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Federal Income Tax Basics
Formula for Determining Federal Income Taxes
Gross Income
LESS: Deductions (Standard Deduction or Itemized Deductions)
Equals: Taxable Income
Income Tax Rates applied to taxable income
Determine tax liability
LESS: Credits
Tax Due

Gross Income
• Internal Revenue Code (“IRC”) Section 61
defines “gross income”:
• (a) Except as otherwise provided in this
subtitle, gross income means all income
from whatever source derived, including
(but not limited to) the following items:

• (9) Income from life insurance and
endowment contracts;
• (10) Pensions;
• (11) Income from discharge of
indebtedness;
• (12) Distributive share of partnership gross
income;
• (13) Income in respect of a decedent; and
• (14) Income from an interest in an estate or
trust.

• (1) Compensation for services, including
fees, commissions, fringe benefits, and
similar items;
• (2) Gross income derived from business;
• (3) Gains derived from dealings in property; • Note: Before the TCJA #8 was “alimony
and separate maintenance payments”.
• (4) Interest;
• (5) Rents;
• (6) Royalties;
• (7) Dividends
• (8) Annuities;

Federal Income Tax Basics
Gains from Dealings with Property
• What is “basis”?
• Originally, this is cost
• Adjusted for depreciation
• Basis includes debt (Crane/Tufts)
• What is “amount realized”?
• This is the cash and fair market value of property received by the seller upon the disposition of property
• “Amount realized” includes discharged debt (Crane/Tufts)
• What is “amount recognized”?
• The amount realized minus basis of the property sold must be recognized unless “otherwise provided”

Capital Gains Basics
• A capital gain or loss is produced with the sale of a “capital asset”

• A “capital asset” is any asset other than those listed in IRC 1221(a)(1)-(8).
The most common exceptions listed are inventory and certain business
assets. Depreciation recapture is also an exception to “capital asset”
treatment.
• Capital losses can generally only be offset by capital gains

Capital Gains Basics
Long-Term Capital Gains Tax Rates
• Long-term capital gains (produced by the sale of capital assets held for at least 1
year) recognized by individuals generally enjoy a preferred tax rate. This benefit is
not enjoyed by C corporations.
• Currently, the long-term capital gains rate is 15% or 20%, depending on the
ordinary income tax bracket an individual falls within (as opposed to the 37%
highest “ordinary” income tax rate).

Statutory Exclusions from Gross Income
• Gifts & Inheritances
• Gifts and inheritances are generally excluded from income tax.
• Taxed by gift & estate tax.
• Life insurance and annuities are sometimes excluded from income tax.

• Discharge of Indebtedness
• Sometimes excluded

• Employer-Provided Fringe Benefits
• Sometimes excluded

• Education Benefits
• Sometimes excluded

• Various Administrative Exclusions (bargain purchases, frequent flyer miles, some government assistance
payments, de minimis payments)

Standard Deduction vs. Itemized Deductions
• Standard Deduction: Statutorily determined each year by the Treasury
Department based on a taxpayer’s filing status (e.g., married, single, etc.)
• Itemized Deductions:
• Casualty Losses (Theft losses currently disallowed) – For tax years 2018 – 2025, must
arise from a presidentially-declared emergency and meet other requirements under
IRC Section 165.
• Home Mortgage Interest Deduction – IRC Section 163
• State and Local Tax Deduction – IRC Section 164
• Charitable Contribution Deduction – IRC Section 170
• Unreimbursed Medical Expense Deduction – IRC Section 213

Taxation of Settlements
General Rules for Taxation of Settlements
• If settlement proceeds relate to several claims, they must be allocated
among these claims.
• This allocation is very significant if some of the claims are not taxable and
others are taxable.
• The allocation requires a facts and circumstances analysis, but according to
the IRS and case law, the best evidence of appropriate allocation is the
plaintiff’s petition.
• An arm’s length negotiated settlement is normally respected by the IRS.

Settlement of Personal Injury Cases
Exclusion for Personal Injuries or Sickness
• Damages from physical injuries or sickness are generally excluded from income
per IRC Section 104.
• Damages from nonphysical injuries are not excludable under this provision, but
any amounts paid “on account of” a physical injury or physical sickness (ex:
medical expenses, pain and suffering, lost wages) are excludable as long as they
arise due to the physical injury or physical sickness.
• Damages from emotional distress are not from a “physical injury or physical
sickness,” except to the extent they relate to amounts paid for medical care.
Damages from emotional distress incurred as a result of a physical injury or
physical sickness, however, ARE excludable.
• Punitive damages are generally not excluded from income.

