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Introduction
Blackberries and Taxes: The Harvest Is Sweet 

Picking wild blackberries is one of my family’s favorite pastimes. In fact, 
blackberry season was at its peak in our area when I first had the inspiration 
for this book. One morning we were up early, picking to our hearts’ content 
in a large blackberry patch near our home. As I was picking, I realized that the 
reason I love harvesting blackberries is very similar to the reason I love tax 
planning. Laugh if you will, but I think the same part of my brain is intrigued by 
both activities. For those who are not seasoned berry pickers, let me describe 
the experience.

Blackberry Picking
Wild blackberries are brambly, thorny plants. They emerge from long canes 
that reach in every direction and mesh together in a thorny maze. The thorns 
are sharp and curved, and they’re particularly good at digging into your clothing 
and flesh as you try to pull away from them. In sharp contrast to the plant, 
however, the berries are heavenly. There is nothing more delicious than a ripe, 
juicy blackberry melting in your mouth. 

The berries grow in clusters that are hidden throughout the blackberry bush. 
In fact, each bush conceals significantly more berries than those you see at 
first glance. Finding the hidden clusters of berries, without getting hurt by the 
thorns, is both challenging and rewarding. It is in that challenge that you find 
both the art and the intrigue of berry picking. 

The casual berry picker often finds a few tasty treats easily within his reach on 
every berry bush. However, the taste of one sour berry, or a good jab from a 
thorn, is usually enough to deter the casual picker from making further efforts. 
He is not willing to deal with the thorns, the tearing of flesh and clothes, 
and other obstacles in the way of obtaining berries deeper in the bush. He is 
content to just get a little taste and then move on.

In contrast, the serious berry picker is not deterred by such obstacles. In fact, 
she develops a method through years of practice that inevitably yields larger, 
juicier fruits—as well as much greater quantities of berries. Here is how she 
does it.
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She begins with a berry bush that has several nice-looking berries hanging 
right out on the edge of the plant. No berry picker would ever pass these 
up. As she picks all the ripe fruit from the clumps within reach, she begins to 
notice other clusters (better than the ones before) that are just out of reach. 
So, the serious picker presses into the thorny bush and reaches in as far as 
she can, careful to avoid the thorns. As she reaches in deep and picks the juicy 
delights, her arm brushes against other branches, which then reveal a treasure 
trove of once-hidden berries. 

Seeing her efforts rewarded, she won’t be stopped as she digs her way right 
into the middle of the bush. Thorns threaten at every move, but the reward 
is too great for these obstacles to deter her. She makes her way through the 
brambles and fills her baskets to overflowing. As she looks around for more 
berries, it appears that she has picked all of the ripe fruit. As she works her 
way back out of the bush she sees a berry she had missed and squats down 
to pick it up. From her new perspective she sees a dozen other clusters that 
she couldn’t see before. She’ll soon be back with more baskets to continue 
her harvest.

In this way the serious berry picker harvests the larger, sweeter berries, and in 
much greater quantity than the casual picker. The experienced picker knows 
that berries are hiding everywhere. Every bush must be explored from every 
angle—each thorny branch moved to reveal what lies beneath. 

Taxberries
Picking berries is similar to preparing taxes. Certain “berries” (deductions and 
credits) are visible to nearly everyone. Many people take advantage of these 
and taste the sweet reward of saving a few tax dollars. However, most people 
are unwilling to trudge deeper into the thorny world of taxes to discover 
additional unseen yet juicy fruits. The confusing bramble of the tax code 
discourages them from entering. The ever-present, always looming thorns of 
IRS audits and penalties elicit too much fear of pain to justify reaching for the 
berries—especially among people who are inexperienced in avoiding those 
thorns. Even for those few who are willing to make the effort, many “clusters” 
of berries are certain to be missed, and thorns are certain to be felt, without 
the help of more experienced eyes.

The good news for casual pickers is that there are people who have a passion 
for “taxberry” picking. They are unafraid to trudge into the brambles to find 
every hidden berry. Better still, these passionate pickers are willing to be hired 
to pick your taxberry bush for you, or write how-to books like this one.

As you read this book, you will find me digging deep into the brambles of your 
taxberry bush, holding up the branches and showing you the fruit. I will also 
point out the thorns. I will teach you how to nurture and fertilize the plant. As 
you follow my lead you will reap the rewards of a plentiful harvest.
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Disclaimer
This book contains numerous stories and examples that are based on real 
people and situations that the author has dealt with during his career. To 
protect the privacy of individuals, all names and other potentially identifying 
information, including numbers, have been changed. However, the nature of 
the descriptions remains true to the actual occurrences.

