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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description and analysis of the revenue provi-
sions contained in the President’s Fiscal Year 1999 Budget pro-
posal, as submitted to the Congress on February 2, 1999.2 For the
revenue provisions, there is a description of present law and the
proposal (including effective date), a reference to any recent prior
legislative action or budget proposal submission, and some analysis
of related issues. The staff budget estimates of the President’s reve-
nue proposals for fiscal years 1998-2008 will be a separate docu-
ment.

This pamphlet does not include a description of certain proposed
user fees (other than those associated with the financing of the Air-
port and Airway Trust Fund) contained in the President’s Fiscal
Year 1999 Budget.

1This pamphlet may be cited as follows: Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 1999 Budget Proposal (JCS—4-98), February
24, 1998.

2See Department of the Treasury, General Explanations of the Administration’s Revenue Pro-
posals, February 1998. Office of Management and Budget, Budget of the United States Govern-
ment, Fiscal Year 1999: Analytical Perspectives (H. Doc. 105-177, Vol III), pp. 41-77.
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I. PROVISIONS REDUCING REVENUES
A. Child Care Provisions

1. Expand the dependent care tax credit

Present Law

In general

A taxpayer who maintains a household which includes one or
more qualifying individuals may claim a nonrefundable credit
against income tax liability for up to 30 percent of a limited
amount of employment-related dependent care expenses (sec. 21).
Eligible employment-related expenses are limited to $2,400 if there
is one qualifying individual or $4,800 if there are two or more
qualifying individuals. Generally, a qualifying individual is a de-
pendent under the age of 13 or a physically or mentally incapaci-
tated dependent or spouse. No credit is allowed for any qualifying
individual unless a valid taxpayer identification number (TIN) has
been provided for that individual. A taxpayer is treated as main-
taining a household for a period if the taxpayer (or the taxpayer’s
spouse, if married) provides more than one-half the cost of main-
taining the household for that period.

Employment-related dependent care expenses are expenses for
the care of a qualifying individual incurred to enable the taxpayer
to be gainfully employed, other than expenses incurred for an over-
night camp. For example, amounts paid for the services of a house-
keeper generally qualify if such services are performed at least
partly for the benefit of a qualifying individual; amounts paid for
a chauffeur or gardener do not qualify.

Expenses that may be taken into account in computing the credit
generally may not exceed an individual’s earned income or, in the
case of married taxpayers, the earned income of the spouse with
the lesser earnings. Thus, if one spouse has no earned income, gen-
erally no credit is allowed.

The 30-percent credit rate is reduced, but not below 20 percent,
by 1 percentage point for each $2,000 (or fraction thereof) of ad-
justed gross income (AGI) above $10,000. Thus, the credit is never
completely phased-out for higher-income individuals.

Interaction with employer-provided dependent care assist-
ance

For purposes of the dependent care credit, the maximum
amounts of employment-related expenses ($2,400/$4,800) are re-
duced to the extent that the taxpayer has received employer- pro-
vided dependent care assistance that is excludable from gross in-
come (sec. 129). The exclusion for dependent care assistance is lim-

(2)
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ited to $5,000 per year and does not vary with the number of chil-
dren.

Description of Proposal

The proposal would make several changes to the dependent care
tax credit. First, the credit percentage would be increased to 50
percent for taxpayers with an AGI of $30,000 or less. For taxpayers
with AGI between $30,001 and $59,000, the credit percentage
would be decreased by 1 percent for each $1,000 of AGI, or fraction
thereof, in excess of $30,000. The credit percentage would be 20
percent for taxpayers with AGI of $59,001 or greater. Second,
under the proposal, an otherwise qualifying taxpayer would gen-
erally qualify for the dependent care tax credit if the taxpayer re-
sided in the same household as the qualifying child regardless of
whether the taxpayer contributed over one-half the cost of main-
taining the household. However, in the case of married couple filing
separately, the taxpayer claiming the dependent care tax credit
would still have to satisfy the present-law household maintenance
test to receive the credit. Third, the dollar amounts of the starting
point of the new phase-down range and the maximum amount of
eligible employment-related expenses would be indexed for infla-
tion.

