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marginal rate. They continue to have as 
much incentive to give the next dollar to 
charity. I’ll describe when the marginal 
benefit of a deduction is affected later.

The marginal tax rate is increased. 
If this couple, who nominally is in a 
39.6-percent bracket, earns an extra 
dollar while keeping deductions the 
same, the marginal tax paid will be 
40.788 percent, so the marginal tax rate 
is increased. This affects the relative 
value of tax-exempt income.

The Calculations

Table 1 shows the calculation for 
taxpayers whose income exceeds the 
threshold amount. The deduction 
($50,000 in our example) is reduced 
by the lesser of (a) 3 percent of the 
amount of income over the threshold 
or (b) 80 percent of the amount of 
deductions. In our example, 3 percent 
of $200,000 (= $500,000 income – 
$300,000 threshold) is $6,000. Eighty 
percent of the $50,000 is $40,000. Since 
$6,000 is less than $40,000, the $50,000 

expenses, investment interest, casualty 
and theft losses, and gambling losses are 
not affected by this provision.

Illustrations of the Effects

The total amount of one’s deductions is 
reduced. Under the rules that applied 
in 2012, the $50,000 would have been 
deducted from the income, leaving 
$450,000 of taxable income. The new 
rule means that only $44,000 is deduct-
ible, so the taxable amount is $456,000. 
At a marginal rate of 39.6 percent, this 
works out to an additional tax of $2,376. 
Both the taxes paid and the average tax 
rate are higher than they were before 
the Pease Amendment was applied.

The marginal benefit for most tax-
payers will still be the marginal rate. If 
that couple made an additional dollar 
in charitable donations, bringing their 
deductions to $50,001, the couple would 
enjoy the full benefit of the extra $1 
deduction at their marginal rate. For 
most taxpayers (especially those with 
mortgages and state income taxes), 
the marginal benefit will still be their 

T he American Taxpayer Relief 
Act of 2012 reintroduced the 
Pease Amendment (named 

after the congressman who created it). 
This change created some confusion 
that this article will clear up.1 When I 
Googled “Pease Amendment,” the first 
item returned was titled “Limitations 
on Itemized Deductions.” While tax 
accountant types might view the Pease 
Amendment (hereafter “Pease”) as a 
limitation on deductions, most ordinary 
persons would not interpret it as such. 
Most people think of a limit on deduc-
tions as a ceiling or maximum allowable 
amount. Pease does not create such a 
limit. The bottom line is that for many 
of the wealthy who are impacted by 
Pease the marginal value of a deduction 
remains equal to their marginal tax rate, 
but the total value of the deduction is 
reduced thereby increasing the aver-
age tax rate. It also slightly increases 
the marginal tax rate for some people. 
First I will describe who is affected, then 
I will use an example to illustrate the 
effects. Finally, for those who can stand 
tax calculations, I provide the mechan-
ics of the adjustment.

Who is Affected

Beginning with the 2013 tax year, Pease 
applies to married taxpayers with an 
adjusted gross income (AGI) of at least 
$300,000 ($275,000 for heads of house-
holds, $250,000 for single persons) 
that is called the threshold amount. 
For this article, these are the taxpayers 
with whom we are concerned. As an 
example, let’s use a couple with a gross 
income of $500,000 and itemized deduc-
tions of $50,000 from a combination of 
state taxes, mortgage interest, and chari-
table donations. Deductions for medical 
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TABLE 1: calculation for taxpayers whose income exceeds 
threshold amount

Base Deductions + $100

Gross Income 500,000 500,000

Deductions 50,000 50,100

Calculation of Pease Adjustment

Excess over Threshold 200,000 200,000

3% of Excess 6,000 6,000

80% × Deductions 40,000 40,080

Pease Adjustment (lesser) 6,000 6,000

Adjustment Deductions 44,000 44,100

Taxable Income 456,000 455,900

Federal Tax @ 39.6% 180,576 180,536

Marginal Effect of + $100 Deduction (39.60)
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Important: This is not legal or tax 
advice. You should always consult 
with your attorney or tax advisor 
prior to taking any planning action. 
IRS Circular 230 Disclosure: Pursuant 
to IRS Regulations, we inform you 
that anything contained in this 
communication (including any 
attachments) is not intended or written 
to be used, and cannot be used, for 
the purpose of (i) avoiding tax related 
penalties or (ii) promoting, marketing 
or recommending to another party any 
transaction or matter addressed herein.

the first spouse to die. Use of a single 
marital trust may permit the executor to 
make tax elections to qualify portions of 
the trust for the federal and state marital 
deductions and divide the trust without 
the need for the participation of the 
spouse. This determination can be made 
up to 15 months after the first death. 
The additional advantage of waiting 
for 15 months is that if the surviving 
spouse dies shortly after the decedent, 
planning can be done to maximize the 
tax benefits for both estates.

With the recent decision in United 
States v. Windsor, legally married 
same-sex couples in the 13 states and 
the District of Columbia that recognize 
same-sex marriage will be eligible for 
portability as well. All in all, portability, 
although adding complexity, is a  
positive development for clients and 
their advisors. 
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unused exclusion amount. The federal 
estate tax return (Form 706) is due nine 
months from the date of death or 15 
months with an extension. If no federal 
estate tax is otherwise due in the first 
decedent’s estate and where the estate is 
small, filing a return may be an expensive 
undertaking, especially if there are 
illiquid assets that must be appraised. 
If there is a second spouse who would 
receive the advantage of the decedent’s 
DSUE, assets left to the decedent’s 
children by a prior marriage as part of a 
residue may have to foot the bill, so the 
question of who pays for preparation of 
the 706 must be considered.

Building in Flexibility

Many advisors are looking with 
increased interest at disclaimer 
planning. Under such a plan, the 
survivor may disclaim benefits left to 
him or her outright in favor of a credit-
shelter trust at a time when the estate’s 
value and the tax regime are known. 
However, a disclaimer must be made 
within nine months after the death of 

of deductions is reduced by $6,000 resulting in the deduction 
of $44,000.

Note the critical value when 3 percent of the income over 
the threshold is equal to 80 percent of the deductions. This 
occurs when deductions equal (0.03 / 0.8) multiplied by the 
income in excess of the threshold. In our example, this would 
be $7,500 or 1.5 percent of the gross income. Below that level, 
the marginal value of a deduction is 20 percent. Above that 
level, the value is the marginal tax rate of 39.6 percent.

Taxpayers who pay state income tax or who have mortgage 
debt generally will have deductions in excess of this critical 
value. Taxpayers who live in states without income tax and who 
have no mortgage debt may not. If their charitable deductions 
are below this level then the marginal benefit is only 20 per-
cent, considerably less than the 39.6-percent maximum rate.

For consultants with high-net-worth clients, understand-
ing the Pease provision is useful for counseling on the value 

of charitable donations and the benefits of tax-exempt 
income. 
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Endnote

1	 This article is meant to provide general information and insight into 
one component of the recent tax law change. For simplicity and clarity 
I ignore some situations. Taxpayers should consult a tax professional 
for further information.
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