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INTRODUCTION

This document,* prepared by the staff of the Joint Committee on Taxation, provides a
description and analysis of the revenue provisions and other provisions modifying the Internal
Revenue Code (the “Code”) that are contained in the President’ s fiscal year 2004 budget
proposal, as submitted to the Congress on February 3, 2003.2 The document generally follows
the order of the proposals as included in the Department of the Treasury’s explanation of the
President’s budget proposal.® For each provision, there is a description of present law and the
proposal (including effective date), a reference to relevant prior budget proposals or recent
legislative action, and an analysis of policy issues related to the proposal.

! This document may be cited asfollows: Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President’ s Fiscal Year 2004 Budget Proposal (JCS-7-03),
March 2003.

2 See Office of Management and Budget, Budget of the United States Gover nment,
Fiscal Year 2004: Analytical Perspectives (H. Doc. 108-3, Val. Il), pp. 66-81.

% See Department of the Treasury, General Explanations of the Administration’s Fiscal
Year 2004 Revenue Proposals, February 2003.



|.ECONOMIC GROWTH PACKAGE
A. Accelerate Reductionsin Individual Income Tax Rates
Present L aw
|n general

Under the Federa individual income tax system, an individual who isacitizen or a
resident of the United States generally is subject to tax on worldwide taxable income. Taxable
income is total gross income less certain exclusions, exemptions, and deductions. An individual
may claim either a standard deduction or itemized deductions.

Anindividual’sincome tax liability is determined by computing his or her regular
income tax liability and, if applicable, alternative minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the regular income tax rate
schedules (or tax tables) to the individual’ s taxable income. Thistax liability isthen reduced by
any applicable tax credits. The regular income tax rate schedules are divided into several ranges
of income, known as income brackets, and the marginal tax rate increases as the individual’s
income increases. The income bracket amounts are adjusted annually for inflation. Separate rate
schedules apply based on filing status: single individual s (other than heads of households and
surviving spouses), heads of households, married individuals filing joint returns (including
surviving spouses), married individuals filing separate returns, and estates and trusts. Lower
rates may apply to capital gains.

For 2003, the regular income tax rate schedules for individuals are shown in Table 1,
below. The rate bracket breakpoints for married individuals filing separate returns are exactly
one-half of the rate brackets for married individuals filing joint returns. A separate, compressed
rate schedule applies to estates and trusts.

Table 1.-Individual Regular Income Tax Rates for 2003

If taxableincomeis: But not over: Then regular income tax equals:

Sngle individuals

O J $6,000 10% of taxable income

$6,000 .....ooeeeeeiiieeenn, $28,400 $600, plus 15% of the amount over $6,000
$28,400........cccceeviieeenns $68,800 $3,960.00, plus 27% of the amount over $28,400
$68,800.......ccceueeeeeiinannns $143,500 $14,868.00, plus 30% of the amount over $68,800
$143,500.........cccueenrnnne. $311,950 $37,278.00, plus 35% of the amount over $143,500
Over $311,950............... $96,235.50, plus 38.6% of the amount over $311,950



Heads of households

B0 $10,000 10% of taxable income
$10,000.....ccccccvrrreennnnen. $38,050 $1,000, plus 15% of the amount over $10,000
$38,050......cc00ceieeeeeiinens $98,250 $5,207.50, plus 27% of the amount over $38,050
$98,250.....cccciiviireannnn $159,100 $21,461.50, plus 30% of the amount over $98,250
$159,100......ccc0eevvreenne. $311,950 $39,716.50, plus 35% of the amount over $159,100
Over $311,950............... $93,214, plus 38.6% of the amount over $311,950
Married individuals filing joint returns
B0 $12,000 10% of taxable income
$12,000........ccevvveverennnns $47,450 $1,200, plus 15% of the amount over $12,000
$47,450.......ccieeeiiieis $114,650 $6,517.50, plus 27% of the amount over $47,450
$114,650..........ccceeenne. $174,700 $24,661.50, plus 30% of the amount over $114,650
$174,700........cueueverernnnns $311,950 $42,676.50, plus 35% of the amount over $174,700
Over $311,950............... $90,714, plus 38.6% of the amount over $311,950

Ten percent reqular incometax rate

Under present law, the ten-percent rate applies to the first $6,000 of taxable income for
singleindividuals, $10,000 of taxable income for heads of households, and $12,000 for married
couplesfiling joint returns. Effective beginning in 2008, the $6,000 amount will increase to
$7,000 and the $12,000 amount will increase to $14,000.