The tax code includes many quirks and nuances. This book offers general 
information for a variety of taxpayers and situations, is not all-inclusive, and 
might not apply to your specific situation. Tax laws and interpretations of 
those laws can change at any time. Any tax advice contained in this book 
is not intended or written to be used, and cannot be used, for the purpose 
of avoiding penalties under the Internal Revenue Code or for promoting, 
marketing, or recommending to another party any matters addressed 
herein. The information contained herein is not a substitute for legal, tax, 
investment, or other professional advice specific to your situation; nor should 
it be construed as advice or relied upon in such a manner. Always consult a 
Certified Public Accountant (CPA), attorney, or other professional tax advisor 
before implementing any tax strategy or making other significant financial 
decisions. The author shall not be liable for any loss or damages that may 
arise from reliance on information contained in this book and disclaims any 
accuracy of the text or misuse or misunderstanding on the part of any reader; 
nor is the author liable for the positions taken by the reader in particular 
situations. 



The Foundation
The tax code is extremely complex. It is notoriously long and downright 
unpleasant to read. Most people would rather pretend it doesn’t exist. 
Completely ignoring it or thwarting it, however, can lead to financial ruin. 
Even casual ignorance of it can lead to significantly fewer dollars in your bank 
account. It doesn’t have to be that way.

The full focus and purpose of this book is to help you pull your head out of 
the sand and face the reality that taxes have a major impact on your life. More 
importantly, the goal of this book is to help you realize that you can have a 
significant impact on your taxes.

Part I is the essential foundation for achieving that goal. If you do nothing 
more with this book than read and understand the chapters of Part I, you 
will be so much further ahead in your efforts to minimize your taxes than the 
majority of the population. 

I have made these foundational principles simple, straightforward, and easy to 
understand. If you study the five chapters of this first part you will never regret 
it. Then, as you move on to the rest of the book, you will be fully equipped to 
seize the valuable strategies it has to offer.

I
P A R T  



The Tax Code 
Demystified
Knowledge Is Power

I often remember a conversation I had with an acquaintance. He was telling 
me about the “smart” things he had done to reduce his taxes. His business 
had been successful that year, so in December he purchased several pieces 
of equipment that he didn’t really need in order to offset his income. With a 
mischievous grin, he said, “It’s a deduction, right?”

Right—it is a deduction (although that too is questionable). But as I spoke 
with him, it became clear that he thought a deduction of $3,000 meant he 
would pay $3,000 less in taxes. He thought he had just stiffed the govern-
ment and gotten that equipment for free (because he spent $3,000 but saved 
$3,000 in taxes by doing so). He didn’t understand how a deduction actually 
works. In reality, he saved about $900 in taxes. But because he spent $3,000 
on equipment he didn’t need, he ended up wasting $2,100. Most people dislike 
paying taxes, but you have to really hate giving the government money in order 
to waste $2,100 just to keep them from getting $900!

In reality, this man did not intend to waste the $2,100; he just misunderstood 
the meaning of the word “deduction.” I see this type of misunderstanding far 
too often; when people fail to grasp the true effects of a particular tax strategy 
on their return, they often end up making costly mistakes. This chapter will 
help solidify your understanding of the main components of your own tax 
return and the key terminology that is involved. That understanding will then 
help you recognize to what extent different strategies will (or won’t) help you 
reduce your taxes—helping you avoid similarly costly mistakes.

1
C H A P T E R 
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The Tax Code—Boiled Down
In actuality, the tax code is nothing more than one gigantic algebraic formula. 
While that image may scare you, it is meant to give you comfort in knowing 
that there is really no mystery or secret involved in determining your taxes. 
Once you understand the formula and where each number in the formula 
comes from, determining the amount of taxes that you owe is simply a matter 
of putting those numbers into the formula and voilà, out comes the answer! 
It is as simple as that.

The real secret within the tax code (and the great news) is that you control 
the numbers that go into the formula. Even better, there are many opportuni-
ties for you to decide where you want to place the numbers into the formula. 
Taking control of the numbers in your tax return and consciously placing 
them in the most advantageous places within the formula give you genuine 
power over your taxes and are the key ingredients of great tax planning.

 Example➫➫   In an algebraic formula, the placement of numbers can have a dramatic effect on 

the outcome of the formula. For example: (2 + 3 + 8) x 12 = 156, whereas (2 + 3) x 12 + 8 = 68. The 

placement of the + 8 in the first formula resulted in a solution more than two times greater than in the 

second one. There are many opportunities in the tax code to move the “eights” around in order to 

affect the final outcome of the taxes that you owe.

