Lecture Notes
Realization and Recognition of Income
0. What is included in gross income?
0. Reg. §1.61-(a) provides further insight into the definition of gross income as follows:
Gross income means all income from whatever source derived, unless excluded by law. Gross income includes income realized in any form, whether in money, property, or services.
0. Economic benefit
0. Realization principle
1. Income is realized when: 
0. A taxpayer engages in a transaction with another party, and 
0. The transaction results in a measurable change in property rights.
1. Work through Example 5-1.
0. Recognition
0.  Other income concepts
1. Form of receipt
0. Work through Example 5-2.
1. Return of capital principle 
1. Recovery of amounts previously deducted
2. Work through Example 5-3.
0. When do taxpayers recognize income?
2. Accounting methods
0. Accrual method
0. Cash method
2. Constructive receipt
1. The constructive receipt doctrine states that a taxpayer must realize and recognize income when it is actually or constructively received.
1. Work through Example 5-4.
2. Claim of right
0. Who recognizes the income?
3. Taxpayers attempt to shift income to other related taxpayers through the income-shifting strategy.
3. Example of income-shifting strategy: A parent (with a high marginal income tax rate) might wish to assign their paycheck to their child (with a low marginal income tax rate) to minimize their collective tax burden.
3. Assignment of income 
0. Work through Example 5-5.
3. Community property systems 
3. For federal income tax purposes, the community property system has the following consequences: 
0. Half of the income earned from the services of one spouse is included in the gross income of the other spouse.
0. Half of the income from property held as community property by the married couple is included in the gross income of each spouse.
0. In five community property states (Arizona, California, Nevada, New Mexico, and Washington), all of the income from property owned separately by one spouse is included in that spouse’s gross income.
0. In Texas, Louisiana, Wisconsin, and Idaho, half of the income from property owned separately by one spouse is included in the gross income of each spouse.
3. Common law systems
For federal income tax purposes, the common law system has the following consequences:
0. All of the income earned from the services of one spouse is included in the gross income of the spouse who earned it.
0. For property owned separately, all of the income from the separately owned property is included in that spouse’s gross income.
0. For property owned jointly (that is, not separately), each co-owner is taxed on the income attributable to their share of the property. For example, suppose that a parcel of property is jointly owned by husband and wife. One-half would be included in the gross income of each spouse. Similarly, income from property owned by three or more persons would be included in the gross income of each co-owner based on their respective ownership share.
Work through Example 5-6.
1. Types of Income 
1. Income from services
0. Common source of gross income—income from labor
0. Payments for services including salary, wages, and fees that a taxpayer earns through services in a nonemployee capacity are all considered income from services.
0. Income from services is often referred to as earned income.
0. Work through Example 5-7.
1. Income from property
1. Work through Examples 5-8, 5-9, and 5-10.
1. Annuities
1. An annuity is an investment that pays a stream of equal payments over time.
1. Annuities paid over a fixed period.
1. Annuities paid over a person’s life (for as long as the person lives). 
1. Use of annuity exclusion ratio to determine the return of capital (nontaxable) portion of each payment.
1. Use of IRS tables to determine the expected number of payments based upon the taxpayer’s life expectancy at the start of the annuity.
4. Work through Example 5-11.
1. Property dispositions
2. Taxpayers can realize a gain or loss when disposing of an asset.
2. Taxpayers are allowed to recover the capital invested in property tax-free.
2. Payments from purchased annuities are part income and part return of capital.
2. When property is sold or disposed, the realized gain or loss equals the sale proceeds reduced by the tax basis of the property.
2. Formula for calculation gain or loss: Sales proceeds (−) Selling expenses (=) Amount realized (−) Basis in property sold (=) Gain/Loss on sale.
2. The rate at which taxpayers are taxed on gains from property dispositions and the extent to which they can deduct losses from property dispositions depends on whether the taxpayer used the asset for business purposes, investment purposes, or personal purposes.
2. Work through Example 5-12.
1. Other sources of gross income
2. Income from flow-through entity
0. Work through Example 5-13.
2. Alimony
1. When couples legally separate or divorce, one spouse may be required to provide financial support to the other in the form of alimony.
1. The tax law defines alimony as (a) a transfer of cash made under a written separation agreement or divorce decree, (b) the separation or divorce decree does not designate the payment as something other than alimony, and (c) the payments cannot continue after the death of the recipient.
1. For divorce or separation agreements executed before January 1, 2019, alimony is included in gross income of the recipient and deductible for AGI by the payor. 
1. For divorce or separation agreements executed after 2018, alimony is not taxable to the recipient or deductible by the payor. 
1. Work through Examples 5-14, 5-15, and 5-16.
2. Prizes, awards, and gambling winnings
2. Awards are included in gross income unless (a) made for scientific, literary, or charitable achievement and transferred to a federal, state, or local government unit or a qualified charity, (b) made to employees for length of service or safety achievement (limited to $400 of tangible property per employee per year), or (c) made to Team USA athletes from U.S. Olympic Committee on account of their competition in Olympic and Paralympic games (AGI limit applies).
0. Work through Example 5-17.
2. Social Security benefits
3. A taxpayer may be required to include up to 85 percent of Social Security benefits in gross income depending on the taxpayer’s filing status, Social Security benefits, and modified AGI. 
3. Modified AGI is regular AGI (excluding 50 percent of Social Security benefits) plus tax-exempt interest income, excluded foreign income, and certain other deductions for AGI. High-income individuals include a portion of their benefits up to a maximum of 85 percent of the total Social Security benefits. 
3. As an example, show calculation summary for single taxpayers in text.
3. Work through Example 5-18.
2. Imputed income
4. Work through Examples 5-19 and 5-20.
2. Discharge of indebtedness
5. When a taxpayer’s debt is forgiven by a lender (the debt is discharged), the taxpayer must include the amount of debt relief in gross income.