The taxable income levels for the ten-percent rate bracket will be adjusted annually for
inflation for taxable years beginning after December 31, 2008. The bracket for single individuals
and married individual s filing separately is one-half for joint returns (after adjustment of that
bracket for inflation).

Reduction of other regular income tax rates

Prior to the Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA™)
the regular income tax rates were 15 percent, 28 percent, 31 percent, 36 percent, and 39.6
percent. EGTRRA added the ten-percent regular income tax rate, described above, and retained
the 15-percent regular income tax rate. Also, the 15-percent regular income tax bracket was
modified to begin at the end of the ten-percent regular income tax bracket. EGTRRA also made
other changes to the 15-percent regular income tax bracket.*

* See the discussion of the provision regarding marriage penalty relief in the 15-percent
regular income tax bracket, below.



Also, under EGTRRA, the 28 percent, 31 percent, 36 percent, and 39.6 percent rates are
phased down over six years to 25 percent, 28 percent, 33 percent, and 35 percent, effective after
June 30, 2001. Accordingly, for taxable years beginning during 2001, the rate reduction comes
in the form of ablended tax rate. The taxable income levels for the rates above the 15-percent
rate in all taxable years are the same as the taxable income level s that apply under the prior-law
rates.

Table 2, below, shows the schedule of regular income tax rate reductions.

Table 2-Scheduled Regular Income Tax Rate Reductions

28% rate 31% rate 36% rate 39.6% rate
Calendar Year reduced to: reduced to: reduced to: reduced to:
2001"-2003 27% 30% 35% 38.6%
2004-2005 26% 29% 34% 37.6%
2006 and later 25% 28% 33% 35.0%

1 Effective July 1, 2001.

Alternative minimum tax

The alternative minimum tax is the amount by which the tentative minimum tax exceeds
the regular incometax. Anindividual’s tentative minimum tax is an amount equal to (1) 26
percent of the first $175,000 ($87,500 in the case of amarried individual filing a separate return)
of alternative minimum taxable income (“AMTI") in excess of a phased-out exemption amount
and (2) 28 percent of the remaining AMTI. The maximum tax rates on net capital gain used in
computing the tentative minimum tax are the same as under the regular tax. AMTI isthe
individual’ s taxable income adjusted to take account of specified preferences and adjustments.
The exemption amounts are: (1) $49,000 ($45,000 in taxable years beginning after 2004) in the
case of married individuals filing ajoint return and surviving spouses; (2) $35,750 ($33,750 in
taxabl e years beginning after 2004) in the case of other unmarried individuals; (3) $24,500
($22,500 in taxable years beginning after 2004) in the case of married individuasfiling a
separate return; and (4) $22,500 in the case of an estate or trust. The exemption amounts are
phased out by an amount equal to 25 percent of the amount by which theindividual’s AMTI
exceeds (1) $150,000 in the case of married individualsfiling ajoint return and surviving
spouses, (2) $112,500 in the case of other unmarried individuals, and (3) $75,000 in the case of
married individuals filing separate returns or an estate or atrust. These amounts are not indexed
for inflation.

Description of Proposal

Ten percent reqular incometax rate

The proposal accelerates the scheduled increase in the taxable income levels for the ten-
percent rate bracket from 2008 to 2003. Specifically, the proposal increases the taxable income
level for the ten-percent regular income tax rate brackets for single individuals from $6,000 to
$7,000 and for married individuals filing jointly from $12,000 to $14,000, respectively. The




taxable income levels for the ten-percent regular income tax rate bracket will be adjusted
annually for inflation for taxable years beginning after December 31, 2003.