Tax Insight is devoted to unraveling the mystery in the tax code, teaching you 
the formula, and helping you understand where your opportunities for con-
trolling that formula lie. Learning and understanding these opportunities is 
where you gain control of your tax destiny. To gain that control you must first 
understand the key pieces of the formula. In its simplest form the tax formula 
looks something like this:

The Tax Formula➫➫   {[Income – (Adjustments + Deductions + Exemptions)] x Tax Rates} –  

Credits + Additional Taxes – Payments = Taxes Due or Refund.

In this master formula, each of the terms is a category (for example, “Credits”) 
made up of many subcategories (child care credit, foreign tax credit, earned 
income credit, and so on). The value for each category term in the master 
formula is calculated from a separate formula that combines the contributions 
of the subcategories. And each subcategory number is in turn derived from its 
own set of formulas and rules.

The plan of this book is to drill down from the level of the simple master 
formula to the deeper levels of the subcategory formulas. In the subsequent 
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chapters of this section we explore each of the components of the master 
tax formula as it relates to your tax return. In subsequent sections, we dive 
into the nitty-gritty of each subcategory, again in relation to the appropriate 
parts of your tax return. Every part of this book aims to help you reap a more 
plentiful harvest from your tax planning efforts.

The Key Components of the Tax Formula
You have surely heard the lingo of the tax aficionado: AGI, deductions,  
credits, exemptions, brackets, marginal rates, effective rates, above-the-line, 
below-the-line, itemized, phase-outs, etc. You probably recognize these words 
and phrases, but do you understand what they mean? Do you know which 
of these are affecting you, how they are affecting you, or which can help you? 
Do you know how one component affects another? Is it possible to claim 
a deduction or credit and have it make no difference—or, worse, actually 
increase your taxes? These are important questions, and understanding the 
answers to them, can be critical in your tax planning efforts.

For tax planning purposes, the tax formula given above as a simple equation gets 
re-expressed as a sequence of arithmetic operations done on the key compo-
nents of the formula (which include key subtotals such as AGI and AMT):

+	 Income

–	 Deductions (Adjustments to Income)

=	 Adjusted Gross Income (AGI)

–	 Deductions (Standard or Itemized)

–	 Exemptions

=	 Taxable Income

x	 Tax Rates

=	 Income Tax (or AMT)

–	 Credits (non-refundable)

=	 Cannot equal less than $0 at this point

+	 Other Taxes

–	 Credits (refundable)

–	 Payments

=	 Taxes Due or Refund

The first two pages of the federal tax return, called Form 1040, are an expanded  
version of this tax formula. All the other schedules and forms in a tax return are 
used to create the numbers that you plug into the first two pages of the return,  
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which in turn are entered into the formula that determines your tax. In fact, 
when you look at Form 1040 (Figure 1-1), you will notice that the IRS has 
organized the lines of the return into successive sections that are divided and 
labeled in a way that resembles the formula above.

Figure 1-1a.  Form 1040 (first page)
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Figure 1-1b.  Form 1040 (second page)
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Next, we delve into a deeper understanding of the makeup of these key com-
ponents. In doing so, you will begin to understand how each piece of the 
formula flows together and how the pieces affect one another. Once you have 
a solid understanding of each component and its effect on the formula, you 
will be better prepared to apply the strategies found in the other sections of 
this book.



Key Components 
Defined
A Better Understanding

Now that you are familiar with the tax formula, it is important that you 
understand how each of the key components works, and how each will affect 
your tax. This chapter will give you a deeper understanding of the following 
components:

Income•	

Deductions (Adjustments to Income) and AGI•	

Deductions (Standard or Itemized)•	

Exemptions•	

Taxable Income•	

Income Tax, Tax Brackets, and Marginal Rates vs. Effective •	
Rates

The Alternative Minimum Tax (AMT)•	

Credits (Non-Refundable)•	

Other Taxes•	

Credits (Refundable)•	

2
C H A P T E R 
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Income
My client, Jim, called me on the phone one day and said he would be making 
about $200,000 more that year than in the previous year. He wanted to know 
how much he should save for taxes. My answer was, “Somewhere between 
0 and 50%.” Now, in reading my response you might think that Jim needed 
another tax advisor. But what he really needed was to tell me how he was 
earning that extra income. The tax consequences really could have been any-
where in that range. Once I knew the source of that income, I was able to tell 
him how much to save.

Taxable income includes nearly all income, from whatever source it is derived. 
Other than a few types of income that are specifically excluded in the tax 
code, all other types of income are taxable. However, not all income is equal 
in the eyes of the law. Some types of income receive beneficial tax rates, some 
have punitive tax rates, some are not taxed, and some are taxed only in cer-
tain circumstances. This varying treatment of how different income sources 
are taxed is just one reason why a few people love tax planning and the rest 
avoid it like a plague. Nothing is simple or straightforward in the tax code . . . 
nothing.