5. Note that there are other circumstances in which taxpayers may exclude a discharge of indebtedness (e.g., home mortgage forgiveness).
5. In order to provide tax relief for insolvent taxpayers—taxpayers with liabilities, including tax liabilities, exceeding their assets—a discharge of indebtedness is not taxable if the taxpayer is insolvent before and after the debt forgiveness.
5. If the discharge of indebtedness makes the taxpayer solvent, the taxpayer recognizes taxable income to the extent of their solvency.
5. Taxpayers, regardless of solvency, are also allowed to exclude from gross income most discharges of student loans (loans for post-secondary educational expenses) after 2020 and before 2026.  
5. Work through Example 5-21.
1. Exclusion Provisions
2. Common exclusions
0. Municipal bond interest
0. Municipal bonds include bonds issued by state and local governments located in the United States, and this exclusion is generally recognized as a subsidy to state and local governments.
0. Work through Example 5-22.
0. Gain on the sale of personal residence
$250,000 exclusion ($500,000 if married filing jointly)
Ownership test
Use test
Work through Example 5-23.
0. Fringe benefits
2. The value of these benefits is included in the employee’s gross income as compensation for services.
2. Certain “qualifying fringe benefits” are excluded from gross income.
1. Common qualifying fringe benefits are medical and dental health insurance coverage, life insurance coverage, de minimis (small) benefits. 
2. Work through Examples 5-24 and 5-25.
0. Education-related exclusions
3. Scholarships
0. Students seeking a college degree can exclude scholarships that pay for required tuition, fees, books, and supplies. 
0. Work through Example 5-26.
3. Other educational subsidies
1. Taxpayers are allowed to exclude from gross income earnings on investments in qualified education plans such as 529 plans and Coverdell education savings accounts as long as they use the earnings to pay for qualifying educational expenditures.
1. Taxpayers can elect to exclude interest earned on Series EE savings bonds when the redemption proceeds are used to pay qualified higher education expenses.
1. The exclusion of interest on Series EE savings bonds is restricted to taxpayers with modified AGI below specific limits.
0. Exclusions that mitigate double taxation
4. Gifts and inheritances
0. Individuals may transfer property to other taxpayers without receiving or expecting to receive value in return.
0. If the transferor is alive at the time of the transfer, the property transfer is called a gift.
0. If the property is transferred from the decedent’s estate (transferor is deceased), it is called an inheritance.
0. Gifts and inheritances are subject to federal transfer taxes and are therefore excluded from the income of the recipient.
0. Work through Example 5-27.
4. Life insurance proceeds
1. In some ways, life insurance proceeds are similar to inheritances. 
1. If the policy holder dies, the beneficiary receives the death benefit proceeds. The decedent is generally subject to estate taxation on the amount of the insurance proceeds. 
1. In order to avoid potential double taxation on the life insurance proceeds, the tax laws allow taxpayers receiving life insurance proceeds to exclude the proceeds from taxable income.
1. If the insurance proceeds are paid over a period of time rather than in a lump sum, a portion of the payments represents interest and must be included in gross income.
1. The life insurance proceeds exclusion generally does not apply when a life insurance policy is transferred to another party for valuable consideration. In this case, the eventual life insurance proceeds collected by the purchaser are excluded up to the sum of the purchase price of the policy and any subsequent premiums, with remaining proceeds taxable as ordinary income.
1. If a taxpayer simply cancels a life insurance contract and is paid the policy’s cash surrender value, she would recognize ordinary income to the extent the proceeds received exceed previous premiums paid. If premiums paid exceed the proceeds received, the loss is not deductible. 
1. If the taxpayer is terminally ill (medically certified with an illness expected to cause death within 24 months), early receipt of life insurance proceeds (accelerated death benefits) is not taxable. 
1. Work through Example 5-28.
4. Foreign-earned income
2. A maximum of $130,000 (2025) of foreign-earned income can be excluded from gross income for qualifying individuals.
2. To be eligible for the foreign-earned income and housing exclusions, the taxpayer must have their tax home in a foreign country and (1) be considered a resident of the foreign country by living in the country for the entire year (calendar year) or (2) live in the foreign country for 330 days in a consecutive 12-month period.
2. Taxpayers meeting the requirement for the foreign-earned income exclusion may also exclude from income reasonable housing costs that exceed 16 percent of the statutory foreign-earned income exclusion amount for the year (exceed 16 percent × $130,000 = $20,800 in 2025). The exclusion, however, is limited to a maximum of 14 percent of the statutory exclusion amount (14 percent × $130,000 = $18,200 in 2025). 
2. Work through Example 5-29.
0. 	Sickness and injury-related exclusions
5. Workers’ compensation
0. Payments from workers’ compensation plans are excluded from gross income.
5. Payments associated with personal injury
1. Payments received as compensation for a physical injury are excluded from gross income, but punitive damages are included in gross income.
1. Work through Example 5-30.
5. Health care reimbursement
2. Reimbursements by health and accident insurance policies for medical expenses paid by the taxpayer are excluded from gross income.
5. Disability insurance
3. Disability insurance, also called wage replacement insurance, pays the insured individual for wages lost when the individual misses work due to injury or disability.
3. Disability benefit payments received from an individually purchased policy (or an employer-purchased policy with the premiums treated as taxable compensation to the employee) are excluded from gross income.
3. Work through Example 5-31.
0. Deferral provisions
6. Deferral provisions allow taxpayers to defer (but not permanently exclude) the recognition of certain types of realized income.
6. Transactions generating deferred income include installment sales, like-kind exchanges, involuntary conversions, and contributions to non-Roth qualifying retirement accounts.