Reduction of other regular income tax rates

The proposal accelerates the reductions in the regular income tax rates in excess of the
15-percent regular income tax rate that are scheduled for 2004 and 2006. Therefore, the regular
income tax rates in excess of 15 percent under the proposal are 25 percent, 28 percent, 33
percent, and 35 percent for 2003 and thereafter.

Alternative minimum tax exemption amounts

The proposal increasesthe AMT exemption amount for married taxpayers filing a joint
return and surviving spouses to $57,000, and for unmarried taxpayers to $39,750 for taxable
years beginning in 2003, 2004, and 2005.

Effective date
The proposal is effective for taxable years beginning after December 31, 2002.

Analysis

See the general discussion following the description of the proposal to accelerate the
increase in the child tax credit, below.

Prior Action

No prior action.



B. Accelerate Marriage Penalty Relief
1. Standard deduction marriage penalty relief
Present L aw

M arriage penalty

A married couple generdly istreated as one tax unit that must pay tax on the couple's
total taxableincome. Although married couples may elect to file separate returns, the rate
schedules and other provisions are structured so that filing separate returns usually resultsin a
higher tax than filing ajoint return. Other rate schedules apply to single persons and to single
heads of households.

A “marriage penalty” exists when the combined tax liability of a married couple filing a
joint return is greater than the sum of the tax liabilities of each individual computed as if they
were not married. A “marriage bonus’ exists when the combined tax liability of amarried
couple filing ajoint return is less than the sum of the tax liabilities of each individual computed
asif they were not married.

Basic standard deduction

Taxpayers who do not itemize deductions may choose the basic standard deduction (and
additional standard deductions, if applicable), > which is subtracted from adjusted gross income
(“AGI") inarriving at taxable income. The size of the basic standard deduction varies according
to filing status and is adjusted annually for inflation. For 2003, the basic standard deduction
amount for single filersis 60 percent of the basic standard deduction amount for married couples
filing joint returns (Alternatively, the basic standard deduction for married couples filing ajoint
return is 167 percent of the basic standard deduction for single filers). Thus, two unmarried
individuals have standard deductions whose sum exceeds the standard deduction for a married
couple filing ajoint return.

EGTRRA increased the basic standard deduction for a married couple filing ajoint return
to twice the basic standard deduction for an unmarried individual filing asingle return. The
basic standard deduction for a married taxpayer filing separately will continue to equal one-half
of the basic standard deduction for amarried couple filing jointly; thus, the basic standard
deduction for unmarried individuals filing asingle return and for married couples filing
separately will be the same.

Anincrease in the standard deduction is scheduled to be phased-in over five years
beginning in 2005 and will be fully phased-in for 2009 and thereafter. Table 3, below, shows the
standard deduction for married couples filing ajoint return as a percentage of the standard
deduction for single individuals during the phase-in period.

> Additional standard deductions are allowed with respect to any individual who is
elderly (age 65 or over) or blind.



Table 3.—Scheduled Phase-In of Increase of the Basic Standard
Deduction for Married Couples Filing Joint Returns

Standard Deduction for Joint
Retur ns as Per centage of Standard

Calendar Year Deduction for Single Returns
2005 174%
2006 184%
2007 187%
2008 190%
2009 and later 200%

Description of Proposal

The proposal accelerates the increase in the basic standard deduction amount for joint
returns to twice the basic standard deduction amount for single returns effective for 2003.

Effective date.—The provision is effective for taxable years beginning after December 31,
2002.

Analysis

See the general discussion following the description of the proposal to accelerate the
increase in the child tax credit, below.

Prior Action
No prior action.