Total gross income is the first key component of the tax formula. Nearly all 
sources of income (taxable and non-taxable) are reported on your tax return, 
and all of the taxable sources are added together to arrive at your total gross 
income. Here is a list of the categories of income sources, each of which has 
a unique method of taxation:

Ordinary income•	

Tax-exempt income (no tax)•	

Preferred income (lower than normal tax rates)•	

Deferred income (eventually taxed, but not currently)•	

Potentially or partially taxed income (including Social •	
Security)

Penalized income (higher than normal tax rates)•	

Earned and unearned income•	

Passive income•	

Each of these types of income is analyzed in Chapter 3. For now, you should 
focus on three important points. First, nearly every source of income  
(or increase in wealth) is taxable. There are very few exceptions to this rule, 
and even those exceptions do not apply 100% of the time. The purpose of 
the tax code is to enable the government to take your money. Exceptions and 
exemptions are counterproductive to the very purpose of the code.
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Second, the tax code is used to influence, punish, reward, and guide your 
decisions. This is the reason that there are so many different ways that income 
sources are taxed.

Third, it is to your advantage to learn how each type of income is taxed and 
then use that knowledge to adjust your income sources over time to reduce 
your taxes. Ultrawealthy individuals often pay taxes at a lower rate than 
middle-class individuals because they have shifted their sources of income 
to those that are taxed lightly or not taxed at all. Over time you can do  
the same.

Deductions (Adjustments to Income) and AGI
AGI is an incredibly important acronym. It stands for Adjusted Gross Income. 
You’ll find it on the last line of the first page of Form 1040 (see Figure 1-1). It is 
arguably the most important line on your tax return. It can significantly affect 
the amount of tax you owe. It can also affect your ability to get loans, tuition 
assistance, and other types of financial support. Your AGI has a far-reaching 
effect on your financial life.

Remember where adjustments to income enter into the tax formula:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

To understand AGI, you must first understand the meaning of the word 
“deduction.” A deduction is an expense the government allows you to sub-
tract from your income before you are taxed. It reduces your taxable income 
to an amount that is lower than your total income.

➫ Example  Ted has a total income of $80,000 from taxable sources. However, he contributed 

$5,000 to his IRA account, paid $4,500 in alimony, and paid $500 in student loan interest. Because 

each of these expenses is considered deductible in the tax code, Ted has a total of $10,000 in 

deductions ($5,000 + 4,500 + 500 = $10,000). Thus Ted’s taxable income will be $10,000 less than 

his actual income, or $70,000 ($80,000 – 10,000 = $70,000).

Deductions come in two varieties. They can be considered “above-the-line” 
or “below-the-line” deductions. “The line” refers to the bottom line of the 
first page of the tax return—your AGI. Above-the-line deductions (or adjust-
ments to income) are subtracted from your total income, directly reducing 
that income when you arrive at AGI.
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AGI is a very important number because it determines your eligibility to utilize 
below-the-line deductions and credits (discussed in the next section). The tax 
code limits the availability of many deductions and credits to those who have 
lower- or middle-income levels. (These limits are referred to as phase-outs.)  
If your AGI is too high, you can lose the ability to use a deduction or credit. 
For this reason, above-the-line deductions have a very important place in your 
tax planning. Some examples of above-the-line deductions include:

Retirement plan contributions•	

Student loan interest•	

Tuition and fees•	

Health savings account contributions•	

Self-employed health insurance premiums•	

Educator expenses•	

Moving expenses•	

Alimony•	

Self-employment taxes•	

Penalties from early withdrawals from savings•	

Understanding the portion of the tax formula that determines your AGI may 
be the most important thing that you can do to reduce your total tax liability.

Deductions (Standard or Itemized)
Once you have calculated your AGI it is time to turn to page 2 of your tax 
return (see Figure 1-1b) in order to complete the remaining items in the 
tax formula. The next piece of the tax return contains the below-the-line 
deductions. Here is the formula to this point:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–  Deductions (Standard or Itemized)

Just as with the above-the-line deductions, below-the-line deductions reduce 
your total taxable income. However, your ability to claim the below-the-line 
deductions may be limited or eliminated by your AGI.
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When determining your below-the-line deductions you are given two options. 
The first option is to use the standard deduction. The standard deduction is a 
fixed dollar amount, adjusted for inflation by the IRS each year, that a taxpayer 
can claim regardless of his or her actual expenses. It is not based on any 
real deductible expenses incurred during the year. Rather, it is based on your 
filing status (single, married filing jointly, head of household, etc.). You can 
always choose to claim the standard deduction, regardless of what your true 
itemized deductions add up to (except for special rules applying to those who 
are married and filing separately).

