taxes its nonresident citizens on worldwide income, in the same
manner and rates as residents; the other is Eritrea. The Supreme
Court upheld the constitutionality of the payment of such tax in the
case of Cook v. Tait, 265 U.S. 47 (1924).
Payroll taxes are imposed by the federal and all state
governments. These include Social Security and Medicare taxes
imposed on both employers and employees, at a combined rate of
15.3% (13.3% for 2011 and 2012). Social Security tax applies only
to the first $106,800 of wages in 2009 through 2011. However,
benefits are only accrued on the first $106,800 of wages. Employers
must withhold income taxes on wages. An unemployment tax and
certain other levies apply to employers. Payroll taxes have
dramatically increased as a share of federal revenue since the 1950s,
while corporate income taxes have fallen as a share of revenue.
(Corporate profits have not fallen as a share of GDP).
Property taxes are imposed by most local governments and
many special purpose authorities based on the fair market value of
property. School and other authorities are often separately governed,
and impose separate taxes. Property tax is generally imposed only on
realty, though some jurisdictions tax some forms of business
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property. Property tax rules and rates vary widely with annual
median rates ranging from 0.2% to 1.9% of a property's value
depending on the state.
Sales taxes are imposed by most states and some localities on
the price at retail sale of many goods and some services. Sales tax
rates vary widely among jurisdictions, from 0% to 16%, and may
vary within a jurisdiction based on the particular goods or services
taxed. Sales tax is collected by the seller at the time of sale, or
remitted as use tax by buyers of taxable items who did not pay sales
tax.
The United States imposes tariffs or customs duties on the
import of many types of goods from many jurisdictions. These tariffs
or duties must be paid before the goods can be legally imported.
Rates of duty vary from 0% to more than 20%, based on the
particular goods and country of origin.
Estate and gift taxes are imposed by the federal and some
state governments on the transfer of property inheritance, by will, or
by life time donation. Similar to federal income taxes, federal estate
and gift taxes are imposed on worldwide property of citizens and
residents and allow a credit for foreign taxes.
Under the Law on Profit Tax both residents and nonresidents pay profit tax in the RA. Legal entities are deemed to be
residents if they have received state registration in Armenia. Nonresidents are legal entities and enterprises without legal entity status,
which have been registered in another country, including
international organizations. Residents are taxed on profit derived
both in Armenia and abroad, while non-residents are taxed only on
income within the RA. Non-residents operating through subdivisions
in Armenia are taxed on profits earned from the activities in
Armenia. Income received by non-residents from other sources in
Armenia, e.g. dividends (for enterprises only), interest income,
royalties, rental income etc. is subject to withholding at the source.
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Withholding may be reduced or eliminated by applying double
taxation treaties.
In Armenia the annual profit tax rate is 20%. The law may
establish, for certain payers, groups of payers and types of activity, a
fixed payment, which substitutes for profit tax. For non-residents, for
income from insurance compensations, reinsurance payments and
incomes from freight the rate is 5%. For incomes received as
dividends, interest, royalty, income from the lease of property,
increase in the value of property and other passive incomes, as well
as other income received from Armenian sources the rate is 10%.
The taxable profit is the positive difference between the
gross income and the deductions allowed under the Profit Tax Law.
Income and expenses shall be accounted for using the accrual
method.
The following shall be considered as gross income in Armenia:
 revenue derived from the sale of products and services;
 income derived from the sale of fixed and other assets;
 interest; leasing income; royalties; dividends;
 insurance compensation;
 income received from debt or trade financing;
 income received from futures, options and other similar
transactions;
 income received from compensation for damage caused;
 income received in the form of penalties, fines and other
proprietary sanctions;
 income received from transactions recognized as invalid;
 amounts of accounts payable written off, etc.
The following shall be considered as expenses, particularly:
material cost; labor cost; obligatory social security payments;
depreciation; insurance payments; non-refundable taxes, duties and
other obligatory payments; interest on loans or other borrowings;
payments for guarantees, guarantee letters, L/Cs and other services
of banking, insurance, and credit organizations; advertising
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expenses; representation and business trip expenses; auditing, legal,
and other advisory information and administrative services expenses;
maintenance expenses on fixed assets; research and development
expenses, etc.
Contributions made to religious, public and other non-profit
organizations (but not more 0,25% of gross income) are allowable
deductions. The Profit Tax law specifies that the following expenses
are not deductible from gross revenue for the amount exceeding the
limits specified by the government:

payment for violation of pollution laws;

expenses for advertising outside the RA;

training of staff outside the RA;

expenses for special nutrition and uniforms for the
employees;

expenses for foreign trips, and per diem for local trips;

representative expenses;

expenses on the maintenance of public health institutions,
rehabilitation camps, culture, education ands sport institutions, etc;

gratis assets, remitted liabilities;

expenses on services rendered by the taxpayer, which are not
related to the production of goods, etc.
For the public sector in Armenia, low collection rates and high tax
evasion have prompted the introduction of some strong control
measures in efforts to allow the tax authorities better manage the
system. The business community accepts that strong measures may
be justified to address the government’s concerns. However, it
believes that greater consultation and transparency in the policy
development process could result in more effective and better
targeted laws that achieve the government’s aims while not imposing
onerous compliance costs on taxpayers.
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1.2 Tax Accounting Definition
Tax accounting is the accounting process that focuses on tax
issues - including filing tax returns and planning for future tax
responsibilities - as opposed to the preparation of financial
statements. Tax accounting targeted to the preparation, analysis and
presentation of tax returns and tax payments. The method of
accounting that focuses on tax issues; this includes all activities
related to filing tax returns and planning for future tax obligations.
Tax accounting is a specialized field of accounting where
accountants focus on the preparation of tax returns as well as tax
planning for future taxable years. Principles of tax accounting differ
from the International Financial Reporting Standards (IFRS)
principles.
Tax accountants must understand the regulations contained
within the Internal Revenue Code, which lists the rules for tax
returns that all individuals and companies must follow. Tax
accountants also must stay on top of changes in IRS regulations,
which occur on a yearly basis.
Differences between book and taxable income for
businesses
In the United States, taxable income is computed under rules
that differ materially from U.S. generally accepted accounting
principles. Since only publicly traded companies are required to
prepare financial statements, many non-public companies opt to keep
their financial records under tax rules. Corporations that present
financial statements using other than tax rules must include a detailed
reconciliation of their financial statement income to their taxable
income as part of their tax returns. Key areas of difference include
depreciation and amortization, timing of recognition of income or
deductions, assumptions for cost of goods sold, and certain items
(such as meals and entertainment) the tax deduction for which is
limited.
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Currently in Armenia from point of view of enlargement of
information flows of business activity, the accounting system is
divided by following directions:
1. Financial accounting
2. Managerial accounting
3. Tax accounting
Although, this three direction is performing in parallel in
accounting system of Armenia and taking information on double
entry bases by strongly interrelations, however, simultaneously
there are functional specifics, considering the motivations of accounting information different users.
Managerial accounting purposes are providing information
for inter companies decision making. In this scope is making cost
flow analyzing, profitability performance, capital using outcomes
analyzing. Information, providing from financial accounting, is
mostly using from external decision makers, such us investors,
suppliers’, banks, when business partners is interested about financial
stability level company or commercial activity indicators. Tax
accounting, mainly providing information for using governmental tax
services, giving information about taxation bases, calculation of
deferent taxes, companies tax obligations and tax returns, and
performing also statements according tax service forms.
For having brief information about above mentioned
accounting systems, the profit formation process of company is given
by financial, managerial and tax accounting following transactions;
 Payroll of production workers is $17 000, from which $10 000
belongs to product ―A‖, and $7 000 to product ―B‖
Dt Production …………17 000
Kt Salaries payable…………………..17 000
 For production using is expending $ 13 000 row materials, from
which $8 000 is for the product ―A‖, $ 5 000 for the product ―B‖
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Dt Production ……………………..13 000
Kt Row materials ………………………………13 000
 The finished goods is cheek out from production and transferred
of warehouse
Dt Finished goods ……………………..30 000
Kt Production “A”………………………………13 000
Kt Production “B” ………………………………..17 000
 Factual cost of supplied products to customer is $30 000
Dt Costs of sales ……………………………30 000
Kt Finished goods…………………………………….30
000
 The sales revenue from customers is $35 000
Dt Cash …………………..35 000
Kt Sales revenue ………………35 000
 Foreign currency rate exchange gains recorded as an income,
which is no taxable
Dt Foreign currency ………………3 000
Kt Income from currency rate exchange …………..3 000
 In order of implementation the new ―C‖ production is took place
$ 5 000 business trip expenses, which $ 1 000 is recorded over
financing from point of view of taxation limited normative
Dt Overhead expenses’..............5 000
Kt Cash..............................................5 000
 Is calculated tax obligation on bases 20% from taxable profit
Dt Profit tax............................200
Kt Tax payable .................................200
 The 80% from net profit is recorded as a dividend
Dt Net profit……………2 240
Kt Liabilities to shareholders……………… 2 240
From table 1.1 is coming understandable, that profit before
taxation is performing by divers dimension in financial, tax and
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managerial accounting statements (see row 7), because of different
approaches for recognition and measuring companies incomes and
expenses in mentioned accounting systems. Moreover, if within of
financial accounting system the profit formation and distribution is
performing in overall expression (until to retained earning), then the
tax statement is considering completed until profit tax performance
and doesn’t included the further steps of profit distribution (see table
1.1, row 8).
Table 1.1
Profit performance in financial, managerial and tax
accounting statements
.Indicators

#

STATMENTS
Financial

Tax

Managerial
1

Incomes

38 000

35 000

35 000

(row 2 + row 3)
2

operating

A 15 000

activity

35 000

3

. financial

3 000

4

Expenses

35 000

34

operating activity

30 000

30 000

Investment activity

5 000

activity

35 000

B

20

000
X
000

X
35 000

(row 5 + row 6)
5
6

A 18 000
B 12 000

13

4 000

C 5000

7

Profit before tax

3 000

1 000

(row 4 - row1)

A (3000)
B 8 000
C (5000)

8

Profit tax

200

200

9

Net profit

2 800

X

X

2 240

X

X

560

X

X

(20%)

X

(row 7 – row 8)
10

Dividends

11

.Retained earnings
(row 9 – row 10)

Tax accountants are certified public accountants with
extensive training that includes a degree in finance or accounting
with special expertise and focus on taxation. That means they are
trained in the complexities of preparing tax returns, both on the state
and federal level, for individual and business clients. A person who
studies to become a CPA must pass a rigorous state exam with a
special focus on tax issues and then meet extensive continuing
education requirements in order to retain their designation as a CPA.
The Internal Revenue Service has recognized this expertise
in tax matters and designated tax accountants as one of only a few
classes of professionals given full access to represent clients before
the IRS. That is an important distinction because in the event of an
IRS audit, any client would want the individual who worked on the
tax return to be present at the audit or to be able to appeal an IRS
audit. The IRS only extends that privilege to tax accountants, along
with enrolled agents and tax attorneys.
Because of the education and training, tax accountants are
able to help individuals and businesses with other issues in addition
to preparing tax returns. Tax accountants can produce reports, based
on company financial information, to show the current financial state
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of the business and project cash flow needs for the near future. In a
company setting, tax accountants also can put internal controls in
place to discourage fraud or manipulation of the company’s financial
figures. Those controls are required under federal law for all large
public corporations and are often embraced by smaller companies.

Consequently, tax accounting is also important in the
decision making process of a business, especially when taking
legal actions to minimize tax burdens, and contributes value to
the business strategy of a company by helping to address current tax
responsibilities and preventing future tax issues.

1.3 Income Tax Description
Personal Income Tax in USA
The major sources of federal tax revenue are individual
income taxes, Social Security and other payroll taxes, corporate
income taxes, excise taxes, and estate and gift taxes. In FY2014,
individual income taxes accounted for 46% of total federal revenue.
Social Security taxes accounted for 35%. Corporate income taxes
accounted for 10% while excise taxes accounted for 3%. Estate and
gift, customs, and miscellaneous taxes accounted for the remaining
6% of total revenue. Over time, the corporate income tax has become
much less important as a revenue source while Social Security taxes
have provided a larger share of total revenues.
The individual income tax is the major source of federal
revenues, followed closely by Social Security and other payroll
taxes. As a revenue source, the corporate income tax is a distant
third. Estate and gift and excise taxes play only minor roles as
revenue sources in US.
The individual income tax is based on earnings individuals
accrue from a variety of sources. Included in the individual income
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tax base are wages, salaries, tips, taxable interest and dividend
income, business and farm income, realized net capital gains, income
from rents, royalties, trusts, estates, partnerships, taxable pension and
annuity income, and alimony received.
The tax base is reduced by adjustments to income, some
interest paid on student loans and higher education expenses,
contributions to health savings accounts, and alimony payments
made by the taxpayer. This step of the process produces adjusted
gross income (AGI), which is the basic measure of income under the
federal income tax. Deductions from the income tax base that result
in an individual’s AGI are also known deductions. These deductions
are available to all taxpayers, whether the taxpayer chooses to take
the standard deduction or itemize deductions.
The tax base is further reduced by either the standard
deduction or individuals’ itemized deductions. Itemized deductions
are allowed for home mortgage interest payments, state and local
income taxes, state and local property taxes, charitable contributions,
medical expenses in excess of 10% of AGI, and for a variety of other
items. For taxable years 2004 through 2013, at the election of the
taxpayer, state and local sales taxes can be deducted as an alternative
to state and local income taxes.
The tax base is reduced further by subtracting personal and
dependent exemptions. Exemptions are a fixed amount to be
subtracted from AGI. Exemptions are allowed for the taxpayer, the
taxpayer’s spouse, and each dependent. For taxpayers with high
levels of AGI, the personal and dependent exemptions are phased
out.
The tax liability depends on the filing status of the taxpayer.
There are four main filing categories:
 married filing jointly,
 married filing separately,
 head of household,
 single individual.
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The income tax system is designed to be progressive, with
marginal tax rates increasing as income increases. At a particular
marginal tax rate, all individuals, regardless of their level of
earnings, pay the same tax rate on their first dollar of taxable income.
Once a taxpayer’s income surpasses a threshold level placing them in
a higher marginal tax bracket, the higher marginal tax rate is only
applied on income that exceeds that threshold value. Currently, the
individual income tax system has seven marginal income tax rates:
10%, 15%, 25%, 28%, 33%, 35%, and 39.6%
These marginal income tax rates are applied against taxable
income to arrive at a taxpayer’s gross income tax liability.
After a taxpayer’s tax liability has been calculated, tax
credits are subtracted from gross tax liability to arrive at a final tax
liability. Major tax credits include the earned income tax credit, the
child tax credit, education tax credits, and the credit for child and
dependent care expenses.
Not all income is subject to the marginal income tax rates
noted above. Long-term capital gains— that is, gain on the sale of
assets held more than 12 months—and qualified dividend income are
taxed at lower tax rates. Net investment income is also subject to an
additional tax for taxpayers above certain income thresholds.