The present-law reduction of the dependent care credit for em-
ployer-provided dependent care assistance would not be changed

Effective Date

Generally, the proposal would be effective for taxable years be-
ginning after December 31, 1998. The starting point of the phase-
down range and the maximum amounts of eligible employment-re-
lated expenses would be indexed for inflation for taxable years be-
ginning after December 31, 1999.

Prior Action

The House version of the Taxpayer Relief Act of 1997 would have
made two changes relating to the dependent care credit. These
changes were not enacted. First, the child tax credit would have
been reduced by one-half of the dependent care credit for AGI in
excess of $60,000 for married individuals filing a joint return,
$33,000 for heads of households and single individuals, and
$30,000 for married individuals filing separately. No reduction
would have been made with respect to dependents who were phys-
ically or mentally incapable of self-care. Second, the sum of the
child tax credit and the dependent care credit would have been
phased out for taxpayers with modified AGI in excess of certain
thresholds. For these purposes, modified AGI would have been
computed by increasing the taxpayer’s AGI by the amount other-
wise excluded from gross income under Code sections 911, 931, and
933 (relating to the exclusion of income of U.S. citizens or residents
living abroad, residents of Guam, American Samoa, and the North-
ern Mariana Islands, and residents of Puerto Rico, respectively).
For married individuals filing a joint return, the threshold would
have been $110,000. For taxpayers filing as a head of household or
a single individual, the threshold would have been $75,000. For
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married taxpayers filing separate returns, the threshold would
have been $55,000.

Analysis

Overview

The proposed expansion of the dependent care tax credit involves
several issues. One issue is the government’s role in encouraging
parents (or “secondary” workers in childless couples) to work in the
formal workplace versus in the home. A second issue is the appro-
priate role of government in providing financial support for child
care. A third issue involves the increased complexity added by this
proposal and the effect of the phaseout provisions on marginal tax
rates. Each of these issues are discussed in further detail below.

Work outside of the home

One of the many factors influencing the decision as to whether
the second parent in a two-parent household works outside the
home is the tax law.3 The basic structure of the graduated income
tax may act as a deterrent to work outside of the home. The reason
for this is that the income tax taxes only labor whose value is for-
mally recognized through the payment of wages.4 Work in the
home, though clearly valuable, bears no taxation. One way to see
the potential impact of this bias is to consider the case of a parent
who could work outside the home and earn $10,000. Assume that
in so doing the family would incur $10,000 in child care expenses.
Thus, in this example, the value of the parent’s work inside or out-
side the home is recognized by the market to have equal value.5
From a purely monetary perspective (ignoring any work-related
costs such as getting to work, or buying clothes for work), this indi-
vidual should be indifferent as between working inside or outside
the home. The government also should be indifferent to the choice
of where this parent expends the parent’s labor effort, as the eco-
nomic value is judged to be the same inside or outside the home.
However, the income tax system taxes the labor of this person in
the formal marketplace, but not the value of the labor if performed
in the home. Thus, of the $10,000 earned in the market place, some

ortion would be taxed away, leaving a net wage of less than
510,000. 6 This parent would be better off by staying at home and
enjoying the full $10,000 value of home labor without taxation.?

Because labor in the home bears no taxation, most economists
view the income tax as being biased towards the provision of home
labor, resulting in inefficient distribution of labor resources. For ex-

3This discussion applies to childless couples as well.

4Baﬁter transactions involving labor services would generally be subject to income taxation
as well.

5A neutral position is taken in this analysis as to whether actual parents can provide better
care for their own children than can other providers. Thus, since the child care can be obtained
in the marketplace for $10,000 in this example, it is assumed that this is the economic value
of the actual parent doing the same work.

6The tax on “secondary” earners may be quite high, as the first dollar of their earnings are
taxed at the highest Federal marginal tax rate applicable to the earnings of the “primary” earn-
ing spouse. Additionally, the earnings will face social security payroll taxes, and may bear State
and local income taxes as well. For further discussion of this issue, see Joint Committee on Tax-
ation, Present Law and Background Relating to Proposals to Reduce the Marriage Tax Penalty
(JCX~-1-98), January 27, 1998.

