Use of Tax Brackets in Tax Planning (using 1996 Tax Brackets)

No. Of Tax Brackets
Most tax text will tell you there are five federal tax brackets; however, this is incorrect, as there are actually seven. 
With the passing of the Earned Income Credit in the 80’s, the first tax bracket is a negative one; i.e., not only do certain low-income taxpayers pay zero federal tax, they actually receive money from the U.S. Government for working. 

The 2nd tax bracket is the zero tax bracket. This bracket has no bias as it applies to all taxpayers. Basically, all of us are allowed to earn a specified income prior to incurring any federal tax liability. The amount is equal to allowable deductions from income, which I will expound on later.

The final five brackets are the positive ones that range from 15% - 39.6%.
Figuring Your Tax Bracket 
Your tax bracket is determined by your taxable income--not by your gross income. Also, although most taxpayers will go through at least two tax brackets (0 & 15%), the tax bracket you need be concerned with in tax planning involves only your final bracket, that is the one your final earned dollar falls in.
Taxable Income
You compute taxable income by deducting all of the following from Gross Income:

1) Deductions to Income

2) The larger of your

    Itemized Deductions or

    Standard Deduction, and 
3) Personal Deductions

Put another way, if both your gross income and allowable deductions total $10,000, your taxable income is zero, thereby implying that your first $10,000 of income is in the 0% tax bracket. Any income in excess of $10,000 will be taxed at one of the five positive tax brackets.

Deductions To Income
The most common ones are tax exempt contributions to retirement plans, moving expenses, alimony payments, penalties on the early withdrawal of savings and the self-employment health insurance premiums and FICA deductions. The above deductions are eligible to all taxpayers, whether you itemize or take the standard deduction.

Itemized Deductions 
For all but very high-income taxpayers, the 100% deductible ones are mortgage and investment interest; state, local, real estate and personal property taxes; charitable contributions; and personal bad debts. Other itemized deductions subject to percentage limitations include unreimbursed medical expenses; unreimbursed casualty and theft losses; and certain employee and personal expenses.
Standard Deduction 

The government allows you to take the larger of your
itemized deductions or a standard deduction, which is based on your filing status. Most taxpayers will find the standard deduction more advantageous if they do not own a home and are thereby not eligible for the home mortgage interest deduction. 

Personal Deduction
For 1996, each taxpayer will be allowed a $2,550 personal deduction for him/herself and each dependent, i.e., a married couple with two children will be allowed a net personal deduction of $10,200.

CONCLUSION

Even with all the given deductions, most of you will still have some taxable income to report. Tax planning involves keeping track of your income and deductions. If you are on the borderline of creeping into the next tax bracket, you may be able to prevent such by either delaying receipt of income until 1997 or by incurring deductible expenses in 1996, i.e., by either decreasing your income or by increasing your expenses. 

To summarize, you should attempt to compute your taxable income in late fall or early winter. If you are near the borderline, make every possible effort to minimize your potential tax liability. This is especially true if you are in the 15% tax bracket but nearing the next positive bracket of 28%. The 13% difference in these two brackets amount to almost a doubling of federal taxes on your last dollars received.