Personal Income Tax in Armenia
In conformity with the new RA law ―On Income Tax‖,
which has entered into force since January 01, 2013, the income tax
and the compulsory social security payments have been replaced
with a new unified tax.
In the Republic of Armenia both resident and non-resident
physical persons are entitled to pay income tax. An individual shall
be considered a resident if during any twelve month period starting
or ending in a tax year (from January 1 to December 31 inclusive)
he/she has been residing in the Republic of Armenia for a total
duration of 183 days or more, or whose centre of vital interests is in
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the Republic of Armenia.
The income tax is a direct tax paid to the State budget of the
Republic of Armenia by taxpayers (in cases as prescribed by law
through the tax agent – an organization or individual entrepreneur or
notary) in the manner, at the amounts and within the timeframe as
envisaged by this Law. According to Armenian tax legislation,
income taxpayers are natural persons, including individual
entrepreneurs and notaries who are residents of the Republic of
Armenia (hereinafter referred to as residents) and natural persons,
including individual entrepreneurs and notaries who are nonresidents of the Republic of Armenia (hereinafter referred to as nonresidents) shall be deemed as income taxpayers (hereinafter
taxpayers). In the meaning of law a resident is considered to be the
natural person who has resided in the Republic of Armenia for a total
of 183 or more days during the course of the tax year at any stage of
the 12-month period which starts and ends during the fiscal year
(from January 1 through December 31) or who has the center of vital
interests located in the Republic
Employers are required to calculate income tax on a monthly
basis from their employees’ salaries and transfer these amounts to the
state budget, no later than the 20th day of the month following the
month of calculation.
The employer must prepare and submit to the tax authorities
a monthly report on the income paid to employees (individuals) and
income taxes withheld and remitted. The monthly report should be
submitted no later than by 20th of the second month. Taxpayers
(namely who were engaged in business activities) have to file an
Annual Income Calculation of business income and expenses by 15
April in the following year.

1.4 Income Tax Calculation Road Map
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Income tax calculation is taking several steps, which is
requiring simple road mapping process. A process map is the output
of the mapping technique. This is diagram or flow chart that includes
blocks and arrows, which depict the process from beginning to end.
Each block represents an action within process. Income tax
calculation road map in taxation practice in US is presented in figure
1.1. According to Armenian tax legislation this process is looks like
more uncomplicated (see figure 1.2).
Individual Income tax calculation framework in USA
Gross income includes all income earned or received from
whatever source. This includes salaries and wages, tips, pensions,
fees earned for services, price of goods sold, other business income,
gains on sale of other property, rents received, interest and dividends
received, alimony received, proceeds from selling crops, and many
other types of income. Some income, however, is exempt from
income tax. This includes interest on municipal bonds.
Adjustments: (usually reductions) to gross income of
individuals are made for alimony paid, contributions to many types
of retirement or health savings plans, certain student loan interest,
half of self-employment tax, and a few other items. The cost of
goods sold in a business is a direct reduction of gross income.
Business deductions: Taxable income of all taxpayers is
reduced by tax deductions for expenses related to their business.
These include salaries, rent, and other business expenses paid or
accrued, as well as allowances for depreciation. The deduction of
expenses may result in a loss. Generally, such loss can reduce other
taxable income, subject to some limits.
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Gross income
Adjustments
(AGI)

Pay Roll
Liabilities (FICA)
Deductions

Standard deduction
or
Personal exemptions
Itemized deductions
Federal Taxable
Income

State Taxable
Income

Income Tax Brackets and Rates

Gross Tax Liability
Tax credits

Income Tax Liabilities Payments During Calendar year

Tax returns
Figure 1.1 Individual Income Tax Calculation Road Map in US1
1

Composed by authors.
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Gross income
Adjustments

Taxable Income

Income Tax Brackets and Rates

Income Tax Liabilities Payments During Calendar year

Figure 1.2 Individual Income Tax Calculation Road Map in
Armenia2

Personal deductions: Individuals are allowed several non
business deductions. A flat amount per person is allowed as a
deduction for personal exemptions. Taxpayers are allowed one such
deduction for themselves and one for each person they support.
Standard deduction: In addition, individuals get a
deduction from taxable income for certain personal expenses.
Alternatively, the individual may claim a standard deduction. For
2014, the standard deduction is $6, 200 for single individuals,
$12,400 for a married couple, and $9,100 for a head of household.
Itemized deductions: Those who choose to claim actual
itemized deductions may deduct the following, subject to many
conditions and limitations:
• Medical expenses in excess of 7.5% of adjusted gross income,
• State, local, and foreign taxes,
• Home mortgage interest,
2

Composed by authors.
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• Contributions to charities,
• Losses on nonbusiness property due to casualty, and
• Deductions for expenses incurred in the production of income in
excess of 2% of adjusted gross income.
Capital gains: and qualified dividends may be taxed as part
of taxable income. However, the tax is limited to a lower tax rate.
Capital gains include gains on selling stocks and bonds, real estate,
and other capital assets. The gain is the excess of the proceeds over
the adjusted basis (cost less depreciation deductions allowed) of the
property. This limit on tax also applies to dividends from U.S.
corporations and many foreign corporations. There are limits on how
much net capital loss may reduce other taxable income.
Total U.S. Tax Revenue as a % of GDP and Income Tax
Revenue as a % of GDP, 1945-2011, from Office of Management
and Budget Historicals
Tax credits: All taxpayers are allowed a tax credit for
foreign taxes and for a percentage of certain types of business
expenses. Individuals are also allowed credits related to education
expenses, retirement savings, child care expenses, and a credit for
each child. Each of the credits is subject to specific rules and
limitations. Some credits are treated as refundable payments.
Alternative Minimum Tax: All taxpayers are also subject to
the Alternative Minimum Tax if their income exceeds certain
exclusion amounts. This tax applies only if it exceeds regular income
tax, and is reduced by some credits.
Tax returns: Individuals must file income tax returns in
each year their income exceeds the standard deduction plus one
personal exemption, or if any tax is due. Other taxpayers must file
income tax returns each year. These returns may be filed
electronically. Generally, an individual's tax return covers the
calendar year. Corporations may elect a different tax year. Most
states and localities follow the federal tax year, and require separate
returns.
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Tax payment: Taxpayers must pay income tax due without
waiting for an assessment. Many taxpayers are subject to
withholding taxes when they receive income. To the extent
withholding taxes do not cover all taxes due, all taxpayers must make
estimated tax payments.
Tax penalties: Failing to make payments on time, or failing
to file returns, can result in substantial penalties. Certain intentional
failures may result in jail time.
Tax returns may be examined and adjusted by tax authorities.
Taxpayers have rights to appeal any change to tax, and these rights
vary by jurisdiction. Taxpayers may also go to court to contest tax
changes. Tax authorities may not make changes after a certain period
of time (generally 3 years).

Individual Income tax calculation framework in Armenia
In process of calculating incomes of taxpayers, the income
tax shall be withheld (levied) by the tax agent. On a monthly basis,
by the 20th day of the next month, tax agents must submit
exclusively electronically to the tax office a summary income tax
return in the defined format which shall contain the following:
1) personal data (first and last names, patronymic, residence
(registration) address, social security card number) of the natural
person receiving income from the given tax agent (except for those
receiving only passive incomes), incomes calculated for these
individuals, income tax withholdings, and for persons participating in
the fully-funded pension system, also calculated and withheld fullyfunded pension contributions, as well as other information identified
in Article 7 of the Law ―On Personified Record Keeping on Income
Tax and Funded Contributions‖;
2) Brief information from the given tax agent about passive
income calculated by the tax agent exclusively for the natural
persons gaining passive incomes and the income tax withheld from
these incomes,
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When determining the tax base of income tax on business
activities, apart from incomes deducted, the gross income shall be
deducted, based on the declaration on annual income filed by the
natural person, by the amount of costs which are directly related to
the incomes gained from business activities and execution of civillegal contracts and are supported by appropriate documentation. 2. In
particular, costs shall include: 1) material costs; 2) wages and
salaries and payments made equal to wages and salaries; 3) voluntary
funded pension contributions paid by the employer on behalf of its
hired employee, at the maximum amount of 5% of the employees
salary; 4) amortization allowances; 5) rentals; 6) insurance
premiums; 7) taxes not subject to refund (offsetting), 8) interests on
loans and other borrowings; 9) fees against guarantees, security, and
other bank services; 10) promotional costs; 11) representational
costs; 12) sponsorship costs; 13) judicial costs; 14) travel costs; 15)
indemnification of caused damage; 16 fines, penalties and other
material sanctions, save for those fines, penalties and other material
sanctions which are payable to the State or community budgets, as
well as those charged against contributions to the funded pension
system; 17) costs of audit, legal, other consulting, information and
management services; 18) costs of factoring, trust (power of attorney
related) operations; 19) understated costs for the preceding three
years as identified during the reporting year.
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Chapter II
Income Tax Calculation
2.1 Adjustments’ to Gross Income
In the United States income tax system, adjusted gross
income (AGI) is an individual's total gross income minus specific
reductions.Taxable income is adjusted gross income minus
allowances for personal exemptions and itemized deductions. For
most individual tax purposes, AGI is more relevant than gross
income.
Gross income is sales price of goods or property, minus cost
of the property sold, plus other income. It includes wages, interest,
dividends, business income, rental income, and all other types of
income. Adjusted gross income is gross income less deductions from
a business or rental activity and other specific items.
Several deductions (e.g. medical expenses and miscellaneous
itemized deductions) are limited based on a percentage of AGI.
Certain phase outs, including those of lower tax rates and itemized
deductions, are based on levels of AGI. Many states base state
income tax on AGI with certain deductions.

Exclusions from gross income
Gross income includes "all income from whatever source
derived." The courts have consistently given very broad meaning to
this phrase, interpreting it to include all income unless a specific
exclusion applies. Certain types of income are specifically excluded
from gross income. These may be referred to as exempt income,
exclusions, or tax exemptions. Among the more common excluded
items are the following:
 Tax exempt interest. For Federal income tax, interest on state
and municipal bonds is excluded from gross income. Some
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states provide an exemption from state income tax for certain
bond interest.
Social Security benefits. The amount exempt has varied by
year. The exemption is phased out for individuals with gross
income above certain amounts.
Gifts and inheritances. However, a "gift" from an employer
to an employee is considered compensation, and is generally
included in gross income.
Life insurance proceeds.
Compensation for personal physical injury or physical
sickness, including:
 Amounts received under worker’s compensation acts
for personal physical injuries or physical sickness,
 Amounts received as damages (other than punitive
damages) in a suit or settlement for personal
physical injuries or physical sickness,
 Amounts received through insurance for personal
physical injuries or physical sickness, and
 Amounts received as a pension, annuity, or similar
allowance for personal physical injuries or physical
sickness resulting from active service in the armed
forces.
Scholarships. However, amounts in the nature of
compensation, such as for teaching, are included in gross
income.
Certain employee benefits. Non-taxable benefits include
group health insurance, group life insurance for policies up
to $50,000, and certain fringe benefits, including those under
a flexible spending or cafeteria plan.
Certain elective deferrals of salary (contributions to "401(k)"
plans).
Meals and lodging provided to employees on employer
premises for the convenience of the employer.
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Foreign earned income exclusion for U.S. citizens or
residents for income earned outside the U.S. when the
individual met qualifying tests.
 Income from discharge of indebtedness for insolvent
taxpayers or in certain other cases.
 Contributions to capital received by a corporation.
 Gain up to $250,000 ($500,000 on a married joint tax return)
on the sale of a personal residence.
There are numerous other specific exclusions. Restrictions
and specific definitions apply. Some state rules provide for different
inclusions and exclusions.
In order to levy an income tax, income must first be defined. As
a benchmark, economists often turn to the Haig-Simons comprehensive
income definitions. Here, taxable resources are defined as changes in a
taxpayer’s ability to consume during the tax year. Another way to view
the individual income tax base is as an approximation of the sum of all
labor and capital income earned or received over the course of the year.
Under this view, the tax base resembles national income as measured by
economists. In addition to labor and capital income, many transfer
payments are also subject to taxation.
There are a number of forms of what would broadly be
defined as income that are excluded from taxable income in practice.
For example, wage income of employees is taxed, although most
contributions to employee pension and health insurance plans and
certain other employee benefits are not included in wages subject to
income tax. Employer contributions to Social Security are also
excluded from wages. When pensions are received, they are included
in income to the extent that they represent contributions originally
excluded. If the taxpayer has the same tax rate when contributions
are made and when pensions are received, this treatment is
equivalent to eliminating tax on the earnings of pension plans. Some
Social Security benefits are also subject to tax.
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Passive capital income, in the form of capital gains, interest,
and dividends on financial instruments, is also taxed. The tax base
excludes capital gains that are unrealized, such that capital gains are
only taxed on realization.
Unlike capital gains, assets earning interest are taxed on
accrual. Taxes are paid on the interest earned in each tax year.
Taxable interest income is added to a taxpayer’s AGI and taxed
according to the taxpayer’s marginal tax rate. Interest that is earned
on tax-exempt securities, such as those issued by state and local
governments, is not subject to taxation. Like capital gains, dividends
are taxed at a lower rate than other income. Qualified dividends are
taxed at the same rate as capital gains.
A health savings account (HSA) is a tax-advantaged
medical savings account available to taxpayers in the United States
who are enrolled in a high-deductible health plan (HDHP).The funds
contributed to an account are not subject to federal income tax at the
time of deposit. Unlike a flexible spending account (FSA), funds roll
over and accumulate year to year if not spent. HSAs are owned by
the individual, which differentiates them from company-owned
Health Reimbursement Arrangements (HRA) that are an alternate
tax-deductible source of funds paired with either HDHPs or standard
health plans. HSA funds may currently be used to pay for qualified
medical expenses at any time without federal tax liability or penalty.
However, beginning in early 2011 OTC (over the counter)
medications cannot be paid with HSA dollars without a doctor's
prescription. Withdrawals for non-medical expenses are treated very
similarly to those in an individual retirement account (IRA) in that
they may provide tax advantages if taken after retirement age, and
they incur penalties if taken earlier. These accounts are a component
of consumer-driven health care.
Proponents of HSAs believe that they are an important
reform that will help reduce the growth of health care costs and
increase the efficiency of the health care system. According to
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proponents, HSAs encourage saving for future health care expenses,
allow the patient to receive needed care without a gatekeeper to
determine what benefits are allowed and make consumers more
responsible for their own health care choices through the required
High-Deductible Health Plan.
Opponents of HSAs say they may worsen, rather than
improve, the U.S. health system's problems because people may hold
back the healthcare spending that would be covered by their Health
Savings Accounts, or may spend it unnecessarily just because it has
accumulated and to avoid the penalty taxes for withdrawing it, while
people who have health problems that have predictable annual costs
will avoid HSAs in order to have those costs paid by insurance.
There is also debate about consumer satisfaction with these plans.
Various tax systems grant a tax exemption to certain
organizations, persons, income, property or other items taxable under
the system. Tax exemption may also refer to a personal allowance or
specific monetary exemption which may be claimed by an individual to
reduce taxable income under some systems. Tax exempt status may
provide a potential taxpayer complete relief from tax, tax at a reduced
rate, or tax on only a portion of the items subject to tax. Examples
include exemption of charitable organizations from property taxes and
income taxes, exemptions provided to veterans, and exemptions under
cross-border or multi-jurisdictional principles. Tax exemption generally
refers to a statutory exception to a general rule rather than the mere
absence of taxation in particular circumstances (i.e., an exclusion). Tax
exemption also generally refers to removal from taxation of a particular
item or class rather than a reduction of taxable items by way of
deduction of other items (i.e., a deduction). Tax exemptions may
theoretically be granted at any governmental level that imposes taxation,
though in some broader systems restraints are imposed on such
exemptions by lower tier governmental units.
According to Armenian Tax Legislation, adjustments to
gross income are:
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1) Benefits paid in conformity with the legislation of the
Republic of Armenia, with the exception of benefit amounts defined
by the Law of the Republic of Armenia ―On Temporary Incapacity‖;
2) All types of pensions paid in conformity with the
legislation of the Republic of Armenia (including pensions paid for
voluntary participation in the mandatory funded pension system),
save for pensions duly paid under the voluntary fully-funded pension
system;
3) Funded pension insurance contributions paid by the
taxpayer in his/her name and/or paid by a third party (including the
employer) on behalf of the taxpayer under a funded pension scheme
as prescribed by the legislation of the Republic of Armenia, at the
maximum of 5% amount of the taxpayers gross income;
4) Insurance fees, save for amounts (including pensions)
duly receivable at the expense of amounts under the voluntary
funded pension contributions paid by the taxpayer for himself/herself
and/or paid by a third person (including the employer) on behalf of
the taxpayer under a voluntary funded pension scheme in the manner
prescribed by the legislation of the Republic of Armenia;
5) Funded pension contributions paid by the State on behalf
of the taxpayer under a mandatory funded pension scheme in the
manner prescribed by the legislation of the Republic of Armenia;
6) Incomes receivable before the legally prescribed date of
pension entitlement against funded pension insurance contributions
paid by the taxpayer for himself/herself and/or paid by a third party
(including the State, employer) on behalf of the taxpayer under the
funded pension scheme in the manner prescribed by the legislation of
the Republic of Armenia;
7) Incomes related to the service in the military and persons
with an equivalent status, rescue service servants;
8) Lump sum amounts paid to family members of deceased
military servants and to those military servants who have become
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disabled in compliance with the legislation of the Republic of
Armenia;
9) Awards, assistance in cash and aids provided under the
social protection system in conformity with the legislation of the
Republic of Armenia;
10) Alimonies (maintenance allowances) paid in conformity
with the legislation of the Republic of Armenia;
11) Incomes receivable by natural persons against donor
blood and breast milk and other types of donor ship;
12) Compensations paid under the norms defined by the
legislation of the Republic of Armenia against the performance of
works (delivery of services) under employment and civil-legal
agreements (including compensations paid to diplomatic servants),
other than payments of compensation against unused leave upon
resigning;
13) Property and funds receivable from natural persons as a
heritage and (or) donation (gift) in accordance with the legislation of
the Republic of Armenia;
14) Cash and in-kind assistance to natural persons provided
within their statutory activities by non-commercial organizations
which are incorporated in the manner prescribed by the legislation of
the Republic of Armenia and registered with the tax authorities;
15) Gratis property and funds provided to natural persons on
the basis of decisions of the state and local self-government bodies of
the Republic of Armenia, as well as by foreign governments and
international inter-state (inter-governmental) organizations;
16) Value of food allowances, as well as amounts paid as a
replacement for these allowances;
17) Proceeds receivable by natural persons, other than from
tax agents, from the sale of their own property, with the exception of
proceeds receivable from the sale of property as part of their business
operations;
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18) State scholarships paid by the State to students, postgraduates of higher educational institutions, students of secondary
vocational and professional technical educational institutions,
attendees of seminaries, as well as scholarships provided to them by
the above educational institutions or organizations specified in subclauses 14 and 15 of this clause;
19) Amounts duly received as a compensation for incurred
losses, save for compensation against lost income;
20) Amount of receivable loans and borrowings, save for
loans or borrowings forgiven by the creditor or any other agreement
reached with the creditor on non-repayment of these amounts
(including, the moment of expiration of the statute of limitation as
stipulated by law);
21) Lump-sum benefits provided in case of the death of the
employee or his or her family member;
22) Prizes of sportsmen and coaches won at international
contests and competitions as members of national team of the
Republic of Armenia;
23) Cash and in-kind winnings of participants of lotteries
conducted in the manner and under conditions established by the
legislation of the Republic of Armenia;
24) Value of cash prizes won at contests and competitions at
the maximum amount of 10000 AMD;
25) Amounts of compensation at 10 percent of the annual
tuition fee paid for students of higher educational institutions
studying on a paid basis within the limits set out by the Government
of the Republic of Armenia;
26) Government awards (prizes);
27) Amounts redeemable from the Deposit Insurance
Guarantee Fund in the manner prescribed by the Law of the Republic
of Armenia ―On Guaranteeing Compensation of Bank Deposits of
Natural Persons‖, except for the accrued payable interests on the
deposit amounts;
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28) Amounts redeemable against cash deposits placed with
the ArSSR Republican Bank of the USSR Savings Bank before June
10, 1993;
29) Amounts paid to individuals against their owned real
estate taken away from them for the State or community needs, as
well as to the registered tenants of such real estate.
30) Prizes and bonuses provided as a result of lottery;
31) Income receivable from sale of hand-made carpets by
taxpayers engaged in production of hand-made carpets;
32) Insurance premiums paid by employers for the health
insurance of their hired employees at the maximum amount of AMD
10 000 per employee for each month of his/her receivable income.