7Even with the present lower child care credit, the net wage would still be lower because of
the social security taxes and any income taxes for which the taxpayer would be liable.
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ample, if the person in the above example could earn $12,000 in
work outside the home and pay $10,000 in child care, work outside
the home would be the efficient choice in the sense that the labor
would be applied where its value is greatest. However, if the
$12,000 in labor resulted in $2,000 or more in additional tax bur-
den, this individual would be better off by working in the home.
The government could eliminate or reduce this bias in several
ways. First, it could consider taxing the value of “home produc-
tion.” Most would consider this not feasible for administrative rea-
sons and unfair. The second alternative would be to try to elimi-
nate or reduce the burden of taxation on “secondary” earners when
they do enter the formal labor force. This approach has been used
in the past through the two-earner deduction (from 1982-1986),
which allows a deduction for some portion of the earnings of the
lesser-earning spouse. 8 Another approach, and part of present law,
is to allow a tax credit for child care expenses, provided both par-
ents (or if unmarried, a single parent) work outside the home. This
latter approach is targeted at single working parents and two-earn-
er families with children, whereas the two-earner deduction applied
to all two-earner couples regardless of child care expenses.

The proposal to expand the dependent care credit would reduce
the tax burden on families that pay for child care relative to all
other taxpayers. Alternatives such as expanding the child tax cred-
it or the value of personal exemptions for dependents would target
tax relief to all families with children regardless of the labor
choices of the parents. However, families without sufficient income
to owe taxes would not benefit. If the objective were to further as-
sist all families with children, including those with insufficient in-
come to owe taxes, one would need to make the child credit refund-
able.

Proponents of the proposal argue that child care costs have risen
substantially, and the dependent care credit needs to be expanded
to reflect this and ensure that children are given quality care. Op-
ponents would argue that the current credit is a percentage of ex-
penses, and thus as costs rise so does the credit. However, to the
extent one has reached the cap on eligible expenses, this would not
be true. Furthermore, the maximum eligible employment-related
expenses and the income levels for the phaseout have not been ad-
justed for inflation since 1982 when the amounts of maximum eligi-
ble employment-related expenses were increased. It also could be
argued that the increase is needed to lessen the income tax’s bias
against work outside of the home. However, the increase in the
number of two-parent families where both parents work might sug-
gest that any bias against work outside of the home must have
been mitigated by other forces, such as perhaps increased wages
available for work outside of the home. Others would argue that
the increasing number of two-earner couples with children is not
the result of any reduction in the income tax’s bias against work
outside of the home, but rather reflects economic necessity in many
cases.

8Joint Committee on Taxation, Present Law and Background Relating to Proposals to Reduce
the Marriage Tax Penalty (JCX-1-98) at 6, January 27, 1998.
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Opponents of the proposal contend that all families with children
should be given any available tax breaks aimed at children, regard-
less of whether they qualify for the dependent care tax credit. This
latter group may cite as support for their position that the size of
the personal exemption for each dependent is much smaller than
it would have been had it been indexed for inflation in recent dec-
ades. In their view, even with the addition of the child tax credit,
the current tax Code does not adequately account for a family with
children’s decreased ability to pay taxes.

It is not clear whether opponents of the proposal also believe that
there should be biases in the income tax in favor of a parent stay-
ing at home with the children. It should be noted that married cou-
ples with children in which both parents work are often affected by
the so-called marriage penalty.® Conversely, those for whom one
parent stays at home generally benefit from a “marriage bonus.”
The proposal to increase the dependent care credit can be thought
of as a proposal to decrease the marriage penalty for families with
children. 10

Thus, in general, the marriage penalty creates an incentive for
one of the parents to stay at home. Proposals to eliminate or reduce
the marriage penalty that do not also increase the marriage bonus
may imply that there will be greater incentives for both parents to
work outside of the home. For example, the marriage penalty pro-
posals that would tax the husband and wife separately at the sin-
gle schedule, thus eliminating the marriage penalty, would imply
that the stay-at-home parent would now face a tax liability on any
labor income that is lower than he or she would have faced if the
couple were taxed under the married joint schedule of present law.
Hence, this taxpayer would have a greater incentive to work out-
side the home.