As an alternative to the standard deduction, you may add together all of your 
actual deductible expenses, known as “itemized” deductions. If the sum of 
itemized deductions is higher than the standard deduction, you will usually 
achieve a better tax result by itemizing.

Expenses eligible to be claimed as itemized deductions are familiar to most 
taxpayers. Some of the more common ones are:

Medical expenses•	

Mortgage interest (and certain other interest)•	

State income and sales taxes•	

Property taxes•	

Charitable contributions•	

Employee expenses (not reimbursed)•	

Investment expenses•	

Tax preparation fees•	

Nearly all of the itemized deductions have limitations placed on them based 
on your AGI. For example, you only can deduct medical expenses that are 
greater than 10% of your AGI (or greater than 7.5% if you are over age 65 
and not subject to the Alternative Minimum Tax). The list of reductions and 
limitations on itemized deductions is long, but each can serve to reduce or 
eliminate the benefit of the deductible expenses.

It is also important to understand that itemized deductions will do you no 
good if they do not add up to more than the Standard Deduction (after they 
have been reduced by the AGI limitations). It is not uncommon for a client 
to have a sudden increase in his itemized deductions, such as a large medical 
expense or a new mortgage, and then be confused because it did not make a 
difference in his taxes or even show up on his tax return. All of the deductions 
must be subjected to their AGI limitations and then still add up to more than 
the Standard Deduction in order to be of any benefit to your taxes. Don’t 
be caught spending money on “deductible” expenses, only to realize that you 
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won’t be able to deduct them. (In contrast, the usefulness of above-the-line 
deductions is not affected by the standard deduction.)

Deductions cannot reduce your taxable income below zero. Put another way, 
if all of your deductions add up to more than your taxable income, any addi-
tional deductions will do you no good. The benefits of those deductions are 
lost when you have no corresponding taxable income to reduce.

Exemptions
Generally, each taxpayer is allowed to reduce his or her taxable income by 
an additional amount known as an exemption. An exemption is a fixed dollar 
amount, adjusted for inflation, that a taxpayer can claim as a reduction to his 
or her taxable income in addition to the standard or itemized deductions. 
Here is a look at the placement of exemptions in the tax formula:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–   Deductions (Standard or Itemized)

–  Exemptions

The theoretical reasoning for the exemption is to protect a minimal amount 
of income from taxes, approximately the amount that is needed to cover the 
most basic of life’s necessities, such as food. In addition to claiming a personal 
exemption, each person is also allowed to claim an additional exemption for 
every individual who qualifies as a dependent, since the costs of those basic 
necessities increase with each dependent.

➫ Example  Mike and Julie are married and have three young children who qualify as their 

dependents. Mike and Julie can claim five exemptions on their tax return (one for Mike, one for Julie, 

and one for each of their three dependent children). If the individual exemption amount happened to 

be $4,000 in a given year, Mike and Julie could claim $20,000 in exemptions as a reduction to their 

taxable income for that year (5 exemptions x $4,000 each = $20,000).

These exemptions help to reduce taxable income further. Beginning in 2013, 
exemptions are reduced or eliminated for taxpayers with a high AGI. The rules 
regarding personal and dependency exemptions and specific dollar amounts 
are discussed in detail in Chapter 4.
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Taxable Income
Once you have determined the proper amounts to report for AGI, deductions, 
and exemptions, you are able to complete the most significant portion of the 
tax formula:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–  Deductions (Standard or Itemized)

 –  Exemptions

=  Taxable Income

After reducing your total income by claiming all allowable adjustments, 
deductions, and exemptions, you arrive at your taxable income. Taxable income 
is the amount of your income that is actually subjected to the income tax.  
It is also the figure that determines your marginal tax bracket (the tax rate at 
which your next dollar of income is taxed).