2.2 Deductions
Individuals subtract from their adjusted gross income either
the standard deduction or itemized deductions, along with an
exemption for each family member. The standard deduction will
increase by $100 from $6,100 to $6,200 for singles (Table 2.1). For
married couples filing jointly, it will increase by $200 from $12,200
to $12,400.
Next year’s personal exemption will increase by $50 to $3,950.
Table 2.1 . 2014 Standard Deduction and Personal Exemption
Filing Status

Deduction Amount
$6,200.00
$12,400.00
$9,100.00
$3,950.00

Single
Married Filing Jointly
Head of Household
Personal Exemption
Source: Internal Revenue Service
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Personal exemptions
Many jurisdictions allow certain classes of taxpayers to
reduce taxable income for certain inherently personal items. A
common such deduction is a fixed allowance for the taxpayer and
certain family members or other persons supported by the taxpayer.
The U.S. allows such a deduction for ―personal exemptions‖ for the
taxpayer and certain members of the taxpayer's household. The UK
grants a ―personal allowance.‖ Both U.S. and UK allowances are
phased out for individuals or married couples with income in excess
of specified levels.
In addition, many jurisdictions allow reduction of taxable
income for certain categories of expenses not incurred in connection
with a business or investments. In the U.S. system, these (as well as
certain business or investment expenses) are referred to as ―itemized
deductions‖ for individuals. The UK allows a few of these as
personal reliefs. These include, for example, the following for U.S.
residents (and UK residents as noted):
 Medical expenses (in excess of 7.5% of adjusted gross
income)
 State and local income and property taxes
 Interest expense on certain home loans
 Gifts of money or property to qualifying charitable
organizations, subject to certain maximum limitations,
 Losses on non-income-producing property due to casualty or
theft,
 Contribution to certain retirement or health savings plans
(U.S. and UK),
 Certain educational expenses.
Many systems provide that an individual may claim a tax
deduction for personal payments that, upon payment, become taxable
to another person, such as alimony. Such systems generally require,
at a minimum, reporting of such amounts, and may require that
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withholding tax be applied to the payment.
An itemized deduction is an eligible expense that individual
taxpayers in the United States can report on their federal income tax
returns in order to decrease their taxable income.
Most taxpayers are allowed a choice between the itemized
deductions and the standard deduction. After computing their
adjusted gross income (AGI), taxpayers can itemize their deductions
(from a list of allowable items) and subtract those itemized
deductions (and any applicable personal exemption deductions) from
their AGI amount to arrive at their taxable income amount.
Alternatively, they can elect to subtract the standard deduction for
their filing status (and any applicable personal exemption deduction)
to arrive at their taxable income. In other words, the taxpayer may
generally deduct the total itemized deduction amount, or the standard
deduction amount, whichever is greater.
The choice between the standard deduction and itemizing
involves a number of factors:








Only a taxpayer eligible for standard deduction can choose
it.
U.S. citizens and resident aliens (for tax purposes) are
eligible to take the standard deduction. Nonresident aliens
are not eligible.
If the taxpayer is filing as "married, filing separately", and
his or her spouse itemizes, then the taxpayer cannot take the
standard deduction. In other words, a taxpayer whose spouse
itemizes deductions must either itemize as well, or claim "0"
(zero) as the amount of the standard deduction.
The taxpayer must have maintained the records required to
substantiate the itemized deductions.
If the amounts of the itemized deductions and the standard
deduction do not differ much, the taxpayer may take the
standard deduction to reduce the possibility of adjustment by
the Internal Revenue Service (IRS). The amount of standard
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deduction cannot be changed upon audit unless the
taxpayer's filing status changes.
 If the taxpayer is otherwise eligible to file a shorter tax form
such as 1040EZ or 1040A, he would prefer not to prepare (or
pay to prepare) the more complicated Form 1040 and the
associated Schedule A for itemized deductions.
 The standard deduction is not allowed for calculating the
Alternative Minimum Tax. If the taxpayer chooses to take
the standard deduction for regular income tax, he or she
cannot itemize deductions for the AMT. Thus, for a taxpayer
who pays the AMT (i.e. their AMT is higher than regular
tax), it may be better to itemize deductions, even if it is less
than the standard deduction.
Deductions are reported in the tax year in which the eligible
expenses were paid. For example, an annual membership fee for a
professional association paid in December 2014 for year 2015 is
deductible in year 2014.
The standard deduction, as defined under United States tax
law, is a dollar amount that non-itemizers may subtract from their
income and is based upon filing status. It is available to US citizens
and resident aliens (for tax purposes) who are individuals, married
persons, and heads of household and increases every year. Additional
amounts are available for persons who are blind and/or are at least 65
years of age. The standard deduction is distinct from personal
exemptions, which also are available to all taxpayers and dependents.
As one may not take both itemized deductions and a standard
deduction, taxpayers generally choose the deduction that results in
the lesser amount of tax owed.
The standard deduction may be higher than the basic
standard deduction if any of the following conditions are met:
• The taxpayer is 65 years of age or older;
• The taxpayer's spouse is 65 years of age or older
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• The taxpayer is blind (generally defined as not having corrected
vision of at least 20/200 or as having extreme "limitation in the
fields of vision"); and/or
• The taxpayer's spouse is blind.
The applicable basic standard deduction amounts for tax years
2006-2014 are as follows:
Table 2.2. Changing Standard deduction amounts for tax years

Year
2014
2013
2012
2011
2010
2009
2008
2007
2006

Filing status
Married
Sin
Filing
gle
Jointly
$6,200 $12,400
$6,100 $12,200
$5,950 $11,900
$5,800 $11,600
$5,700 $11,400
$5,700 $11,400
$5,450 $10,900
$5,350 $10,700
$5,150 $10,300

Married
Filing
Separately
$6,200
$6,100
$5,950
$5,800
$5,700
$5,700
$5,450
$5,350
$5,150

Qualifying
Head
of
Surviving
household
Spouse
$9,100
$12,400
$8,950
$12,200
$8,700
$11,900
$8,500
$11,600
$8,400
$11,400
$8,350
$11,400
$8,000
$10,900
$7,850
$10,700
$7,550
$10,300

Source: Internal Revenue Service

When calculating a U.S. taxpayer's federal income tax, the
personal exemption is a tax deduction composed of amounts for the
individual taxpayer, the taxpayer's spouse, and the taxpayer's child,
as provided in Internal Revenue Code at 26 U.S.C. § 151. The
personal exemption is deducted against the taxpayer's income to
arrive at the taxable income - the amount against which the tax rates
are applied to compute the total tax liability per 26 U.S.C. § 1.
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Phase-out
PEP (personal exemption phase-out) and Pease are two
provisions in the tax code that increase taxable income for highincome earners. PEP is the phase out of the personal exemption and
Pease (named after former Senator Donald Pease) reduces the value
of most itemized deductions once a taxpayer’s adjusted gross income
reaches a certain point.
The income threshold for both PEP and Pease will be
$254,200 for single filers and $305,050 for married filers (Tables 2.3
& 2.4). PEP will end at $376,700 for singles and $427,550 for
couples filing jointly, meaning these taxpayers will no longer have a
personal exemption.
Table 2.3. 2014 Pease Limitations on Itemized Deductions
Filing Status
Single
Married Filing Jointly
Head of Household

Income Threshold
$254,200.00
$305,050.00
$279,650.00

Source: Internal Revenue Service

Table 2 4. Personal Exemption Phase-out
Filing Status
Phase out Begin
$254,200.00
Single
Married Filing Jointly $305,050.00
$279,650.00
Head of Household
Source: Internal Revenue Service
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Phase out Complete
$376,700.00
$427,550.00
$402,150.00

The tax deduction for personal tax exemptions begins phase
out when AGI exceeds $305 050 for joint tax returns and $254 200
400 for single tax returns. Each tax exemption is reduced by 2% for
each $2,500 by which one's AGI exceeds the threshold amount until
the benefit of all tax exemptions is eliminated or reduced by onethird on one's tax return.