The appropriate role of government

Another argument against the proposal is that, by giving an in-
creased amount of credit based on money spent for child care, the
proposal contributes to a distortion away from other forms of con-
sumption and an incentive to overspend on child care. A counter-
argument is that there are positive externalities to quality child
care, and thus a distortion that encourages additional spending on
child care is good for society. However, opponents would counter
this argument with a similar argument that the best quality child
care will come from the actual parents, and thus if there should be
any bias in the provision of child care for reasons of quality it
should be a bias towards parents providing their own child care.
Such an argument is less tenable, however, for single parents for
whom work outside of the home is a necessity. Another response
is that, given the assumption that the government should subsidize
child care, there are better ways to improve availability and afford-
ability of adequate child care than through the tax code. It is pos-
sible that a direct spending initiative would be more efficient and
administrable.

9See Joint Committee on Taxation, Present Law and Background Relating to Proposals to Re-
duce the Marriage Tax Penalty (JCX-1-98) at 10, January 27, 1998.

10Married couples with children in which both spouses work and that receive a marriage
bonus would also benefit from the dependent care proposal.
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Complexity and marginal rate issues

Some argue that the increased number (see the discussion of the
employer tax credit for expenses of supporting employee child care
in Part I.A.2., below of this pamphlet) and complexity of provisions
in the tax code for social purposes (e.g., this proposal) complicates
the tax system and undermines the public’s confidence in the fair-
ness of the income tax. Others respond that tax fairness should
sometimes outweigh simplicity for purposes of the tax Code.

Some argue that the replacement of the maintenance of house-
hold test with a residency test is a significant simplification. Oth-
ers respond that taxpayers’ compliance burden will not be signifi-
cantly reduced because the dependency requirement which is re-
tained under the proposal requires the application of a set of rules
with a compliance burden similar to that of the maintenance of
household test.

The proposal’s modifications relating to the phase-out of the cred-
it raise the tax policy issue of complexity. By phasing out the de-
pendent care credit over the $30,000 to $60,000 income range,
many more families are likely to be in the phase-out ranges and
thus have their marginal tax rates raised by this proposal relative
to current law, which phases out a portion of the credit over the
income range of $10,000 to $30,000. The increased number of fami-
lies required to apply a phase-out alone is an increase in complex-
ity. Additionally, the taxpayer’s phaseout occurs at a steeper rate
than under present law. Present law has a reduction in the credit
rate of 1 percent for each additional $2,000 of AGI in the phase-
out range. This proposal would reduce the credit rate by 1 percent
for each $1,000 of AGI in the phase-out range. The marginal tax
rate implied by the phaseout is thus twice as great as the marginal
tax rate under present law. Under present law, a taxpayer with
maximum eligible expenses of $4,800 will thus lose $48 in credits
for each $2,000 of income in the phase-out range, which is equiva-
lent to a marginal tax rate increase of 2.4 percentage points ($48/
$2,000). Under the proposal, marginal tax rates would be increased
by 4.8 percentage points ($48/$1,000) for those in the phase-out
range. Thus, the dependent care credit could decrease work effort
for two reasons. By increasing marginal tax rates for those in the
phase-out range, the benefit from working is reduced. Additionally,
for most recipients of the credit, after-tax incomes will have been
increased, which would enable the taxpayer to consume more of all
goods, including leisure. A positive effect on labor supply will exist
for those currently not working, for whom the increased credit
might be an incentive to decide to work outside of the home. 11

2. Employer tax credit for expenses of supporting employee
child care

Present Law

Generally, present law does not provide a tax credit to employers
for supporting child care or child care resource and referral serv-

11 For further discussion of the impact of this provision on marginal tax rates and labor sup-
ply, see Joint Committee on Taxation, Present Law and Analysis Relating to Individual Effective
Marginal Tax Rates (JCS-3-98), February 3, 1998.
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ices.12 An employer, however, may be able to claim such expenses
as deductions for ordinary and necessary business expenses. Alter-
natively, the taxpayer may be required to capitalize the expenses
and claim depreciation deductions over time.