Settlement of Employment Cases
• Worker’s Compensation is typically excluded from taxable income.
• Sexual harassment related damages are typically excluded from taxable
income of the recipient, but are not deductible to the payor if the payor
requires the recipient to enter a non-disclosure agreement.
• Lost wages are taxable if not tied to physical injury or sickness.

• Key Takeaway: Visit with tax counsel prior to finalizing a settlement to ensure
you maximize tax benefits available to your client.

Deductibility of Attorney’s Fees
General Rules
• Generally, attorney’s fees that arise as part of a business or real estate
transaction must be capitalized, and are not currently deductible.
• IRC Sections 162 and 212 allow the deduction of some attorney’s fees as long as
they do not relate to personal matters.
• Similar to settlements, the deductibility of attorney’s fees is determined based
on the origin of the claim – is it business-related or personal?

Imputed Interest
Imputed Interest Under IRC Section 7872
• Under IRC Section 7872, loans that carry a below-market interest rate are
generally re-characterized to impute the payment of interest.
• Loans are considered to be “below-market” if the interest rate is less than the
“applicable federal rate,” which is published monthly by the IRS.
• For example, if an employer makes an interest-free loan to an employee, the
employee is considered to receive additional compensation to the extent of the
imputed interest, then the employee is deemed to make an interest payment to
the employer (which is taxable to the employer).

Like-Kind Exchanges
Like-Kind Exchanges Under IRC Section 1031
• The sale or exchange of property is generally taxable.
• An exception to this rule under IRC Section 1031 is when property is
exchanged for other property that is a “like-kind.” Real estate is always
considered to be a “link-kind” of other real estate.
• Under IRC Section 1031, a like-kind exchange is tax-free, and the
taxpayer takes a basis in the new property equal to the basis in the old
property.

Like-Kind Exchanges
Deferred Like-Kind Exchanges
• A like kind exchange can be accomplished through a “deferred” or “threeparty” exchange.
• Under these rules, the taxpayer sells the old property and places the cash
with a “qualified intermediary.”
• If the new property is identified within 45 days and purchased with 180
days of the old property sale, then it is treated as a direct like-kind
exchange.

Choice of Business Entity
Forms of Transacting Business
•
•
•
•
•
•
•

Sole proprietorship
General partnership
Limited partnership
Limited liability partnership
Corporation
Limited liability company
Other

Choice of Business Entity
Sole Proprietorship
• Ignored for tax purposes, so no “double tax.”
• Income and deductions are reported on Schedule C of
the individual’s Form 1040

Choice of Business Entity
General Partnership, Limited Partnership and Limited Liability Partnership
• Partnership files an information return (Form 1065) to report all partnership income and deductions
• Individuals receive a K-1 from the partnership and report the income and deductions at the individual level
• So income and deductions “flow-through” to the individual partners as they occur, regardless of whether
distributions are made.
• Some elections are made at the entity level
• Partnerships can “specially allocate” income and deductions as long as they have “substantial economic effect”
• Partnership agreement can designate a “tax matters partner” or “taxpayer representative” – i.e., the person
who works with the IRS in the event the partnership is audited.

Choice of Business Entity
S Corporations
• Corporations with 100 or fewer individual shareholders can file an “S” election to be taxed under
Subchapter S of the Internal Revenue Code (or as “S corporations”). Certain individuals and trusts are
not eligible to be S corporation shareholders.
• S corporation status is elected by filing an IRS Form 2553.
• S corporations file an informational return (Form 1120S) to report all corporate income and deductions,
but the entity normally does not owe corporate taxes.
• C corporations that operate a business and subsequently file an S election face a special built-in gains tax
and are still taxed on distributions from C corporation earnings.
• Individuals receive a K-1 from the S corporation and report the income and deductions at the individual
level as they occur. Dividends are normally tax-free to the shareholder, and they are not subject to a selfemployment tax (although shareholders must pay themselves a reasonable salary for services rendered
to the corporation).

• S corporation shareholders must share in the S corporation’s earnings proportionately.

Choice of Business Entity
Limited Liability Company
• Single member LLCs are taxed as sole proprietorships by default. The member can
file a form 8832 to treat it as a corporation for tax purposes and, if desired, the
member can file an “S” election to treat it as an S corporation by filing form 2553.
• LLCs with two or more members are taxed as partnerships by default. The members
can file a form 8832 to treat it as a corporation for tax purposes and, if desired, the
members can file an “S” election to treat it as an S corporation by filing form 2553.