2.3 Taxable Income
A tax is imposed on net taxable income in the United States
by the federal, most state, and some local governments. Income tax is
imposed on individuals, corporations, estates, and trusts. The
definition of net taxable income for most sub-federal jurisdictions
mostly follows the federal definition.
The rate of tax at the federal level is graduated; that is, the
tax rates of higher amounts of income are higher than on lower
amounts. Some states and localities impose an income tax at a
graduated rate, and some at a flat rate on all taxable income. Federal
tax rates in 2014 varied from 10% to 39,6%.
Taxable income is defined in a comprehensive manner in the
Internal Revenue Code and regulations issued by the Department of
Treasury and the Internal Revenue Service. Taxable income is gross
income as adjusted minus tax deductions. Most states and localities
follow this definition at least in part, though some make adjustments
to determine income taxed in that jurisdiction. Taxable income for a
company or business may not be the same as its book income.
Alternative Minimum Tax
AMT, is a parallel tax system. Every taxpayer is responsible
for paying the higher of the regular tax or the minimum tax. The
difference between the two tax calculations is calculated on IRS and
using. If the minimum tax is higher, the difference between the two
tax rates is added to your Form 1040 as an additional alternative
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minimum tax.
The alternative minimum tax began as a way to ensure that
taxpayers pay at least a minimum amount of tax. The AMT has a
completely different set of calculations than the regular tax. For the
regular tax, you add up your total income, subtract out various
deductions and personal exemptions, then calculate the tax. Against
the regular tax you can claim various credits to reduce your tax even
further. The AMT, however, does not allow the standard deduction,
personal exemptions, or certain itemized deductions. Also some
income which is not subject to the regular tax is added for AMT
purposes. Your tax under AMT rules may be higher than your tax
under regular tax rules.
When calculating the alternative minimum tax, various
adjustments are made. Some income is added which is not subject to
the regular tax. Some deductions are adjusted downwards or
eliminated entirely. The following items may trigger an AMT
liability:
•
Itemized deductions for state and local taxes,
medical expenses, and miscellaneous expenses
•
Mortgage interest on home equity debt
•
Accelerated depreciation
•
Exercising (but not selling) incentive stock
options
•
Tax-exempt interest from private activity bonds
•
Passive income or losses
•
Net operating loss deduction
•
Foreign tax credits
•
Investment expenses
This list is not comprehensive, but reflects the typical adjustments
I see that can trigger an AMT liability. Typically, the alternative
minimum tax eliminates most or exactly all of the regular tax savings
from the above-mentioned deductions.
•
$52,800 for single and head of household filers,
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•
$82,100 for married people filing jointly and for
qualifying widows or widowers, and
•
$41,050 for married people filing separately.
Since its creation in the 1960s, the Alternative Minimum Tax
(AMT) has not been adjusted for inflation. Thus, Congress was
forced to ―patch‖ the AMT by raising the exemption amount to
prevent middle class taxpayers from being hit by the tax as a result of
inflation.
On January 2, 2013 the American Taxpayer Relief Act of 2012
finally indexed the income thresholds to inflation, preventing the
necessity for an annual patch. The AMT exemption amount for 2014
is $52,800 for singles and $82,100 for married couple filing jointly
(Table 2.5).
Table 2.5. 2014 Alternative Minimum Tax
Exemption Amount
$52,800.00
$82,100.00
$41,050.00

Filing Status
Single
Married Filing Jointly
Married Filing Separately
Source: Internal Revenue Service

2.4 Income Tax Brackets and Rates
Every year, the IRS adjusts more than forty tax provisions
for inflation. This is done to prevent what is called ―bracket creep.‖
This is the phenomenon by which people are pushed into higher
income tax brackets or have reduced value from credits or deductions
due to inflation instead of any increase in real income.
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The IRS uses the Consumer Price Index (CPI) to calculate
the past year’s inflation and adjusts income thresholds, deduction
amounts, and credit values accordingly.
In 2014, the income limits for all brackets and all filers will
be adjusted for inflation and will be as follows (Table 2.6) The top
marginal income tax rate of 39.6 percent will hit taxpayers with an
adjusted gross income of $406,751 and higher for single filers and
$457,601 and higher for married filers.
Table 2.6 . 2014 Taxable Income Brackets and Rates
Rate
10%
15%
25%
28%
33%
35%
39.6%

Single Filers
$0 to $9,075
$9,076 to
$36,900
$36,901 to
$89,350
$89,351 to
$186,350
$186,351 to
$405,100
$405,101 to
406,750
$406,751+

Married Joint
Filers
$0 to $18,150
$18,151
to$73,800
$73,801 to
$148,850
$148,851 to
$226,850
$226,851 to
$405,100
$405,101 to
457,600
$457,601+

Head of Household
Filers
$0 to $12,950
$12,951 to $49,400
$49,401 to $127,550
$127,551 to $206,600
$206,601 to $405,100
$405,101 to $432,200
$432,201+

Source: Internal Revenue Service

Examples of a tax computation
Income tax for year 2014:
Assume, that you are living in Texas and don’t paying state
tax. Your annual income is $75 000 and you need to calculate your
federal income tax amount, in case that you are single and have not
personal tax exemptions. Hence, the in this case the gross income is
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equal to adjusted gross income.
First of all, you need make standard $ 6 200 deduction from
your income. That means, your taxable income will be 75 000 –
6 200 = $ 68 800. Putting taxable income in conesquent tax brackets,
you are calculating federal income tax:
9 075 x 0.1 =
907.5
(36 900-9 076) x 0.15 =
$9,076 to $36,900
15%
4173.6
(68 800 – 36 900) x 0.25 =
$36,901 to $89,350
25%
7 975,0
Total federal income tax
13 056.1
without FICA
10%

$0 to $9,075

•

Total income tax is 13 056.1 (13 056/75 000 x 100~17.5%
effective tax)
Note that in addition to income tax, a wage earner would also have to
pay Federal Insurance Contributions Act tax (FICA) (and an
equal amount of FICA tax must be paid by the employer):
• $75,000 (adjusted gross income)
$75,000 × 6.2% = $4 650 (Social Security portion)
$75,000 × 1.45% = $1 087.5 (Medicare portion)
• Total FICA tax paid by employee = $5 737.5 (7.65% of income)
• Total federal tax of individual = $13 050.1+ $5 737.5 = $18 787.6
(~25.05% of income)
Total federal tax including employer's contribution:
• Total FICA tax contributed by employer = $5 737.5 (7.65% of
income)
• Total federal tax of individual including employer's contribution =
$13 050.1+ $5 737.5 + $5 737.5 = $24 525.1 (~32.71% of
income)
Income tax for year 2013:
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Single taxpayer from Texas, no children, under 65 and not blind,
taking standard deduction;
• $40,000 (adjusted gross income) – $6,100 standard deduction –
$3,900 personal exemption = $30,000 taxable income
$8,925 × 10% = $892.50 (taxation of the first income bracket)
$30,000 – $8,925 = $21,075.00 (amount in the second income
bracket)
$21,075.00 × 15% = $3,161.25 (taxation of the amount in the
second income bracket)
• Total income tax is $892.50 + $3,161.75 = $4,053.75 (~10.13%
effective tax)
Note that in addition to income tax, a wage earner would also have to
pay Federal Insurance Contributions Act tax (FICA) (and an
equal amount of FICA tax must be paid by the employer):
• $40,000 (adjusted gross income)
$40,000 × 6.2% = $2,480 (Social Security portion)
$40,000 × 1.45% = $580 (Medicare portion)
• Total FICA tax paid by employee = $3,060 (7.65% of income)
• Total federal tax of individual = $4,053.75+ $3,060.00 =
$7,113.75 (~17.78% of income)
Total federal tax including employer's contribution:
• Total FICA tax contributed by employer = $3,060 (7.65% of
income)
• Total federal tax of individual including employer's contribution =
$4,091.25 + $3,060.00 + $3,060.00 = $10,211.25 (~23.71% of
income)
According to Armenian Tax Legislation, the income tax
shall be calculated by the tax agent at the following rates, without
any filers status brackets and personal conditions:
Monthly taxable income
Up to AMD 120.000
Above AMD 120.000 up
to 2 000 000 AMD

Tax amount
24.4 percent of taxable income
AMD 29.280 plus 26 percent of the
excess amount of AMD 120.000
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Above AMD 2 000 000

AMD 351 3601 plus 36 percent of the
excess amount of AMD 120.000

The income tax on non-taxed incomes shall be calculated by
the tax agent at the following rates:
Size of annual taxable
Tax amount
income
Up to AMD 1.440.000
24.4 percent of taxable income
Above AMD 1.440.000
AMD 351.360 plus 26 percent of the
excess amount of AMD 1.440.000
Until 2012 in Armenia Social Security tax was calculated and
reported separately. Currently Social Security tax and Income tax in
Armenia is combined and calculating by above presented merge
rates.
Income tax for year 2014:
Assume, that Armenian ―Taxi‖ LTD make a contract for
monthly payment by following employees:
 taxi drivers (5 persons) – AMD 150 000
 technical assistants (2 person) – AMD 180 000
 supervisor (1 person) – AMD 260 000
 dispatchers (2 persons) AMD 100 000
The monthly income tax calculation for each employee category will
be;
 dispatchers 100 000 x 24,4% x 2 persons = AMD 48 800
 technical assistants 29 280 +
+ (180 000 –120 000) x 26% x 2 persons = AMD 89 760
 supervisor 29 280 +
+ (260 000 – 120 000) x 26% x 1 persons = AMD 65 680
 taxi drivers 29 280 +
(150 000 – 120 000) x 26% x 5 persons = AMD185 400
389 640
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Consequently, the total monthly income tax will be AMD
389 640, which should be withheld (levied) by the tax agent ―Taxi‖
LTD and recognized as a tax liability to the state budget.
In US every year, the IRS adjusts more than forty tax
provisions for inflation. This is done to prevent what is called
“bracket creep.” This is the phenomenon by which people are pushed
into higher income tax brackets or have reduced value from credits
or deductions due to inflation instead of any increase in real income.
In Armenia is non in practice applying the tax brackets annually
adjustments, concerning to inflation, Changing in this field
happening, when the tax law is updating.
If the natural person receives the accrued amount under a
voluntary funded pension insurance scheme as one-off withdrawal in
the manner established by the legislation of the Republic of Armenia,
then the income tax shall be calculated at the above presented rate
Income tax for receipt of pensions from the amount of voluntary
funded pension insurance scheme paid by the taxpayer for
himself/herself and/or by a third party. On behalf of the taxpayer
under a voluntary funded pension insurance scheme in the manner
established by the legislation of the Republic of Armenia, shall be
calculated at the rate of 10 percent.
For incomes received from royalties and lease of property,
as well as sale of residential buildings, apartments thereof, and other
spaces by individuals, except for individual entrepreneurs, who act as
planners of residential (including multi-functional) buildings,
facilities, residential houses in residential areas and complexes, 10
percent of the overall space of the building (without non-residential
spaces of shared ownership), but no more than 500 m2 of space, and
the income tax on proceeds of sale of spaces exceeding the space of
4 residential houses (hereinafter referring to as non-taxable
threshold) in residential areas (or complexes) shall be assessed at the
rate of 10 percent without consideration of tax deductions.

46

The royalty shall be deemed to be the compensation payable
for permits for using a piece of literature, art or scientific study, or
using or obtaining the right to use any copyright, patent, trademark,
design or model, plan, secret formula or process, programs for
electronic calculation machines and databases or industrial,
commercial, scientific equipment or accessing information on
industrial, commercial, scientific experience. For interests, income
tax shall be calculated at the rate of 10 percent, without considering
the deductions. The tax agent shall calculate the income tax on
proceeds payable against purchase of property from natural persons
at the rate of 10 percent.

2.5 State income tax
Most individual U.S. states collect a state income tax in
addition to federal income tax. In addition, some local governments
impose an income tax, often based on state income tax calculations.
Forty-three states and many localities in the United States impose an
income tax on individuals. Forty-seven states and many localities
impose a tax on the income of corporations.
State income tax is imposed at a fixed or graduated rate on
the taxable income of individuals, corporations, and certain estates
and trusts. The rates vary by state. Taxable income conforms closely
to federal taxable income in most states, with limited modifications.
The states are prohibited from taxing income from federal bonds or
other obligations. Many states allow a standard deduction or some
form of itemized deductions. States allow a variety of tax credits in
computing tax.
Each state administers its own tax system. Many states also
administer the tax return and collection process for localities within
the state that impose income tax. State income tax is allowed as a
deduction in computing federal income tax, subject to limitations for
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individuals.
The table below outlines Minnesota’s tax rates and brackets
for tax year 2014. Taxpayers who file estimated taxes may use this
information to plan and pay taxes beginning in April 2014.

Rate
5.35 %
7.05%
7.85 %
9.85%

Married joint
More than
But not
more than
$0
$36,080
$36,081
$143,350
$143,351
$254,240
$254,241

Married Separate
More than But not
more than
$0
$18,040
$18,041
$71,680
$71,681
$127,120
$127,121

Individuals who take the itemized deduction can deduct the
cost of state and local income taxes on their federal tax return. There
are obvious advantages that stem from being able to deduct the full
cost of the state and local taxes you have to pay every year, though
much less obvious are a few strategies professionals use to mitigate
the tax liability you may have from one year to the other.

Rate
5.35%
7.05%
7.85 %
9.85 %

Head of household
More than
But not
more than
$0
$30,390
$30,391
$122,110
$122,111
$203,390
$203,391

Single
More than But not more
than
$0
$24,680
$24,681
$81,080
$81,081
$152,540
$152,541

Forty-three states impose a tax on the income of individuals,
sometimes referred to as personal income tax. State income tax rates
vary widely from state to state. South Carolina has the lowest
marginal tax rate at 0% for the first $2,850 of personal income, while
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California has the highest marginal rate of 13.3% for the portion of
incomes over $1,000,000. Some states impose the tax on federal
taxable income with minimal modifications, while others tax a
measure bearing little resemblance to federal taxable income.
The states imposing an income tax on individuals tax all
taxable income (as defined in the state) of residents. Such residents
are allowed a credit for taxes paid to other states. Most states tax
income of nonresidents earned within the state. Such income
includes wages for services within the state as well as income from a
business with operations in the state. Where income is from multiple
sources, formulary apportionment may be required for nonresidents.
Generally, wages are apportioned based on the ratio days worked in
the state to total days worked.
All states that impose an individual income tax allow most
business deductions. However, many states impose different limits
on certain deductions, especially depreciation of business assets.
Most of the states allow non-business deductions in a manner similar
to federal rules. Few allow a deduction for state income taxes,
though some states allow a deduction for local income taxes. Eight of
the states allow a full or partial deduction for federal income tax.
In addition, some states allow cities and/or counties to
impose income taxes. For example, most Ohio cities and towns
impose an income tax on individuals and corporations. By contrast,
in New York, only New York City and Yonkers impose a municipal
income tax.

2.6 Tax Credits
A tax credit can substantially reduce the amount of tax you
owe, or even make your tax refund bigger. However, not all tax
credits are alike. Tax credits can be refundable or nonrefundable, and
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sometimes partly refundable.
Nonrefundable Tax Credits
A nonrefundable credit essentially means that the credit can’t
be used to increase your tax refund or to create a tax refund when
you wouldn’t have already had one. In other words, your savings
cannot exceed the amount of tax you owe. For example, if the only
credit you’re eligible for is a $500 Child and Dependent Care
Expenses credit, and the tax you owe is only $200 -- the $300 excess
is nonrefundable. This means that the credit will eliminate the entire
$200 of tax, but you don’t receive a tax refund for the remaining
$300. All nonrefundable tax credits are listed under the ―Taxes and
Credits‖ section of the 1040 and 1040A forms, or under the
―Payments, Credits, and Tax‖ section if using the 1040EZ.
Refundable Tax Credits
Refundable tax credits, on the other hand, are treated as
payments of tax you made during the year. When the total of these
credits is greater than the tax you owe, the IRS sends you a tax
refund for the difference.
Your tax return form will list all refundable tax credits, such
as the Earned Income Credit, in the same section you report your tax
payments.
A refundable tax credit is a tax credit that is treated as a
payment and thus can be refunded to the taxpayer by the Internal
Revenue Service. Refundable credits can be used strategically to help
offset certain types of taxes that normally cannot be reduced, and
they can produce a federal tax refund that is larger than the amount
of money a person actually paid in during the year.
Refundable credits are contrasted with nonrefundable tax
credits. The vast majority of tax credits are nonrefundable: meaning
that these credits can reduce your federal income tax liability to zero,
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and any remaining credits won't be refunded to the taxpayer.
Earned Income Tax Credit
The 2014 maximum Earned Income Tax Credit for singles,
heads of households, and joint filers is $496 if the filer has no
children (Table 2.6). For one child the credit is $3,305, two children
is $5,460, and three or more children is $6,143.