Description of Proposal

Employer tax credit for supporting employee child care

Under the proposal, taxpayers would receive a tax credit equal
to 25 percent of qualified expenses for employee child care. These
expenses would include costs incurred: (1) to acquire, construct, re-
habilitate or expand property that is to be used as part of a tax-
payer’s qualified child care facility; (2) for the operation of a tax-
payer’s qualified child care facility, including the costs of training
and continuing education for employees of the child care facility; or
(3) under a contract with a qualified child care facility to provide
child care services to employees of the taxpayer. To be a qualified
child care facility, the principal use of the facility must be for child
care, and the facility must be duly licensed by the State agency
with jurisdiction over its operations. Also, if the facility is owned
or operated by the taxpayer, at least 30 percent of the children en-
rolled in the center (based on an annual average or the enrollment
measured at the beginning of each month) must be children of the
taxpayer’s employees. If a taxpayer opens a new facility, it must
meet the 30-percent employee enrollment requirement within two
years of commencing operations. If a new facility failed to meet this
requirement, the credit would be subject to recapture.

To qualify for the credit, the taxpayer must offer child care serv-
ices, either at its own facility or through third parties, on a basis
that does not discriminate in favor of highly compensated employ-
ees.

Employer tax credit for child care resource and referral serv-
ices
Under the proposal, a taxpayer would be entitled to a tax credit
equal to 10 percent of expenses incurred to provide employees with
child care resource and referral services.

Other rules

A taxpayer’s total of these credits would be limited to $150,000
per year. Any amounts for which the taxpayer may otherwise claim
a tax deduction would be reduced by the amount of these credits.
Similarly, if the credits are taken for expenses of acquiring, con-
structing, rehabilitating, or expanding a facility, the taxpayer’s
basis in the facility would be reduced by the amount of the credits.

Effective Date

The credits would be effective for taxable years beginning after
December 31, 1998.

12 An employer may claim the welfare-to-work tax credit on the eligible wages of certain long-
term family assistance recipients. For purposes of the welfare-to-work credit, eligible wages in-
cludes amounts paid by the employer for dependent care assistance.
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Prior Action

The Senate version of the Taxpayer Relief Act of 1997 would
have provided a temporary tax credit (taxable years 1998 through
2000) equal to 50 percent of an employer’s qualified child care ex-
penses for each taxable year. The maximum credit allowable would
not have exceeded $150,000 per year. This provision was not in-

cluded in the final conference agreement of the Taxpayer Relief Act
of 1997.

Analysis

It is argued that providing these tax benefits may encourage em-
ployers to spend more money on child care services for their em-
ployees and that increased quality and quantity of these services
will be the result. On the other hand, less desirable results may
include a windfall tax benefit to employers who would have en-
gaged in this behavior without provision of these tax benefits, and
a competitive disadvantage for nonprofit child care providers who
cannot take advantage of these new tax benefits.

Opponents of the proposal argue that adding complexity to the
tax Code can undermine the public’s confidence in the fairness of
the tax Code, and that the country’s child care problems and other
social policy concerns can be more efficiently addressed through a
spending program than through a tax credit. Proponents argue that
any additional complexity in the tax law is outweighed by in-
creased fairness. They contend that present law has not taken into
account the changing demographics of the American workforce and
the need to provide improved child care for the ever increasing
numbers of two-earner families.

B. Energy and Environmental Tax Provisions
1. Tax credits

a. Tax credit for energy-efficient building equipment

Present Law

No income tax credit is provided currently for investment in en-
ergy-efficient building equipment.

A 10-percent energy credit is allowed for the cost of new property
that is equipment (1) that uses solar energy to generate electricity,
to heat or cool a structure, or to provide solar process heat, or (2)
used to produce, distribute, or use energy derived from a geo-
thermal deposit, but only, in the case of electricity generated by
geothermal power, up to the electric transmission stage, and which
meet performance and quality standards prescribed by the Sec-
retary of the Treasury (after consultation with the Secretary of the
Energy). Public utility property does not qualify for the credit (sec.
48B(a)).

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any ins