Income Tax, Tax Brackets, and Marginal  
Rates vs. Effective Tax Rates
The next step in the tax formula is to determine your initial income tax 
liability, based on the rates in the income tax brackets:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–  Deductions (Standard or Itemized)

–  Exemptions

=  Taxable Income

×  Tax Rates

=  Income Tax (or AMT)

Our income tax system is progressive, which means that as your taxable 
income increases, the increased amounts are taxed at increasing rates. Your 
total income is broken into pieces and each group, or segment of that income, 
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is taxed at a different rate. For the sake of simplicity, let’s imagine that the tax 
bracket tables look like this:

Imaginary Tax Table

Taxable Income Tax rate

$1–$20,000 10%

$20,001–$50,000 20%

$50,001–$100,000 30%

In this scenario, if Mary had a taxable income of $60,000 during the year, she 
would have an income tax obligation of $11,000. This is so because the first 
$20,000 of her taxable income is taxed at a rate of 10%, or a $2,000 tax ($20,000 x 
10% = $2,000). The next $30,000 of her taxable income (the income between 
$20,001 and $50,000) will be taxed at a 20% rate, or a $6,000 tax ($30,000 x 
20% = $6,000). The remaining $10,000 of her taxable income (the amount over 
$50,000) will be taxed at a rate of 30%, or a $3,000 tax. Adding each of those 
taxes together ($2,000 + $6,000 + $3,000) brings us to a total tax of $11,000.

This illustration brings us to another important distinction: the difference between 
marginal and effective tax rates. When you hear a person say something like,  
“I am in the 25% tax bracket,” what they are referring to is their marginal tax rate. 
Your marginal rate is the amount of tax that you pay on your last dollar earned. 
In the illustration above, Mary’s marginal tax rate is 30%, because that is the rate 
that she paid on her last portion of income. Had she stopped earning money 
$10,000 sooner, she would have had a lower marginal rate (20%).

On the other hand, Mary’s effective tax rate is 18.33% (as compared to her 
marginal tax rate of 30%). The effective tax rate is the average rate that you 
pay on all of your income combined. While Mary paid 30% on the last part 
of her income, she also paid 10% on a different portion of it and 20% on 
another part of it. When taken as a whole, her effective rate would be 18.33% 
($11,000 tax/$60,000 taxable income = 18.33%).

 Note  There is one more way to look at the true tax rate that Mary paid. Marginal and  

effective tax rates are both based on taxable income. Mary actually had a gross income of $88,000, 

but $10,000 of that income came from non-taxable sources and she had $18,000 in deductions 

and exemptions ($88,000 gross income – $10,000 non-taxable income – $18,000 deductions and 

exemptions = $60,000 taxable income). If you look at the amount of tax that Mary paid as a percentage 

of her gross income, it would be only 12.5% ($11,000 tax $88,000 gross income = 12.5%). So, Mary’s 

marginal tax rate is 30%, her effective tax rate is 18.33% and her tax as a percentage of her gross 

income is 12.5%.
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I received a call from a client one day who was trying to decide whether to 
accept a promotion at work (and the increased income that would come 
with it). He knew from our previous conversations that he was on the cusp 
of entering the next tax bracket—a 10% jump from his current one. He was 
worried that earning extra money because of the promotion would suddenly 
push him into a new tax bracket and he would be stuck paying 10% more on 
all of his taxable income.

This, of course, was not the case. If it were, the increased taxes from the 
higher tax bracket would effectively cancel out his raise or possibly make him 
worse off than before. What he did not understand was that only the new 
income would be subject to the higher tax rates. I have found this to be a very 
common misconception.

The Alternative Minimum Tax (AMT)
Up to this point in the chapter, I imagine everything has been fairly straight-
forward. You have been able to follow and understand the terminology, prin-
ciples, and formulas that determine how much tax you must pay. Don’t get 
caught thinking anything in the tax code is straightforward, though! Remember, 
nothing is simple or straightforward in the tax code . . . nothing.

A prime example of complication in the tax code is the Alternative Minimum 
Tax (AMT). Once you have completed the first portion of the tax formula and 
have computed your total income tax, the government reserves the right to 
determine that the income tax you owe is not high enough. To ensure that 
your tax is at least as high as it “should” be, you may be required to recalculate 
your tax using a different (or alternative) formula. This alternative formula 
calculates the tax that you would owe if they were to take away some of your 
deductions, add in some of your tax-exempt income, and then calculate a tax 
based on a new (higher) set of tax brackets.

Once you have completed the second formula, you then compare your new 
tax figure with the original income tax. If the alternative tax is higher than 
the original tax, you must pay the additional amount. This new, higher tax is 
appropriately named the Alternative Minimum Tax. You see, there is a minimum 
amount you should pay, in their eyes, and so you are not allowed to use the 
standard rules if it results in a tax that is too low.