Table 2.6. 2014 Earned Income Tax Credit Parameters
No
Children

Filing Status
Single or
Head of
Household

Married
Filing Jointly

Earned Income
Level for Max
Credit
Maximum Credit
Income Level
When Phase out
Begins
Income Level
When Phase-out
Ends (Credit
Equals Zero)
Earned Income
Level for Max
Credit
Maximum Credit
Earned Income
Level When
Phase-out
Begins
Earned Income
Level When
Phase out Ends
(Credit Equals
Zero)

One
Child

Two
Children

Three or
More
Children

$6,480

$9,720

$496

$3,305

$8,110

$17,830

$17,830 $17,830

$14,590

$38,511

$43,756 $46,997

$6,480

$9,720

$13,650 $13,650

$496

$3,305

$13,540

$23,260

$23,260 $23,260

$20,020

$43,941

$49,186 $52,427
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$13,650 $13,650
$5,460

$5,460

$6,143

$6,143

Source: Internal Revenue Service

Partially Refundable Tax Credit
The American Opportunity credit, is partially refundable, up
to 40 percent. When you claim this credit for education expenses,
Form 8863 separately calculates the refundable and nonrefundable
portions, which means you report the amounts in two different
sections of your return. For example, if you calculate a $2,000
American Opportunity credit, a maximum of $800 may be reported
as a refundable tax credit with the remaining $1,200 reported as a
nonrefundable credit.
Putting It All Together
To illustrate how these credits work, assume that your tax
return reports $2,400 of tax before taking the Child and Dependent
Care and American Opportunity credits used in the examples above.
You first reduce the tax by the $1,700 of nonrefundable credits you
claim ($500 for the Child and Dependent Care Credit, plus $1,200
for the American Opportunity Credit). This brings your tax bill down
to $700 ($2,400 - $1,700). You then reduce the $700 by the $800
refundable portion of your American Opportunity credit. This not
only eliminates the entire $700 of tax, but also gives you a $100 tax
refund for the excess.
Remember, when you use TurboTax to prepare your taxes,
we’ll ask you simple questions, determine which credits you qualify
for, and handle all the calculations to determine what’s refundable
and what’s not.
The U.S. system grants the following low income tax credits:
• Earned income credit: this refundable credit is granted for a
percentage of income earned by a low income individual. The
credit is calculated and capped based on the number of qualifying
children, if any. This credit is indexed for inflation and phased out
for incomes above a certain amount.
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• Credit for the elderly and disabled: A nonrefundable credit up to
$1,125
• Retirement savings credit: a nonrefundable credit of up to 50% of
contributions to IRAs or similar plans, phased out at incomes
above $16,000 ($24,000 for head of household and $32,000 for
joint returns).
• Mortgage interest credit: a nonrefundable credit that may be
limited to $2,000, granted under specific mortgage programs.
Family relief
Some systems grant tax credits for families with children. These
credits may be on a per child basis or as a credit for child care
expenses. The U.S. system offers the following nonrefundable family
related income tax credits (in addition to a tax deduction for each
dependent child):
• Child credit: Parents of children who are under age 17 at the end
of the tax year may qualify for a credit up to $1,000 per qualifying
child. The credit is a dollar-for-dollar reduction of tax liability,
and may be listed on Line 51 of Form 1040. For every $1,000 of
adjusted gross income above the threshold limit ($110,000 for
married joint filers; $75,000 for single filers), the amount of the
credit decreases by $50.
• Child and dependent care credit: If a taxpayer must pay for
childcare for a child under age 13 in order to pursue or maintain
gainful employment, he or she may claim a credit up to $3,000 of
his or her eligible expenses for dependent care. If one parent stays
home full-time, however, no child care costs are eligible for the
credit.
• Credit for adoption expenses: a credit up to $10,000, phased out at
higher incomes. Taxpayers who have incurred qualified adoption
expenses in 2011 may claim either a $13,360 credit against tax
owed or a $13,360 income exclusion if the taxpayer has received
payments or reimbursements from his or her employer for
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adoption expenses. For 2012, the amount of the credit will
decrease to $12,650, and in 2013 to $5,000.
Education, energy and other subsidies
Some systems indirectly subsidize education and similar expenses
through tax credits.
The U.S. system has the following nonrefundable credits:
• Two mutually exclusive credits for qualified tuition and related
expenses. The American Opportunity Tax Credit is 100% of the
first $2,000 and 25% of the next $4000 of qualified tuition
expenses per year for up to two years. The Lifetime Learning
Credit[5] is 20% of the first $10,000 of cumulative expenses.
These credits are phased out at incomes above $50,000 ($100,000
for joint returns) in 2009. Expenses for which a credit is claimed
are not eligible for tax deduction.
• First time homebuyers credit up to $7,500 (closing date before
Sept. 30, 2010).
Credits for purchase of certain nonbusiness energy property
and residential energy efficiency. Several credits apply with differing
rules. The federal and state systems offer numerous tax credits for
individuals and businesses. Among the key federal credits for
individuals are:
• Child credit: a credit up to $1,000 per qualifying child.
• Child and dependent care credit: a credit up to $6,000, phased out
at incomes above $15,000.
• Earned Income Tax Credit: this refundable credit is granted for a
percentage of income earned by a low income individual. The
credit is calculated and capped based on the number of qualifying
children, if any. This credit is indexed for inflation and phased out
for incomes above a certain amount. For 2009, the maximum
credit was $5,657.
• Credit for the elderly and disabled: A nonrefundable credit up to
$1,125
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• Two mutually exclusive credits for college expenses.
Businesses are also eligible for several credits. These credits are
available to individuals and corporations, and can be taken by
partners in business partnerships. Among the federal credits
included in a "general business credit" are:
• Credit for increasing research expenses.
• Work Incentive Credit or credit for hiring people in certain
enterprise zones or on welfare.
• A variety of industry specific credits.
In addition, a federal foreign tax credit is allowed for foreign
income taxes paid. This credit is limited to the portion of federal
income tax arising due to foreign source income. The credit is
available to all taxpayers.
Business credits and the foreign tax credit may be offset
taxes in other years.
States and some localities offer a variety of credits that vary
by jurisdiction. States typically grant a credit to resident individuals
for income taxes paid to other states, generally limited in proportion
to income taxed in the other state(s).
American Opportunity Tax Credit is a refundable tax
credit for undergraduate college education expenses. This credit
provides up to $2,500 in tax credits on the first $4,000 of qualifying
educational expenses. The tax credit is scheduled to have a limited
life span: it will be available only for the years 2009 through 2017 ,
unless Congress decides to extend the credit to other years.
Individuals who pay for day care expenses for their children
or disabled adult dependents may be eligible for a federal tax credit
of up to 35% percent of the cost of day care.
To qualify for the child and dependent care credit, you must
have a dependent child age 12 or younger, or a dependent of any age
who cannot care for himself or herself. In order to claim this tax
credit, you must meet each of following criteria:
•
Your child or dependent must meet certain
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qualifications,
•
Your daycare provider must meet certain qualifications,
•
You must have earned income,
•
The care provided must enable you to work or to look for
work, and
You must reduce your eligible daycare expenses by any amounts
provided by a dependent care benefits plan through your employer.
Qualifying Child or Dependent
The child must be your dependent, age 12 or younger. If
your child is age 13 or older, the child must be physically or mentally
unable to care for herself or himself. You may also claim adult
daycare expenses for a dependent age 13 or older or for a spouse, if
that person is physically or mentally unable to care for himself or
herself.
You must provide a home for the dependent, and pay over
half the costs of maintaining a home for your dependent. You cannot
claim childcare or adult daycare expenses for someone who does not
live with you. Normally, the child must also be your dependent. If
the child is not your dependent solely because you allow the noncustodial parent to claim the child as a dependent, then you may be
able to claim the child care credit even though you aren't claiming
the child as your dependent. Only the custodial parent can take the
child care credit, however.
Don’t confuse a tax credit with a tax deduction. A tax credit
directly reduces your tax, dollar for dollar. If you are supposed to pay
$5,000 in tax, a $500 tax credit reduces your tax to $4,500. On the
other hand, a tax deduction reduces your taxable income, which
indirectly reduces your tax. If you are supposed to pay $5,000 in tax,
a $500 tax deduction reduces your taxable income by $500. If you
are in the 15% marginal tax bracket, it reduces your tax by only $500
* 15% = $75. Therefore a $100 tax credit is worth a lot more than
a $100 tax deduction.
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Within tax credits, some are refundable tax credits and some
are non-refundable tax credits. Here the word refundable often
causes confusion because most people refer to the difference
between their tax withholding and their total tax as the tax refund.
Tax Refund (R) = Tax Withholding (W) – Total Tax (T)
When they hear that a tax credit is non-refundable, they think
they are not going to get the tax credit if they receive a refund versus
owe taxes when they file their tax return by April 15, because the
credit is, uh, non-refundable. Actually that’s not the case.
Refundable tax credits, such as the Earned Income Tax
Credit, are credits, which effectively count as though they were taxes
paid. The earned income credit and other refundable tax credits add
to the total amount that you have to paid in federal income taxes. If
you do not owe taxes, all of that amount can be refunded to you.
In the case of non-refundable tax credits, the credit only
counts toward taxes that are actually due. For example, some of the
educational credits, are only applied when you actually owe taxes.
Non-refundable tax credits will reduce the amount of taxes that
you owe, but if there is a leftover credit, it is not refunded to you.
The best way to look at this is to use an example:
Let's say that you are eligible for a $1000 non-refundable tax
credit. If you owe $800 in federal taxes, the non-refundable tax credit
would pay that bill. However, the left over $200 of the credit is
simply lost. If the $1000 credit were a refundable credit, then you
would get that $200 added to your tax refund.
The most well known of the refundable tax credits is the
Earned Income Tax Credit. To qualify for the earned income credit,
you must have dependent school-age children or another qualifying
dependent and must make less than an amount specified each year by
the tax code. In many cases, people who have paid no income tax at
all during the year may be eligible for the Earned Income Tax Credit
based on their number of dependents and total income. Many people
who would otherwise not be required to file income tax forms are
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often encouraged to do so because they may be granted a refund
based solely on the earned income credit.
Tax credits offset tax liability on a dollar-for-dollar basis. Over time,
tax credits have become an increasingly popular method of providing
tax relief and social benefits. There are two fferent types of tax
credits: those that are refundable and those that are non-refundable.
If a tax credit is refundable, and the credit amount exceeds tax
liability, a taxpayer receives a payment from the government. The
earned income credit is refundable, and the child tax credit is
refundable for all but very low-income families. If credits are not
refundable, then the credit is limited to the amount of tax liability. In
some cases, unused credits can be carried forward to offset tax
liability in future tax years. Non-refundable credits provide limited
benefits to many middle- and lower income individuals who have
little or no tax liability. Many credits are phased out as income rises
and thus do not benefit higher income individuals. These phase out
points vary considerably across different credits. Tax credits are
available for a wide variety of purposes. The major individual
income tax credits are described below.

