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Meet John Q. Sailor, our guinea pig for 
examining tax transactions and how they 
affect us as taxpayers. John is 32, single, 
earned $61,000 last year sailing and 
collected $14,620 in vacation pay. John 
withheld a total of $12,130 in Federal Taxes 
and is hoping for a refund. 
 
We’re going to make John a Massachusetts 
resident and every tax we examine will be 
calculated for tax year 2006. 
 
 

 
From the start, we see that John has a gross 
income of $75,620 (line 7). John’s Adjusted 
Gross Income (AGI) (line 37) is the same as 
line 7. Adjusted gross income is an extremely 
important concept. Most phase outs are 
calculated from this number (child tax c
student loan interest, alternative minimum
tax, etc...) The lower the AGI, the more 
benefits and fewer penalties.  

redits, 
 

 
Line 40 identifies (itemized OR standard) 
deduction. This is one or the other. If your 
itemized deductions EXCEED your standard 
deduction of $5,150 in this case, you will 
itemize. In this example, John does not have 
enough deductions to itemize, so he will take 
the standard deduction. 
 
Your itemized or standard deduction is 
subtracted from your adjusted gross income. 
 
Exemptions (line 42) are essentially 
calculated by multiplying the number of 
exemptions (husband, wife, dependants) 
times $3,300 per exemption. In John’s case, 



he doesn’t have a wife or children, so 
he receives one exemption of $3,300. 
Your exemptions are subtracted from 
AGI.  
 
After subtracting his standard 
deduction and exemption, John’s 
taxable income (line 43) is $67,170. 
 
Next we calculate John’s tax. We pull 
out the IRS tax tables and they tell us 
for a taxable income (TI) of $67,170, 
we apply a tax of $4,220 plus 25% of 
any amount over $30,650. This gives u
a tax (line 63) of $13,351. In this 
example, John also has a telephone 
excise credit (line 71) of $30. 
Unfortunately, John didn’t withhold 
enough (line 72) and will have an 
amount due (line 76) of $1,221. 

s 

 
Looks like he won’t be using his refund 
to buy that Bobcat he wanted… 
 
 

 
 

Understanding your Marginal Tax Rate (MTR) 
 

There are two very important tools used in examining your 
tax scenario for planning purposes.  
 
First is your Effective Tax Rate (ETR). Your ETR is how 
you are taxed overall. John had a tax of $13,351 on $75,620 
in income. If we divide the tax by income, we get an 
effective tax rate of 17.66%. This is how John was taxed on 
his overall return. 
 

Second is your Marginal Tax Rate (MTR). Your MTR is how you will be taxed on the 
next dollar you earn. Remember the IRS tables said “we apply a tax of $4,220 plus 25% 
of any amount over $30,650”. John’s MTR is 25% (as we add income, he will be taxed 
on that income at 25%). If we added $1 in income, it would cost us a quarter. This (MTR) 
is John’s tax bracket as well. 
 

 
 



Why is MTR important? 
 
The higher our MTR, the less income we want to recognize (claim on our taxes). 
Currently our highest MTR is 35%. As our income increases substantially, we enter a 
higher tax bracket and our MTR changes. It is important to either deduct (using itemized 
deductions), exclude (change the character of the income to a form that is not taxed), or 
defer (push the recognition of income to a later date). 
 

Easy example – 1 
 

John had gone to the union hall on December 27 of 2006 and applied for vacation. Now 
let’s say he waited until January 3 of 2007 to apply for vacation. John could have 
deferred recognizing $14,620 in vacation pay for an entire year! John’s MTR is 25%. 
That would have reduced his tax by $3,655. If John had waited one week he would have 
had the benefit of that money for an entire year longer before recognizing it on his tax 
return. John would have had almost $1,000 in refund money towards that Bobcat! 
 

Easy example – 2 
 
John didn’t make any contributions to his 401(k). 401(k) contributions can be excluded 
from taxable income. If John had put $5,000 into his 401(k), he would have fallen into 
the refund range. John would also get to have this contribution grow tax free until it is 
withdrawn. 
 

 
 

 
 

In Summary 
 

This is a simple start. These are very important concepts. In future articles, we will build 
upon this. We will note individual (just from the one article), and overall (incorporating 

techniques in other articles) summaries at the end of each article. We’ll see that no single 
deduction is the answer.  

It’s in the plan! 
 

Individual Summary 
 
Gross Income –  $75,620 
Taxable Gross Income - $75,620 
Adjusted Gross Income – $75,620 
Standard/Itemized Deduction – $5,150 
Tax – $13,351 
 
Original Tax - $13,351 
Percent Difference – 0% 



 
Overall Summary (with example 2 only) 

 
Gross Income – $75,620 
Taxable Gross Income - $70,620 
Adjusted Gross Income – $70,620 
Standard/Itemized Deduction – $5,150 
Tax – $12,101 
 
Original Tax - $13,351  
Percent Difference (tax savings) – 9.4% 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 