2. Accelerate the expansion of the 15-per cent rate bracket for married couplesfiling joint
returns

Present L aw
In general

Under the Federal individual income tax system, an individual who is a citizen or resident
of the United States generally is subject to tax on worldwide taxable income. Taxableincomeis
total gross income less certain exclusions, exemptions, and deductions. An individual may claim
either a standard deduction or itemized deductions.

Anindividual’sincome tax liability is determined by computing his or her regular
income tax liability and, if applicable, alternative minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the regular income tax rate
schedules (or tax tables) to the individual’ s taxable income and then is reduced by any applicable



tax credits. The regular income tax rate schedules are divided into several ranges of income,
known as income brackets, and the marginal tax rate increases as the individual’ s income
increases. The income bracket amounts are adjusted annually for inflation. Separate rate
schedules apply based on filing status. single individuals (other than heads of households and
surviving spouses), heads of households, married individuals filing joint returns (including
surviving spouses), married individual s filing separate returns, and estates and trusts. Lower

rates may apply to capital gains.

In general, the bracket breakpoints for single individuals are approximately 60 percent of
the rate bracket breakpoints for married couples filing joint returns.® The rate bracket
breakpoints for married individuals filing separate returns are exactly one-half of the rate
brackets for married individualsfiling joint returns. A separate, compressed rate schedule
applies to estates and trusts.

15-per cent regular income tax rate bracket

EGTRRA increased the size of the 15-percent regular income tax rate bracket for a
married couple filing ajoint return to twice the size of the corresponding rate bracket for asingle
individua filing asingle return. The increase is phased-in over four years, beginning in 2005.
Therefore, this provision isfully effective (i.e., the size of the 15-percent regular income tax rate
bracket for amarried couple filing ajoint return is twice the size of the 15-percent regular
income tax rate bracket for an unmarried individual filing a single return) for taxable years
beginning after December 31, 2007. Table 4, below, shows the increase in the size of the 15-
percent bracket during the phase-in period.

Table4.-Scheduled Increasein Size of the 15-Per cent Rate Br acket
for Married CouplesFiling a Joint Return

End point of 15-percent rate bracket for
married couplefilingjoint return as
per centage of end point of 15-percent

Taxable year rate bracket for unmarried individuals
2005 180%
2006 187%
2007 193%
2008 and thereafter 200%

Description of Proposal

The proposal accelerates the increase of the size of the 15-percent regular income tax rate
bracket for joint returns to twice the width of the 15-percent regular income tax rate bracket for
single returns effective for 2003.

® The rate bracket breakpoint for the 38.6 percent marginal tax rate is the same for single
individuals and married couples filing joint returns.



Effective date—The provision is effective for taxable years beginning after December 31,
2002.

Analysis

See the general discussion following the description of the proposal to accelerate the
increase in the child tax credit, below.

Prior Action

No prior action.



C. Acceleratethelncreasein the Child Tax Credit
Present L aw

In general

For 2003, an individual may claim a $600 tax credit for each qualifying child under the
ageof 17. Ingeneral, aqualifying child is an individual for whom the taxpayer can clam a
dependency exemption and who is the taxpayer’ s son or daughter (or descendent of either),
stepson or stepdaughter (or descendent of either), or eligible foster child.

The child tax credit is scheduled to increase to $1,000, phased-in over several years.
Table 5, below, shows the scheduled increases of the child tax credit.

Table 5.—Scheduled I ncrease of the Child Tax Credit

Calendar Year Credit Amount Per Child
2003-2004 $600
2005-2008 $700

2009 $800

2010 and later” $1,000

The child tax credit is phased-out for individuals with income over certain thresholds.
Specificaly, the otherwise allowable child tax credit is reduced by $50 for each $1,000 (or
fraction thereof) of modified adjusted gross income over $75,000 for single individuals or heads
of households, $110,000 for married individuals filing joint returns, and $55,000 for married
individuals filing separate returns. Modified adjusted gross income is the taxpayer’ s total gross
income plus certain amounts excluded from gross income (i.e., excluded income of U.S. citizens
or residents living abroad (sec. 911); residents of Guam, American Samoa, and the Northern
Mariana Islands (sec. 931); and residents of Puerto Rico (sec. 933)). The length of the phase-out
range depends on the number of qualifying children. For example, the phase-out range for a
single individual with one qualifying child is between $75,000 and $85,000 of modified adjusted
gross income. The phase-out range for asingle individual with two qualifying childrenis
between $75,000 and $95,000.