2.7 Self Employment Taxation
Taxation in US
Self-employment is the act of generating one's income
directly from customers, clients or other organizations as opposed to
being an employee of a business (or person). Generally tax
authorities will view a person as self-employed if the person (1)
chooses to be recognized as such, or (2) is generating income such
that the person is required to file a tax return under legislation that
subsists in the relevant jurisdiction(s). In the real world the critical
issue for the taxing authorities is not that the person is trading but is
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whether the person is profitable and hence potentially taxable. In
other words the activity of trading is likely to be ignored if no profit
is present, so occasional and hobby- or enthusiast-based economic
activity is generally ignored by authorities.
Self-employed people generally find their own work rather
than being provided with work by an employer, earning income from
a trade or business that they operate. In some countries governments
(the United States and UK, for example) are placing more emphasis
on clarifying whether an individual is self-employed or engaged in
disguised employment, often described as the pretense of a
contractual intra-business relationship to hide what is otherwise a
simple employer-employee relationship.
The self-employment tax in the United States is typically set
at 15.30% which is roughly the equivalent of the combined
contributions of the employee and employer under the FICA tax. The
rate consists of two parts: 12.4% for social security and 2.9% for
Medicare. The social security portion of the self-employment tax
only applies to the first $110,100 of income. There is no limit to the
amount that is taxable under the 2.9% Medicare portion of the selfemployment tax. Generally, only 92.35% of the self-employment
income is taxable at the above rates. Additionally, half of the selfemployment tax, i.e., the employer-equivalent portion, is allowed as
a deduction against income. Self-employed persons sometimes
declare more deductions than an ordinary employee. Travel,
uniforms, computer equipment, cell phones, etc., can be deducted as
legitimate business expenses. Self-employed persons report their
business income or loss on Schedule C of IRS Form 1040 and
calculate the self-employment tax on Schedule SE of IRS Form
1040. Estimated taxes must be paid quarterly using form 1040-ES if
estimated tax liability exceeds $1,000.
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Taxation in Armenia
When determining the gross income from business
operations, the accrual basis of accounting shall be applied for legal
entities in the manner prescribed by the Law of the Republic of
Armenia ―On Profit Tax‖. When determining the tax base of income
tax on business activities, apart from incomes deducted under
Income Law, the gross income shall be deducted, based on the
declaration on annual income filed by the natural person, by the
amount of costs which are directly related to the incomes gained
from business activities and execution of civil-legal contracts and are
supported by appropriate documentation.
In particular, costs shall include: 1) material costs; 2) wages
and salaries and payments made equal to wages and salaries; 3)
voluntary funded pension contributions paid by the employer on
behalf of its hired employee, at the maximum amount of 5% of the
employee’s salary; 4) amortization allowances; 5) rentals; 6)
insurance premiums; 7) taxes not subject to refund (offsetting),
duties and other mandatory fees; 8) interests on loans and other
borrowings; 9) fees against guarantees, security, letters of credit and
other bank services; 10) promotional costs; 11) representational
costs; 12) sponsorship costs; 13) judicial costs; 14) travel costs; 15)
indemnification of caused damage; 16 fines, penalties and other
material sanctions, save for those fines, penalties and other material
sanctions which are payable to the State or community budgets, as
well as those charged against contributions to the funded pension
system; 17) costs of audit, legal, other consulting, information and
management services; 18) costs of factoring, trust (power of attorney
related) operations; 19) understated costs for the preceding three
years as identified during the reporting year. 3. Contributions made
by the taxpayer to other persons‟ paid-in capital shall not be treated
as costs.
The taxpayer shall independently perform the final
calculation of the actual income tax amount at the rates set out in
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table and accordingly reflect it in the annual income declaration.
Taxpayers earning income from business operations (other than the
ones subject to presumptive taxation) in the course of the year shall
make advance payments of income tax. Advance payments shall be
made on a quarterly basis - by the 15th day of the last month of each
quarter - at the one-sixth amount of the actual income tax amount
paid for the previous year. In case the taxpayer fails to make advance
payments in a timely manner, and in other legally identified cases,
the tax authorities shall set forth claims in relation to these advance
and fines thereof as prescribed by law.
The taxpayer who is a newly opened business shall be
entitled to not make advance payments of income tax until June 15 of
the next year by giving an notice to the tax authorities. If the
taxpayer has incurred losses during the previous year, or the amount
of income tax for the previous year has not exceeded AMD 500,000
(five hundred thousand) or the taxpayer has not been acting as a duly
registered payer of VAT, then the taxpayer shall have the right not to
make advance payments of income tax after filing the annual income
report. Before calculating the actual amount of income tax for the
previous year not later than by March 15, the taxpayer shall make the
first advance payment of income tax at an amount which shall not be
less than the last advance payment effected for the previous year.
Where the tax base for the year in question is anticipated by
the taxpayer to be lower than the income compared to the previous
year, the taxpayer shall determine independently the quarterly size of
the advance payment. If the total annual amount of advance
payments is less than 2/3 of the actual income tax for the year in
question, then the taxpayer shall pay a fine against the difference
between 1/6 amount of the actual income tax and actual advance
payment made for the quarter in question, from the day of making
the advance payment through the day when the amount of actual
income tax becomes known to the tax office (day of filing the annual
income return statement).
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After the completion of the reporting year, the taxpayer shall
assess the amount of income tax based on the calculated tax base,
along with offsetting it against the amounts of advance payments
made for the reporting year in question. If the amount of actual
income tax for the reporting year is less than the total amount of
advance payments made for the same year, then the difference shall
be subject to refund. In such a case the calculation of fines imposed
against the amounts of advance payments shall be ceased on the day
when the amount of actual income tax becomes known to the tax
office (when the annual income return is filed) but no later than on
May 1. The amounts of fines calculated against advance payments
shall not be subject to recalculation or refund.
If the aggregate amount of advance payments is less than the
amount of actual income tax for the reporting year in question, then
only the income tax shall be recalculated, and the taxpayer shall be
obliged to pay the resulting difference to the State budget. In this
case the calculation of fines on advance payments shall cease on the
day when the amount of income tax becomes known to the tax office
(the annual income return statement is filed). For late payment of
income tax, from May 1 fines shall accrue on the outstanding amount
of the income tax at the amount set forth in Article 23 of the Law
―On Taxes‖.
With respect to activities subject to taxation under the
presumptive tax regime, taxpayers shall make income tax advance
payments at the amount of 5000 drams on a monthly basis by the
20th day of the following month.
Minimal amount of income tax
Where the amount of advance payment assessed for each
quarter defined as prescribed is less than 1 percent of the amount
specified, the taxpayer (with the exception of activities subject to
taxation under the presumptive tax regime) shall effect quarterly
payments of the minimal income tax. The minimal income tax shall
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be calculated against the income calculated on the accrual basis
which is generated during the previous quarter from sale of goods,
products and delivery of services - and which does not include paid
indirect taxes on the earned income - and against the difference
between the amount which is less than 50 percent of the income for
the same period and amortization allowances for fixed assets.
For taxpayers who use the tariffs set out by the government
or its authorized body, as well as individual entrepreneurs who
deliver services in the areas of health and education, or are involved
in printing and distribution of newspapers and magazines, cutting of
precious stones, as well as in international freight forwarding
operations, the Government of the Republic of Armenia may
establish other deductions for the tax base of the minimal income tax.
The positive difference between the aggregate annual amount of
minimal income tax and actual income tax for the reporting period
shall be deducted from the income tax for the coming years.
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Chapter III
Income Tax Accounting
3.1 Accounting Periods and Methods
To effectively manage a company, it is important for
managers to understand both the generally accepted accounting
principles (GAAP) that govern financial reporting and the tax
implications of transactions. The objective of GAAP for financial
reporting is to provide useful information to decision makers about
companies. By taking advantage of opportunities in the Internal
Revenue Code, companies can pay less in taxes to the government,
which results in more cash to pursue profitable business
opportunities.
1. Because the objectives of GAAP and the IRC differ, there
are differences between when an event is recognized for tax
purposes and when it is recognized for financial purposes, there
will be differences between tax expense on the income statement
and taxes actually paid.
2. If a corporation reports different revenues and/or expenses
for financial reporting than it does for income tax reporting, it must
determine:
Differences Between Taxable and Financial Income
a) The current and non current deferred income tax liabilities
and/or assets to report on its balance sheet, and
b) The income tax expense to match against its pretax financial
income on the income statement.
Causes of Differences
 Permanent differences
 Temporary differences
 Operating loss carry backs and carry forwards
 Tax credits
 Intraperiod tax allocations
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Some revenue and expense items that a corporation reports
for financial accounting purposes are never reported for income tax
purposes. These permanent differences never reverse in a later
accounting period.

Figure 3.1 Permanent Differences Classification 3

Special dividend deduction. For income tax purposes
corporations are allowed a special deduction (usually 70% or 80%)
for certain dividends from investments in equity securities.
A temporary difference causes a difference between a
corporation’s pretax financial income and taxable income that
―originates‖ in one or more years and ―reverses‖ in later years.
Temporary Differences: Future Taxable Amounts
1. A depreciable asset purchased after 1986 may be depreciated
using MACRS over the prescribed tax life for income
purposes. For financial reporting purposes, however, it may

3

Source: Internal Revenue Service
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be depreciated by a financial accounting method (often
straight-line) over a different period.
2. Gross profit on installment sales normally is recognized at
the point of sale for financial reporting purposes. However,
for income tax purposes, in certain situations it is recognized
as cash is collected.
3. Product warranty costs, bad debts, compensation expense for
share option plans, and losses on inventories in a later year
may be estimated and recorded as expenses in the current
year for financial reporting purposes. However, they may be
deducted as actually incurred to determine taxable income.
Interperiod Income Tax Allocation: Conceptual Issues
1. Should corporations be required to make interperiod income
tax allocations for temporary differences, or should there be
no interperiod tax allocation?
2. If interperiod tax allocation is required, should it be based on
a comprehensive approach for all temporary differences or
on a partial approach for only the temporary differences that
it expects to reverse in the future?
3. Should interperiod tax allocation be applied using the
asset/liability method, the deferred method, or the net-of-tax
method?
Interperiod Income Tax Allocation: Conceptual Issues
The FASB concluded that GAAP requires:
1. Interperiod income tax allocation of temporary differences is
appropriate.
2. The comprehensive allocation approach is to be applied.
3. The asset/liability method of income tax allocation is to be
used.
The FASB established four basic principles that a corporation is to
apply in accounting for its income taxes at the date of its financial
statements.
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1. Recognize a current tax liability or asset for the estimated
income tax obligation or refund on its income tax return for
the current year
2. Recognize a deferred tax liability or asset for the estimated
future tax effects of each temporary difference
3. Measure its deferred tax liabilities and assets based on the
provisions of the enacted tax law; the effects of future
changes in tax law or rates are not anticipated
4. Reduce the amount of deferred tax assets, if necessary, by
the amount of any tax benefits that, based on available
evidence, are not expected to be realized
Steps in Recording and Reporting of Current and Deferred
Taxes
Step 1. Measure the income tax obligation by applying the
applicable tax rate to the current taxable income.
Step 2. Identify the temporary differences and classify each
as either a future taxable amount or a future deductible amount.
Step 3. Measure the year-end deferred tax liability for each
future taxable amount using the applicable tax rate.
Step 4. Measure the deferred tax asset for each future
deductible amount using the applicable tax rate.
Step 5. Reduce deferred tax assets by a valuation allowance
if, based on available evidence, it is more likely than not that some or
all of the year-end deferred tax assets will not be realized.
Step 6. Record the income tax expense (including the
deferred tax expense or benefit), income tax obligation, change in
deferred tax liabilities and/or deferred tax assets, and change in
valuation allowance (if any).
Determining Taxable Income
Both permanent and temporary differences are considered
when determining taxable income.
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Pretax financial income
Add: Deductible temporary items
Fines
Excess charitable contributions
Expenses to earn tax exempt income
Less: Taxable temporary items
Tax exempt interest
Proceeds of life insurance
Excess of percentage depletion over
cost depletion
Dividends received deduction
Taxable income

xx
xx
xx
xx
xx
xx
xx
xx
xx
xx
xx

xx

xx

Operating Loss Carry backs and Carry forwards
Businesses don’t always earn a profit. This is particularly
likely to occur when they are first starting out or when economic
conditions are bad. If you’re in this unfortunate situation, you may be
able to obtain some tax relief. This could provide you with a refund
of all or part of previous years’ taxes in as little as 90 days—a quick
infusion of cash that should be very helpful.
If, like most small business owners, you’re a sole proprietor,
you may deduct any loss your business incurs from your other
income for the year—for example, income from a job, investment
income, or your spouse’s income (if you file a joint return). If your
business is operated as an LLC, S corporation, or partnership, your
share of the business’s losses are passed through the business to your
individual return and deducted from your other personal income in
the same way as a sole proprietor. However, if you operate your
business through a C corporation, you can’t deduct a business loss on
your personal return. It belongs to your corporation.
If your losses exceed your income from all sources for the
year, you have a ―net operating loss‖ (NOL for short). While it’s not
pleasant to lose money, an NOL can provide important tax benefits:
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It may be used to reduce your tax liability for both past and future
years.
Figuring a Net Operating Loss
Figuring the amount of an NOL is not as simple as deducting
your losses from your annual income. First, you must determine your
annual losses from your business (or businesses). If you’re a sole
proprietor who files IRS Schedule C, the expenses listed on the form
will exceed your reported business income. If your business is a
partnership, LLC, or S corporation shareholder, your share of the
business’s losses will pass through the entity to your personal tax
return. Your business loss is added to all your other deductions and
then subtracted from all your income for the year. The result is your
adjusted gross income (AGI).
To determine if you have an NOL, you start with your AGI
on your tax return for the year reduced by your itemized deductions
or standard deduction (but not your personal exemption). This must
be a negative number or you won’t have an NOL for the year. Your
adjusted gross income already includes all the deductions you have
for your losses. You then add back to this amount any non business
deductions you have that exceed your non business income. These
include the standard deduction or itemized deductions, deduction for
the personal exemption, non business capital losses, IRA
contributions, and charitable contributions. If the result is still a
negative number, you have an NOL for the year. You can use
Schedule A of IRS Form 1045, Application for Tentative Refund, to
calculate an NOL.

Carrying a Loss Back
You may apply an NOL to past tax years by filing an
application for refund or amended return for those years. This is
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called carrying a loss back. (IRC Sec. 172.) As a general rule, it’s
advisable to carry a loss back, so you can get a quick refund from the
IRS on your prior years’ taxes. However, it may not be a good idea if
you paid no income tax in prior years, or if you expect your income
to rise substantially in future years and you want to use your NOL in
the future when you’ll be subject to a higher tax rate.
Ordinarily, you may carry back an NOL for the two years
before the year you incurred the loss. However, the carry-back period
is increased to three years if the NOL is due to a casualty or theft, or
if you have a qualified small business and the loss is in a
presidentially declared disaster area. (A qualified small business is a
sole proprietorship or partnership that has average annual gross
receipts of $5 million or less during the three-year period ending
with the tax year of the NOL.) The carryback period for a farming
business loss is five years.
The NOL is used to offset the taxable income for the earliest
year first, and then applied to the next year or years. This will reduce
the tax you had to pay for those years and result in a tax refund. Any
part of your NOL left after using it for the carry-back years is carried
forward for use for future years.
There are two ways to claim a refund for prior years’ taxes:
You can file IRS Form 1040-X, Amended U.S. Individual Income
Tax Return within three years, or you can seek a quicker refund by
filing IRS Form 1045, Application for Tentative Refund. If you file
Form 1045, the IRS is required to send your refund within 90 days.
However, you must file Form 1045 within one year after the end of
the year in which the NOL arose.

Carrying a Loss Forward
You have the option of applying your NOL only to future tax
years. This is called carrying a loss forward. You can carry the NOL
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forward for up to 20 years and use it to reduce your taxable income
in the future. When you do this, you must attach a statement that
includes a computation showing how you figured the NOL
deduction. If you deduct more than one NOL in the same year, your
statement must cover each of them.
The tax deduction for a net operating loss (NOL) can help
you recover some of the loss. The recovery usually isn't in the same
year as the loss and you won't get back everything you lost. Also,
figuring out how much you can deduct is complicated. Your
potential tax savings, however, make it worth your time to learn how
NOLs work. Generally, NOLs come up when you have more tax
deductions than taxable income. You can figure this out easily by
completing your tax return. You may have an NOL if you have a
negative number on the line for taxable income before you deduct
your personal exemptions (line 41 on Form 1040).
NOLs usually happen in business - from sole proprietorships
to big corporations. It's possible, though, for an individual taxpayer's
casualty and theft losses or business expenses to create an NOL. In
such cases, you follow the rules for non-corporate taxpayers, such as
sole proprietorships and independent contractors.
Other forms of businesses, like partnerships, limited liability
companies (LLCs) and S-Corporations, generally can't take
deductions for NOLs.
The idea behind NOLs is simple enough: If your business
losses are more than your total income for the year, you can use the
excess loss to lower your income and reduce your taxes in another
year. For example, if you have an NOL in 2013, you can use it to
lower your taxes in 2014 or 2015, or possibly in 2012 and later. This
is done through the carryback and carryforward rules.
Use the information on your tax return and Form 1045 to
figure this out. Be careful. The rules and formulas are complicated,
and they're different for non-corporate and corporate taxpayers.