The AMT is becoming an increasingly important area of tax planning. It is 
affecting more and more people each year because the income levels that it 
applies to are not linked to inflation. Many people who are far from “rich” are 
finding out the hard way that the AMT is a part of their tax formula. It can have 
a significant financial impact on people with relatively modest incomes. You 
will find a more in-depth discussion of the AMT and the strategies available to 
reduce it in Part 7 of this book.
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Credits (Non-Refundable)
Now we have arrived at the good stuff. Credits are the biggest, juiciest berries 
on the bush. If they are available to you (determined by your AGI), they can 
bring a lot of “bang for your buck.” Here is how non-refundable credits fit into 
the tax formula:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–  Deductions (Standard or Itemized)

–  Exemptions

=  Taxable Income

×  Tax Rates

=  Income Tax (or AMT)

–  Credits (Non-Refundable)

=  Cannot equal less than $0 at this point

It is important to understand the difference between a credit and a deduction: 
they are not one and the same. In fact, they are dramatically different. 
Deductions reduce your taxable income. That means that your tax savings 
from a deduction is equal to your marginal tax rate multiplied by the amount 
of the deduction.

➫ Example  If your marginal tax rate is 15%, you will pay $15 in taxes for every additional $100 

you earn (until you reach the next tax bracket). Conversely, for every $100 you have in deductions, 

you will save $15 in taxes. Deductions reduce your taxes proportionate to your tax bracket—so the 

higher your tax bracket is, the more valuable deductions can be.

Credits, on the other hand, reduce your taxes (not taxable income) directly. 
For every $100 you have in credits, you will save $100 in taxes. Credits reduce 
your taxes dollar for dollar, whereas deductions reduce your taxes only by the 
percentage of your marginal tax rate. This gives credits a very important role 
in your tax formula.

The first credits available on the tax return are non-refundable. In other 
words, these credits can reduce your tax to $0, but no less (they can’t create 
a refund greater than the amount of tax you have paid or withheld—hence 
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the term non-refundable). Even though they cannot create a surplus refund, 
reducing your tax to $0 is still really good. Some of the more common non-
refundable credits are:

Child Tax Credit•	

Child and Dependent Care Credit•	

Education Credits•	

Residential Energy Credits•	

Elderly and Disabled Credits•	

Foreign Tax Credit•	

Retirement Savings Contribution Credit•	

Adoption Credit•	

Prior Year AMT Credit•	

General Business Credits•	

Understanding which of these credits apply to your situation can make a 
significant difference in the taxes that you owe.

Other Taxes
In addition to the regular income tax and the Alternative Minimum Tax, there are 
a few other taxes that enter the picture in the next portion of the formula:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–  Deductions (Standard or Itemized)

–  Exemptions

=  Taxable Income

×  Tax Rates

=  Income Tax (or AMT)

–  Credits (Non-Refundable)

=  Cannot equal less than $0 at this point

+  Other Taxes
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For some people the “other” group of taxes can be more significant than the 
income tax and AMT. Two factors contribute to this. The first is that these 
“other” taxes are determined without regard to adjustments, deductions, exemp-
tions, or credits. Therefore, you can’t reduce these additional taxes through 
traditional methods. Second, these additional taxes do not count toward mini-
mum tax calculation to reduce the gap between the regular and minimum tax. 
The “other” taxes are in addition to the regular tax and the AMT.

A good illustration of this is in the tax return of a client I’ll call Bob. Bob has 
an above-average income. He also has a lot of personal expenses that qualify 
as deductions. In fact, by the time you subtract all of his deductions from his 
income, Bob has zero taxable income—no tax!

Unfortunately for Bob, however, most of his income comes from owning  
a business. Even though he has no income tax liability, he is on the hook for an 
“other” tax—the self-employment tax. The self-employment tax is calculated 
separately from income taxes, without regard to personal adjustments, deduc-
tions, exemptions, or credits. It is a flat 15.3% tax of his net business income. As a 
result, he pays several thousand dollars in taxes each year that he wouldn’t have 
owed if his income had come from another source, such as from investments.

Included in the group of “other” taxes are:

Self-employment tax•	

Penalties for early withdrawal of retirement funds•	

Taxes on tips•	

Taxes on household employees (such as a maid or nanny)•	

Repayment of the homebuyer credit•	

Just when you think you have made it safely through the tax maze and are 
aware of what you owe, these other taxes can jump out and get you. This is 
an area of the tax return where careful planning can make a big difference for 
business owners.

Credits (Refundable)
In the world of taxes, it doesn’t get any better than this. If the “other taxes” 
section of Form 1040 were to be named the “devil of the tax return,” refund-
able credits would be the “guardian angel,” ready to save you in the end. If you 
qualify for these special credits, they will be the best part of your tax return. 
Here they are, near the end of the calculation:
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+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–  Deductions (Standard or Itemized)

–  Exemptions

=  Taxable Income

×  Tax Rates

=  Income Tax (or AMT)

–  Credits (Non-Refundable)

=  Cannot equal less than $0 at this point

+  Other Taxes

–  Credits (Refundable)

There are two reasons why the refundable credits play such an angelic role. 
First, these credits come after the “other taxes” section on the tax return. 
This means that, unlike the non-refundable credits, these credits can reduce 
your entire tax bill, including penalties and the self-employment tax. Second, 
these credits are refundable. What this really means is that even if your tax 
bill is zero, these credits can take your tax bill into negative territory. In other 
words, these credits can make the government owe you money. Even if you 
haven’t paid one dime in taxes, you could get a “refund.” These credits are 
treated the same as if they were “payments” that you had made.