Choice of Business Entity
C Corporations
• By default, state law corporations are taxed under Subchapter C of the Internal Revenue Code (or as “C
corporations”). Additionally, other types of entities, including state law partnerships or LLCs, can elect to be
taxed as C corporations by filing an IRS Form 8832 with the IRS.
• C corporations are taxed at the company level (on a Form 1120). Corporations do not receive a special tax rate
for capital gains.
• Shareholders are taxed on dividends (resulting in a “double tax”). Dividends are currently taxed at the same
rate as capital gains (generally 15% or 20%).
• A double tax is frequently eliminated with compensation paid to the shareholders (which creates a corporatelevel deduction). This compensation must be “reasonable,” however, or the corporate deduction is disallowed.
Also, compensation is taxed as ordinary income subject to employment taxes.

Choice of Business Entity
C Corporations – TCJA Changes
• One major change implemented by the TCJA was the tax rate applicable to C corporations.
• Prior to the TCJA, C corporations’ income was taxed at rates as high as 35%. Dividends issued by a C
corporation where thereafter taxed to individuals at the dividend rate of typically 15% or 20%.
• Post TCJA, C corporations are taxed at a flat rate of 21%. C corporation dividends remain subject to a second
layer of tax at the dividend rate of typically 15% or 20%.
• Unlike many changes in the TCJA that range in effect for 2018 through 2025, this 21% rate is purportedly
“permanent” for C corporations.

• This change has leveled the playing field for C corporations, or at least made them more of a viable option for
individuals to consider when selecting the tax status applicable to their entities.

Section 199A Pass-Through Deduction
• After the TCJA changes to corporate tax rates, the TCJA implemented a new 20%
deduction available to some non-corporate owners of flow-through entities. These
owners may be entitled to a 20% deduction for “qualified business income.”
• This 20% deduction is subject to incredibly detailed rules and limitations based on
the type of business, income level of its owners, and other restrictions.
• This 20% deduction is unavailable for specified service trades or businesses
(including attorneys, consultants, accountants, doctors, and performing artists).
• This 20% deduction is set to last only for tax years 2018 through 2025.

Buying or Selling a Company
Asset Sale
• Only option with a sole proprietorship
• Buyer generally receives a fair market value basis in the assets purchased
• If the seller is a C corporation, the shareholders will owe a second tax when the cash is
distributed from the corporation
• May be difficult to transfer some company assets (e.g., licenses, contracts)
• Buyer can establish new entity of choice

Buying or Selling a Company
Entity Sale
• With corporations, the entity’s tax basis remains the same (i.e., no “stepped-up basis”)

• With C corporations, the selling shareholders normally only incur a capital gain
• With a partnership, buyer may get a “stepped up” basis
• No need to transfer company assets
• Buyer inherits all entity “warts” (and underlying tax liabilities)

Other Federal Income Tax Issues
• International Taxes

• Retirement Plans
• Employment Taxes
• Foreign Asset Reporting
• Tax Shelters
• 1099s

Estate and Gift Taxes
Federal Estate Taxes
• Federal estate taxes are generally imposed on estates above the “applicable exclusion amount.”
“applicable exclusion amount” is currently $11.4 million per taxpayer.

The

• The current “applicable exclusion amount” results from a base amount of $10 million per taxpayer, indexed for
inflation. The $10 million base amount came into play through changes made by the TCJA.
• This exclusion amount will be indexed for inflation through 2025, and thereafter it will return to a $5 million
basic exclusion amount, which will be indexed for inflation.
• Above these exclusions, estates and gifts are taxed at a rate of 40%.
• Married couples can “combine” their applicable exclusion amount, and effectively give away up to $22.8
million. If a spouse passes away with unused exclusion, the unused exclusion can be “portable” to the
surviving spouse if certain requirements are met.

Estate and Gift Taxes
Gift Taxes
• In prior years, the estate and gift tax were “unified.” This means that now the gift tax
exclusion is the same as the estate tax exclusion - $11.4 million per individual. Essentially
now, taxpayers can decide whether they want to give away their assets during life, at
death, or some combination thereof without fear of incurring estate or gift taxes. Use of
the lifetime gift tax exclusion reduces the federal estate tax exclusion.
• A federal gift tax is imposed at the same rate as the federal estate tax if gifts exceed the
exclusion amount.
• There is a $15,000 (indexed for inflation) annual exclusion against the federal gift tax
that’s in addition to the lifetime federal gift tax exclusion.
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