71

Non-Corporate Taxpayers
There are a number of deductions you may have taken when
completing your tax return that you can't include when figuring out
your NOL. For example, when calculating your NOL, you can't
include:
• Personal exemptions for yourself, spouse, children
and other dependents
• Net capital losses - the amount that your capital
losses are more than your capital gains. Capital gains
and losses come from the sale of capital assets, like
stocks
• NOL deductions from prior years
• Non-business deductions for things like alimony you
paid; certain itemized deductions, like medical
payments and charitable contributions; and the
standard deduction, if you didn't itemize
The NOL calculation does include:
• Itemized deductions for casualty and theft losses,
state income tax on business profits, and any
employee business expenses
• Moving expenses
• The deduction of half of your self-employment tax
Example
Say you're the sole owner of a small business, and you also
have a part-time job. Your 2010 tax return looks like this:
Your income totals $5,500:
• Wages from part-time job = $3,500
• Interest income from personal savings account =
$500
• Net long-term capital gain on the sale of gold held
for investment = $1,500
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Your deductions total $18,350:
• Net business losses = $7,500 (gross income $68,500
minus $76,000 in expenses)
• Net short-term capital loss on sale of stock =
$1,500
• Standard deduction = $5,700 (you're single)
• Personal exemption = $3,650
Your deductions are more than your income, so you may have an
NOL. To find out, go to Form 1045 and take out certain items:
• Non-business net short-term capital loss on sale
of stock = $1,500
• Non-business deductions = $5,200 (standard
deduction minus non-business interest income,
or $5,700 - $500)
• Personal exemption = $3,650
• Total = $10,350
So, for 2010, you have an NOL of $2,500: Deductions Form 1045 removed items - total income ($18,350 - $10,350 $5,500)
Corporate Taxpayers
The main differences between corporate and non-corporate NOLs are
that corporations:
• Can't use the domestic production activities deduction to create or
increase an NOL
• Can use the deduction for dividends paid on certain preferred
stock of public utilities, without limiting it to its taxable
income for the year
• Can take the deduction for dividends received, without regard to
the aggregate limits that normally apply
The last difference is probably the most used and most important for
many corporations. Normally, a corporation can deduct dividendsreceived from other U.S. corporations, but the deduction is limited to
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a total of either 70 or 80 percent of the corporation's taxable income.
However, if the corporation has an NOL, the limit doesn't apply.
For example. In 2010, corporation A had $500,000 of gross income
from business operations and $625,000 of allowable business
expenses. It also received $150,000 in dividends from a U.S.
corporation for which it can take an 80 percent deduction, which
normally would be limited to 80 percent of its taxable income before
the deduction. Its NOL is $95,000:
•
•
•

Gross income = $650,000 (Business income + dividends,
or $500,000 + $150,00), minus
$625,000, deductions for expenses minus
$120,000, deduction for dividends-received ($150,000 x
80 percent). If the special rule wasn't there, the
corporation's deduction for the dividends-received
would've been $20,000, or 80 percent of its taxable
income before the deduction ($25,000 x 80 percent)

Example
Glenn Johnson is in the retail record business. He is single and has
the following income and deductions on his Form 1040 for 2013.
INCOME
Wages from part-time job
Interest on savings
Net long-term capital gain on sale of real estate used in
business
Glenn's total income
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$1,225
425
2,000
$3,650

DEDUCTIONS
Net loss from business (gross income of $67,000 minus
expenses of $72,000)
Net short-term capital loss
on sale of stock
Standard deduction
Personal exemption
Glenn's total deductions

$5,000
1,000
6,100
3,900
$16,00
0

Glenn's deductions exceed his income by $12,350 ($16,000
− $3,650). However, to figure whether he has an NOL, certain
deductions are not allowed. He uses Form 1045, Schedule A, to
figure his NOL. The following items are not allowed on Form 1045,
Schedule A.
Non business net short-term capital loss
Non business deductions
(standard deduction, $6,100) minus
non business income (interest, $425)
Deduction for personal exemption
Total adjustments to net loss

$1,000

5,675
3,900
$10,575

Therefore, Glenn's NOL for 2013 is figured as follows:
Glenn's total 2013 income
Less:
Glenn's original 2013 total deductions
Reduced by the disallowed items
Glenn's NOL for 2013
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$3,650
$16,000
− 10,575

− 5,425
$1,775

The IRC allows a corporation reporting an operating loss for
income tax purposes in the current year to carry this loss back or
carry it forward to offset previous or future taxable income.
1. A corporation must recognize the tax benefit of an operating
loss carry back in the period of the loss as an asset on its
balance sheet and as a reduction of the operating loss on its
income statement.
2. A corporation must recognize the tax benefit of an operating
loss carry forward in the period of the loss as a deferred tax
asset. However, it must reduce the deferred tax asset by a
valuation allowance if it is more likely than not that the
corporation will not realize some or all of the deferred tax
asset.

3.2 Tax Accounting Under GAAP and IRS
Income tax requirements differ considerably from
jurisdiction to jurisdiction. The application of the existing
requirements to these different circumstances can be difficult,
resulting in complex and potentially diverse interpretations. The
Accounting Standards of the Republic of Armenia which have been
adopted by the Ministry of Finance and Economy and are based on
IAS (International Accounting Standards). The common approach
for accounting for income tax shared by IAS 12 and SFAS 109 (US
GAAP) is the temporary difference approach. However, the
standards provides for exceptions to the temporary difference
approach relating to the recognition and measurement of deferred tax
assets and liabilities and the allocation of tax. The international
accounting standards board constantly working on to remove any
exceptions to the temporary differences resulting in simpler
requirements based more on principle.
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In relation to international standards for presentation
financial statements, when determining the object of taxation,
accounting of the income and expenses shall be performed on the
accrual basis. The taxpayer accounts income and expenses
respectively from the moment of the acquisition of the right to
receive such income or to recognize the expenses, irrespective of the
actual period of deriving such income or making the payments.
According to Profit Tax Law of the Republic of Armenia, when
accounting income on the accrual basis, the taxpayer shall take into
consideration, that the right to receive income is deemed acquired
when the corresponding amount is subject to unconditional payment
(compensation) to the taxpayer, or when the taxpayer has fulfilled
the liabilities of the transaction or the contract, even if the moment of
fulfillment of this right is deferred, or the payments are made in parts
[1]. From another hand, consistent with international accounting
standards revenue from the sale of goods should be recognized when
all the following conditions have been satisfied:
(a) the enterprise has transferred to the buyer the
significant risks and rewards of ownership of the
goods;
(b) the enterprise retains neither continuing managerial
involvement to the degree usually associated with
ownership nor effective control over the goods
sold;
(c) the amount of revenue can be measured reliably;
(d) it is probable that the economic benefits associated
with the transaction will flow to the enterprise; and
(e) the costs incurred or to be incurred in respect of the
transaction can be measured reliably [2].
According to the tax law US companies are required to file
tax return and when a company prepares its tax return for a particular
year, the revenues and expenses (any gains/losses) included o the
return are, by and large, the same as those reported on the company’s
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income statement for the same year. However, in some instances tax
lows and financial accounting standards differ. The reason why
differ is that the fundamental objectives of financial reporting and
those of tax authorities are not the same. The differences in
recognition for financial statements and for tax purposes are
reconciled through deferred taxes.
Mentioned disparate revenue recognition approaches in tax
and financial accounting fields making timing and temporary
differences in tax expenses reporting. The income statement liability
method focuses on timing differences, whereas the balance sheet
liability method focuses on temporary differences. Timing
differences are differences between taxable profit and accounting
profit that originate in one period and reverse in one or more
subsequent periods. Temporary differences are differences between
the tax base of an asset or liability and its carrying amount in the
balance sheet. The tax base of an asset or liability is the amount
attributed to that asset or liability for tax purposes.
The objective of accounting for income tax in US companies
is to recognize a deferred tax liability or deferred tax asset for the tax
consequences of amounts that will become taxable or deductible in
future years as a result of transaction or events that already have
occurred. The current US GAAP focuses on the balance sheet and
the recognition of liabilities and assets. Conceptually, though, the
balance sheet approach strives to establish deferred tax assets and
liabilities that meet the definitions of assets and liabilities provided
by the Financial Accounting Standards Board’s conceptual
framework. The accounting for income taxes in GAAP is covered in
IAS 12 (―Income Taxes‖). Similar to U.S. GAAP, GAAP uses the
asset and liability approach for recording deferred taxes. The
differences between GAAP and U.S. GAAP involve a few
exceptions to the asset-liability approach; some minor differences in
the recognition, measurement, and disclosure criteria; and
differences in implementation guidance.
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Accomplishment of current tax assets and liabilities
recognition in Armenian companies bases on following principles.
Current tax for current and prior periods should, to the extent unpaid,
be recognized as a liability. If the amount already paid in respect of
current and prior periods exceeds the amount due for those periods,
the excess should be recognized as an asset. When a tax loss is used
to recover current tax of a previous period, an enterprise recognizes
the benefit as an asset in the period in which the tax loss occurs
because it is probable that the benefit will flow to the enterprise and
the benefit can be reliably measured. A deferred tax liability is
recognizing for all taxable temporary differences. When the carrying
amount of the asset exceeds its tax base, the amount of taxable
economic benefits will exceed the amount that will be allowed as a
deduction for tax purposes. This difference is a taxable temporary
difference and the obligation to pay the resulting income taxes in
future periods is a deferred tax liability. As the enterprise recovers
the carrying amount of the asset, the taxable temporary difference
will reverse and the enterprise will have taxable profit. This makes it
probable that economic benefits will flow from the enterprise in the
form of tax payments.
Consequently, current tax is the amount of income taxes
payable (recoverable) in respect of the taxable profit (tax loss) for a
period. Deferred tax liabilities are the amounts of income taxes
payable in future periods in respect of taxable temporary differences.
Temporary differences are differences between the carrying
amount of an asset or liability in the balance sheet and its tax base.
Temporary differences may be either:

taxable temporary differences, which are temporary
differences that will result in taxable amounts in determining taxable
profit (tax loss) of future periods when the carrying amount of the
asset or liability is recovered or settled; or

deductible temporary differences, which are
temporary differences that will result in amounts that are deductible
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in determining taxable profit (tax loss) of future periods when the
carrying amount of the asset or liability is recovered or settled.
Tax assets and tax liabilities in Armenian enterprises
presented separately from other assets and liabilities in the balance
sheet. Hence, deferred tax assets and liabilities is distinguished from
current tax assets and liabilities. When an enterprise makes a
distinction between current and non-current assets and liabilities in
its financial statements, it is not classifying deferred tax assets
(liabilities) as current assets or liabilities (see figure 3.2).
Recognizes differed tax liabilities gradually declining in
future, in financial statements Armenian enterprises bringing tax
expenses, differed tax actives, is making deductible expenses in
future taxation process. When in financing and tax accounting
incomes and expenses is been timing congruent, its not making
differed tax actives and liabilities’.

t0

t1
REPORTING PERIOD

Income (IF) and expenses (EF) of
Financial Accounting

.
Income (IT) and expenses (ET) of
Tax Accounting

Figure 3.2 Timing harmonious incomes and expenses in
Financial and Tax Accounting framework4
4

Figure 3.2-3.7 composed by authors.
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In Armenian enterprises accounting practice the differed tax
liabilities taking place in cases, when:
- recognized income in financial accounting > recognized
income in tax
accounting
IF >IT
(figure 3.3)
- recognized expenses in financial accounting <
recognized expenses in tax
accounting
EF < ET
(figure 3.4)

t0

t1
REPORTING PERIOD

(IF >IT)

Incomes recognized by
Financial Accounting
POST
REPORTING PERIOD

.
Incomes recognized by
Tax Accounting

Differed Tax
Liabilities

Figure 3.3 The timing process of presentation Differed Tax
Liabilities in Financial Statement (when IF >IT)

In practice activity Armenian enterprises differed tax assets
generally is occurred in two cases, when:
- recognized income in financial accounting > recognized
income in tax
accounting
IF < IT
(figure 3.5)
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- recognized expenses in financial
recognized expenses in tax
accounting
EF > ET
(figure 3.6)

t0

accounting

t1
REPORTING PERIOD (EF < ET)

Expenses recognized by
Financial Accounting

Differed Tax
Liabilities

POST REPORTING
PERIOD
.
Expenses recognized by
Tax Accounting

Figure 3.4 The timing process of presentation Differed Tax
Liabilities in Financial Statement (when EF < ET)
REPORTING PERIOD (IF < IT)

Incomes recognzed by
Financial Accounting

Differed Tax
Assets

POST
REPORTING PERIOD
.
Incomes recognized by
Tax Accounting

Figure 3.5 The timing process of presentation Differed Tax
Assets in Financial Statement (when IF < IT)
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>

t0

t1
REPORTING PERIOD (EF >ET)

Incomes recognized by
Financial Accounting

Differed Tax
Assets

POST REPORTING
PERIOD
.
Expenses recognized by
Tax Accounting

Figure 3.6 The timing process of presentation Differed Tax
Assets in Financial Statement (when EF >ET)

The more situations for differed tax assets formation in
practice is related to depreciation accounting process, when
Armenian Law of Profit Tax suggested only straight-line method, but
simultaneously IAS 16 ―Property, Plant and Equipment‖ offers
variety of depreciation methods an asset on a systematic basis over
its useful life. These methods besides of straight-line method include
also diminishing balance method and the units of production method.
Straight-line depreciation results in a constant charge over the useful
life if the asset's residual value does not change. The diminishing
balance method results in a decreasing charge over the useful life [3].
Consequently, using accelerating depreciating method is bringing
temporary differences in tax expenses recognition and as a result in
balance shit is presented as a differed tax assets.
For example, is purchased fixed assets by $ 3000, with 5
year useful life exploitation and $1000 per year returns. The profit
tax percentage for all period of fixed asset operation is 20%.
Consequently, by the and of assets exploitation period (5-th year)
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the enterprise will be have revenue $5000, proceeds profit $2000 and
accordingly will get hold of tax obligation $400.
By the requirements of Armenian Profit Tax Law, based on
Straight – Line method value of depreciation for all years of assets
exploitation will be:
$3000 : 5 years = $600
According to enterprise accounting policy, accelerating
approach of amortization will present depreciation value by each
years of assets exploitation period such us:
1 + 2 + 3 + 4 + 5 = 15
I year
II year
III year
IV year
V year

5/15 x 3000 = 1000
4/15 x 3000 = 800
3/15 x 3000 = 600
2/15 x 3000 = 400
1/15 x 3000 = 200

In this case Tax Accounting will be recognize profit tax
expenses as $80 constant value for all period asset operation (see
table 3.1), but from another hand, in financial accounting tax
expenses will be present by differed time attitude (see table 3.2), in
consequence making differed tax assets.
Table 3.1
Profit Tax Formation in case of using Straight Line Depreciation
method
Items
Revenue
Expenses
Profit
before tax
Profit Tax
Net Profit

1
1 000
600
400
80
320

Years
2
3
4
1 000
1 000 1 000
600
600
600
400
400
400
80
320

80
320
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80
320

Total
5
1 000
600
400

5 000
3 000
2 000

80
320

400
1 600

Table 3.2
Profit Tax Formation in case of using Accelerating Depreciation
Items
1
Revenue
Expenses
Profit before
tax
Profit Tax
Net Profit

Years
3

2

4

5

Total

1 000
1 000
0

1 000
800
200

1 000
600
400

1 000
400
600

1 000
200
800

5 000
3 000
2 000

0
0

40
160

80
320

120
480

160
640

400
1 600

In Armenian companies arrangement of differed tax assets is
presented by financial accounting according following transactions:
First year
Recognition of tax paying responsibility
Dt Current tax Expanses………..80
Kt Profit Tax Liabilities……………………80
Recognition of differed tax assets
Dt Differed Tax Assets………………..80
Kt Differed Tax Expenses…………………80
Profit Tax Expense presentation in Financial Statement =
Current tax Expanses + Differed Tax Expenses = 80 – 80
Second year
Recognition of tax paying responsibility
Dt Current tax Expanses………..80
Kt Profit Tax Liabilities……………………80
Recognition of differed tax assets
Dt Differed Tax Assets………………..40
Kt Differed Tax Expenses…………………40
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Profit Tax Expense presentation in Financial Statement =
Current tax Expenses+Differed Tax Expenses = 80 - 40 = 40
Third year
Recognition of tax paying responsibility
Dt Current tax Expanses………..80
Kt Profit Tax Liabilities……………………80
Recognition of differed tax assets
Dt Differed Tax Assets………………..0
Kt Differed Tax Expenses…………………0
Profit Tax Expense presentation in Financial Statement =
Current tax Expenses + Differed Tax Expenses = 80 - 0 = 80
Fourth year
Recognition of tax paying responsibility
Dt Current tax Expanses………..80
Kt Profit Tax Liabilities……………………80
Declining of differed tax assets
Dt Differed Tax Expenses…………………40
Kt Differed Tax Assets………………..40
Profit Tax Expense presentation in Financial Statement =
Current tax Expenses + Differed Tax Expenses =
= 80 + 40 = 120
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Expenses recognized
by Financial Accounting

Revenues recognized
by Financial Accounting

Profit presentation
In Financial Statements’

Differed Tax
Adjustments

+,Profit Recognition
through Tax Accounting
Figure 3.7 The mechanism of profit configuration.