➫ Example  After taking into account all of Nancy’s income, adjustments, deductions, exemptions, 

and non-refundable credits, her tax liability is $0. During the year she had $500 withheld from her 

paycheck. Nancy also qualifies for $1,000 of Earned Income Credit (a refundable credit). Under 

normal circumstances, if she owed no taxes she would get a refund of the $500 that was withheld 

from her paycheck. However, because the Earned Income Credit is refundable, she will also receive 

an additional $1,000 “refund” because of the credit, for a total refund of $1,500—even though she 

paid only $500 in taxes during the year!

I’m not sure that “refund” is the appropriate word for this scenario, but 
whatever you call it, this is a great tax break for those who qualify. The most 
common refundable credits are:

Earned Income Credit•	

Additional Child Tax Credit•	
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American Opportunity Credit•	

Adoption Expenses•	

Health Coverage Tax Credit•	

In addition to the credits listed above, there are a few other refundable credits 
available for taxes that you were required to pay but should not have been. 
These are:

Excess Social Security Tax Withheld•	

Tax on Fuels (for off-road use)•	

Minimum Tax•	

The old adage of   “save the best for last” definitely applies here. The best part 
of the tax formula comes at the end in the form of refundable credits.

The Calculation Is Complete
As you can see, each section of the tax return plays an integral part in the 
formula that determines your tax. Understanding each part is the foundation 
of successful tax planning. The final piece of the formula is to subtract any 
payments that you have made, which will give you the final determination of 
whether you owe the government money or they owe you. Here is one last 
look at the complete formula:

+  Income

–  Deductions (Adjustments to Income)

=  Adjusted Gross Income (AGI)

–  Deductions (Standard or Itemized)

–  Exemptions

=  Taxable Income

×  Tax Rates

=  Income Tax (or AMT)

–  Credits (Non-Refundable)

=  Cannot equal less than76.5 pt $0 at this point

+  Other Taxes

–  Credits (Refundable)

–  Payments

=  Taxes Due or Refund
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No longer need you be confused by all of the lingo and jargon of the tax 
world. No longer should you be intimidated by the complexity of the code. 
With this solid foundation under your belt, you are more prepared to move 
forward and take control of one of the biggest and most complex expenses 
in your life.

 Note  Be sure to read the remaining chapters in Part 1 before going on to the rest of this book in 

order to gain a deeper understanding of the different types of income, the effects of filing status, the 

role of dependency exemptions, and some of ways that the tax code is rigged against you. Once you 

have a firm grasp of the information presented in Part 1, the remaining chapters and appendices of 

the book will help you discover strategies you can use within each section of the tax return, as well as 

recognize what value they may have in your individual circumstances. You will be ready to recognize 

and harvest the juiciest berries on your unique taxberry bush.



Income
Not All Income Is Created Equal

It seems like politicians never tire of discussing whether the rich pay their fair 
share of taxes. In  the 2012 election, there was much discussion in the political 
arena about the fact that Warren Buffett (one of the wealthiest people in the 
world) pays taxes at a lower marginal rate than his secretary. “How can a man 
who is worth billions and earns millions every year have a lower tax rate than 
his middle-class secretary?” they would say. “What tricks do his accountants 
and attorneys use to get his taxes so low? What secrets do they know?”

In reality, there is no secret involved in how he reduced his tax rates. The key 
to his tax prowess lay in the very open and obvious parts of the tax code 
that are related to income. Warren Buffett does not have lower tax rates 
because of complex schemes involving hidden deductions, credits, and off-
shore accounts. He has reduced his tax rate by shifting his sources of income 
to those given preferential treatment in the tax code.

The great news is that his “secrets” to lower tax rates are available to every-
one. Even better, through conscious effort you too can shift your income to 
these preferred sources—lowering your overall tax rate every step of the 
way. To do so, you must first gain an understanding of each type of income and 
how each is taxed. Then you will be ready to carefully plan a way to get your 
effective tax rate as low as possible.

Here again is the list of the categories of income sources (from Chapter 2), 
each of which has a unique method of taxation:

Ordinary income•	

Tax-exempt income (no tax)•	

Preferred income (lower than normal tax rates)•	

3
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