Fifth year
Recognition of tax paying responsibility
Dt Current tax Expanses………..80
Kt Profit Tax Liabilities……………………80
Declining of differed tax assets
Dt Differed Tax Expenses…………………80
Kt Differed Tax Assets………………..80
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Profit Tax Expense presentation in Financial Statement =
Current tax Expanses + Differed Tax Expenses = 80 + 80
Accordingly, in Armenian companies in order for transforming from financial accounting into tax accounting profit in use
adjustments processing, related to recognition and downgrading
differed tax assets and liabilities (see figure 3.7).
Incidentally, IAS 12 describes recognition and measurement
of deferred taxes using a temporary difference approach, similar to
the method of FAS 109, Accounting for Income Taxes. Although
there are significant differences in the treatment of tax basis,
uncertain tax positions and recognition of deferred tax assets and
liabilities, FASB and IASB working on the issue of differences. The
IASB (International Accounting Standards Board) issued an
Exposure Draft of an IFRS to replace IAS 12 Income Taxes with the
intention of eliminating many of the differences between the IFRS
and FASB standards.
Tax Accounting US-RA Comparative Interpretation making
conclusion, that there are several differences between IFRS and
GAAP relating to accounting for and reporting of income taxes.
Firstly, the tax rate used for measuring deferred taxes under
GAAP is the enacted tax rate in place when the timing difference is
expected to reverse, whereas under IFRS, the substantially enacted
tax rate is used. Secondly, under GAAP, the classification of the
deferred tax asset or liability is either short-term or long-term
depending on the underlying relationship of the timing difference.
Under IFRS, deferred tax assets and liabilities are always recorded as
long-term.
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3.3 Accounting of Payroll Liabilities
Payroll taxes are taxes imposed on employers or employees,
and are usually calculated as a percentage of the salaries that
employers pay their staff. Payroll taxes generally fall into two
categories: deductions from an employee’s wages, and taxes paid by
the employer based on the employee's wages. The first kind are taxes
that employers are required to withhold from employees' wages, also
known as withholding tax, pay-as-you-earn tax (PAYE), or pay-asyou-go tax (PAYG) and often covering advance payment of income
tax, social security contributions, and various insurances (e.g.,
unemployment and disability). The second kind is a tax that is paid
from the employer's own funds and that is directly related to
employing a worker. These can consist of fixed charges or be
proportionally linked to an employee's pay. The charges paid by the
employer usually cover the employer's funding of the social security
system, and other insurance programs. The economic burden of the
payroll tax falls on the worker, regardless of whether the tax is
remitted by the employer or the employee, as the employers’ share of
payroll taxes is passed on to employees in the form of lower wages
than would otherwise be paid.
In the United States, payroll taxes are assessed by the federal
government, all fifty states, the District of Columbia, and numerous
cities. These taxes are imposed on employers and employees and on
various compensation bases and are collected and paid to the taxing
jurisdiction by the employers. Most jurisdictions imposing payroll
taxes require reporting quarterly and annually in most cases, and
electronic reporting is generally required for all but small employers
Income tax withholding
Federal, state, and local withholding taxes are required in
those jurisdictions imposing an income tax. Employers having
contact with the jurisdiction must withhold the tax from wages paid
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to their employees in those jurisdictions. Computation of the amount
of tax to withhold is performed by the employer based on
representations by the employee regarding his/her tax status on IRS
Form W-4.
Amounts of income tax so withheld must be paid to the
taxing jurisdiction, and are available as refundable tax credits to the
employees. Income taxes withheld from payroll are not final taxes,
merely prepayments. Employees must still file income tax returns
and self assess tax, claiming amounts withheld as payments.
Social Security and Medicare taxes
Federal social insurance taxes are imposed on employers[and
employees, ordinarily consisting of a tax of 6.2% of wages up to an
annual wage maximum ($110,100 in 2013) for Social Security and a
tax of 1.45% of all wages for Medicare. To the extent an employee's
portion of the 6.2% tax exceeded the maximum by reason of multiple
employers, the employee is entitled to a refundable tax credit upon
filing an income tax return for the year.
Unemployment taxes
Employers are subject to unemployment taxes by the federal
and all state governments. The tax is a percentage of taxable wages
with a cap. The tax rate and cap vary by jurisdiction and by
employer's industry and experience rating. Some states also impose
unemployment, disability insurance, or similar taxes on employees.
Reporting and payment
Employers must report payroll taxes to the appropriate taxing
jurisdiction in the manner each jurisdiction provides. Quarterly
reporting of aggregate income tax withholding and Social Security
taxes is required in most jurisdictions. Employers must file reports of
aggregate unemployment tax quarterly and annually with each
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applicable state, and annually at the Federal level.
Each employer is required to provide each employee an
annual report on IRS Form W-2 of wages paid and Federal, state and
local taxes withheld, with a copy must to the IRS and many states.
These are due by January 31 and February 28 (March 31 if filed
electronically), respectively, following the calendar year in which
wages are paid. The Form W-2 constitutes proof of payment of tax
for the employee.
Employers are required to pay payroll taxes to the taxing
jurisdiction under varying rules, in many cases within one banking
day. Payment of Federal and many state payroll taxes is required to
be made by electronic funds transfer if certain dollar thresholds are
met, or by deposit with a bank for the benefit of the taxing
jurisdiction.
Income tax withheld on wages is based on the amount of
wages less an amount for declared withholding allowances (often
called exemptions). Amounts of tax withheld are determined by the
employer. Tax rates and withholding tables apply separately at the
federal, most state, and some local levels. The amount to be withheld
is based on both the amount wages paid on any paycheck and the
period covered by the paycheck. Federal and some state withholding
amounts are at graduated rates, so higher wages have higher
withholding percentages. Withheld income taxes are treated by
employees as a payment on account of tax due for the year, which is
determined on the annual income tax return filed after the end of the
year (federal Form 1040 series, and appropriate state forms).
Withholdings in excess of tax so determined are refunded.
Employees must provide their employer with a Federal Form
W-4. Many states require a similar form. The form provides the
employer with a Social Security number. Also, on the form
employees declare the number of withholding allowances they
believe they are entitled to. Allowances are generally based on the
number of personal exemptions plus an amount for itemized
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deductions, losses, or credits. Employers are entitled to rely on
employee declarations on Form W-4 unless they know they are
wrong.
Payroll taxes are the state and federal taxes that you, as an
employer, are required to withhold and/or to pay on behalf of your
employees. You are required to withhold state and federal income
taxes as well as social security and Medicare taxes from your
employees' wages. You are also required to pay a matching amount
of social security and Medicare taxes for your employees and to pay
State and Federal unemployment tax.
Have each new employee complete IRS form W-4. You will
use this form to calculate the amount of federal income tax to
withhold from the employee's wages. Most of the states have income
tax structures that are based on the federal system, so you will use
the W-4 to calculate the amount of state income tax to withhold as
well.
The employer also must pay State and Federal
Unemployment Taxes (SUTA and FUTA). The FUTA rate is 6.2 %,
but you can take a credit of up to 5.4% for SUTA taxes that you pay.
If you are eligible for the maximum credit your FUTA rate will be
0.8%. The wage base for FUTA is $7,000. You will stop paying
FUTA for each employee once his or her wages exceed $7,000 for
the year. You will need to check with your state about SUTA tax
rates and the wage base. Generally, your SUTA tax rate is based on
the amount of unemployment claims that are filed by employees that
you have terminated. When your business is new, your SUTA tax
rate starts at the maximum and declines if you build a history of few
claims.
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3.4 Withholding of Tax
Withholding of Federal Taxes
Many companies, are very labor-intensive. Payroll liabilities
make up a significant portion of current liabilities for companies.
Here, we will look at how payroll is calculated for both the employee
and employer.
Lets assume, that company hired worker at $60 000 annual
with salary payments of $5 000 per mount. Before worker make any
spending plans, thought, he need to realize, that his payroll check
will be much less, than $5 000 a month. Before deposing monthly
payroll check in workers bank account, the employer will ―withhold‖
amounts for (1) federal and state income taxes; (2) Social Security
and Medicare, (3) health, dental, disability, and life insurance
premiums, and (4) employee investments to retirement or saving
plans. Realistically, then $ 5 000 monthly salary translates to less
than $4000 in actual take home-pay.
Now assume, that you are employer. You hire an employee
at starting annual salary of $60 000. Your cost for this employee will
be much more than $5 000 per month. Besides the $5 000 monthly
salary, you will incur significant costs for (1) federal and state
unemployment taxes, (2) the employer portion of Social Security and
Medicare, (3) employer contribution for health, dental, disability and
life insurance, and (4) employer contributions to retirement and
saving plans. With this additional costs, a $ 5 000 monthly salary
could very easily create total costs in this additional costs of $ 6 000
per month. The table 3.3 summarizes payroll items for employer and
employees.
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Table 3.3
Employee Payroll
Federal and state income
taxes
Employee portion of Social
Security and Medicare
Employee contributions for
health, dental, disability and life
insurance
Employee investment in retirement or saving plans

Employer Payroll
Federal and state unemployment
taxes
Employer portion of Social
Security and Medicare
Employer contributions for
health, dental, disability and life
insurance
Employer contribution to retirement or saving plans

Additional, employee benefits paid for by the employer are
referred to as fringe benefits. Employers often pay all or part.
Employ often pay all or part of employees insurance premiums and
make contributions to retirement or saving plans. Many companies
provides additional fringe benefits specific to the company or
industry. For instance, an important additional fringe benefit in the
airline industry is the ability for the employee and family to fly with
thicket discounts or free.
To understand, how employee and employer payroll costs
are recorded, assume, that your company has a total payroll for the
month of April of $100 000 for its 20 employees. Its withholdings
and payroll taxes will be:
Federal and state income tax withhold ………………..$24 000
Health insurance premiums paid by employee………. $5 000
Contribution to retirement plan paid by employer……... $10 000
FICA tax rate (Social Security and Medicare)…………..7.65%
Federal and state unemployment tax rate………………..6.2%
The company records the employer salary expense, withholdings and
salaries payable on 31 April as follows:
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Dt Salaries Expense…………………………………..
Kt Income tax payable……………………………..
Kt FICA tax payable (=7.65% x $100 000)………...
Kt Salaries payable (to balance) ………………..…

100 000
24 000
7 650
68 350

The company records its employer-provided fringe benefits as
follows:
Dt Fringe expenses……………………………….……. 15 000
Kt Account payable (to insurance company)………….. 5 000
Kt Accounts payable (to funding institutions)…..…… 10 000
The company pays employers FICA taxes at the same rate that the
employees pay (7.65%) and also pays unemployment taxes at the
rate of 6.2%. The company records its employers payroll taxes as
follows:
Dt Payroll tax Expense …………………………….
13 850
Kt FICA tax payable (=0.0765 x $100 000) …………. 7 650
Kt Unemployment tax payable…(=0.062 x $100 000)… 60200
The company incurred an additional $28 850 in expenses
($15 000 for fringe benefits plus $13 850 for employer payroll taxes)
beyond the $100 000 salary expense. Also notice, that FICA tax
payable in the employee withholding is the same amount recorded
for payroll tax. That’s because the employee pays 7.65% and the
employer matches this amount with an additional 7.65%.The
amounts withheld are then transferred at regular intervals, monthly
or quarterly, to their designated receptions. Income taxes, FICA
taxes and unemployment taxes are transferred to various government
agenesis and fringe benefits are paid to the companies contractual
suppliers.
Withholding Income Tax by the Tax Agent in Armenia
The income tax shall be withheld (levied) by the tax agent.
Where organizations implementing projects under treaties signed and
ratified on behalf of the Republic of Armenia are exempt from
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withholding income tax on incomes paid to individuals at the source
of incomes, these organizations may, at their own discretion, act as
tax agents on the basis of the declaration filed with the tax office, and
perform withholding of tax on personal taxable income. In this case
the tax agent shall withhold tax starting from the month of filing the
declaration.
The tax agent shall not withhold (levy) any taxes if:
1) The paid incomes result from business activity (delivery
of goods, performance of works and delivery of services), and a
written civil-legal agreement has been signed with the tax agent and
the Taxpayer Identification Number (TIN), passport details and
residence address in the Republic of Armenia and number of state
business registration certificate of the taxpayer are indicated therein,
or
2) The incomes are payable to the notary.
Each month the tax agents shall calculate the income tax at
the rates along with deducting the amounts of benefits defined by the
Law of the Republic of Armenia ―On Temporary Incapacity
Benefits‖, as well as the funeral benefit payable in case of death of a
hired employee. Furthermore, benefits defined in this Clause are
considered as deducted starting the 20th day of the next month after
the deduction is performed.
On a monthly basis, by the 20th day of the next month, tax
agents must submit exclusively electronically to the tax office a
summary income tax return in the defined format which shall contain
the following:
1) personal data (first and last names, patronymic, residence
(registration) address, social security card number) of the natural
person receiving income from the given tax agent (except for those
receiving only passive incomes), incomes calculated for these
individuals, income tax withholdings, and for persons participating in
the fully-funded pension system, also calculated and withheld fullyfunded pension contributions, as well as other information identified
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in Article 7 of the Law ―On Personified Record Keeping on Income
Tax and Funded Contributions‖;
2) Brief information from the given tax agent about passive
income calculated by the tax agent exclusively for the natural
persons gaining passive incomes and the income tax withheld from
these incomes,
3. In cases when no income tax withholdings are made
(levied) at the source for incomes in compliance with the provisions
of this Law and the Agreements concluded and ratified on behalf of
the Republic of Armenia subject to be received by natural person not
considered as an individual entrepreneur or a notary, then the natural
person not considered as an individual entrepreneur or a notary shall
calculate the income tax on monthly basis, which is reflected in the
annual income statement submitted to the tax authority in the manner
and timelines. If tax agents independently discover any errors in
income tax reports for previous reporting periods, then they may
submit exclusively electronically the adjusted reports to the tax
authorities based on which the tax liabilities for these periods shall
be recalculated.
The income tax calculated be paid to the state budget no later
than on the 20th day of the next month after assessing the incomes of
natural persons. Income tax on other income received from legal
entities is normally withheld at the source. The individual receiving
the income from other sources than Armenian legal entities shall
declare it to the tax authorities and shall pay the tax him/herself.
Amounts withheld (imposed) by a tax agent shall be considered as
the final amount of the income tax for foreign citizens and persons
without citizenship in Armenia, with the exception of the cases when
such person is a resident or he/she implements entrepreneurial
activity in the Republic of Armenia. In the mentioned cases, foreign
citizens and persons without citizenship must apply to the tax
authorities of the location of their activity or domicile, in order to
perform a recalculation and submit Annual Income Calculation
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