The child tax credit is not adjusted annually for inflation.

Refundability

The child credit is refundable to the extent of 10 percent of the taxpayer’s earned income
in excess of $10,500 for calendar years 20032 The percentage isincreased to 15 percent for

’ The credit reverts to $500 in taxable years beginning after December 31, 2010 under
the sunset provision of EGTRRA.

10



calendar years 2005 and thereafter. Families with three or more children are allowed a
refundable credit for the amount by which the taxpayer’s social security taxes exceed the
taxpayer’s earned income credit (the present and prior-law rule), if that amount is greater than
the refundabl e credit based on the taxpayer’ s earned income in excess of $10,500 for 2003. The
refundable portion of the child credit does not constitute income and shall not be treated as
resources for purposes of determining eligibility or the amount or nature of benefits or assistance
under any Federal program or any State or local program financed with Federal funds.

Alternative minimum tax liability

The child credit is allowed against the individua’ s regular income tax and alternative
minimum tax.

Description of Proposal

The amount of the child credit isincreased to $1,000 for 2003 and thereafter. For 2003,
the increased amount of the child credit will be paid in advance beginning in July 2003 on the
basis of information on each taxpayer’s 2002 return filed in 2003. Advance payments will be
made in a similar manner to the advance payment checks issued by the Treasury in 2001 to
reflect the creation of the 10-percent regular income tax rate bracket. Theincreasein
refundability to 15 percent of the taxpayer’s earned income scheduled for calendar years 2005
and thereafter is not accelerated by the proposal.

Effective date—The provision is effective for taxable years beginning after December 31,
2002.

Analysis
See below.
Prior Action
No prior action.

Analysisfor Acceleration Proposals

The acceleration of (1) the reduction in individual income tax rates, (2) the expansion of
the ten-percent bracket, (3) the expansion of the fifteen-percent rate bracket for married
taxpayersfiling jointly, (4) the increase in the standard deduction for married taxpayersfiling
jointly, and (5) the increase in the child credit represent the current implementation of policies
that are dlated, under present law, to go into effect at a certain point in the future. In some
respects, therefore, it can be argued that the acceleration of these policies raises only issues
regarding the budgetary effects of implementing these policies now rather than under the present
law timetable--because the underlying policy choices (e.g., reducing the marriage penalty) have
already been made. However, it also can be argued that the current Congress and President, or a

8 The $10,500 amount is indexed for inflation.

11



future Congress and President, could rescind these provisions before they go into effect, and thus
these policies are not truly current policy until their respective effective dates. In this view, since
the future implementation of these policiesis not guaranteed, making the policies effective
immediately raises policy issues specific to the individual proposals, and not just macroeconomic
issues with respect to the timing of a proposal. These policy issues are briefly discussed below.
Macroeconomic issues arise with any tax changes that significantly alter the budget surplus or
deficit, and in general are not discussed here.

Ten percent regular income tax rate and reduction of other regular income tax rates

Altering the tax bracket sizes and rate structure raises the general issue of the
progressivity of the income tax structure, or the degree to which the average tax rate rises with
income. Thereisno “right” degree of progressivity, and individuals will disagree asto the
proper degree of progressivity, if any. Greater progressivity produces a more equal after-tax
distribution of income in society, which some will argue enhances the stability of society.
Others argue that the more progressive is the tax structure, the more individual initiative and risk
taking is stifled as the government takes a growing share of the economic returns to work and
investment.

On balance, the ten percent bracket and the reduction in rates, as provided for in
EGTRRA, did little to alter the progressivity of the rate structure, as the rates were all reduced by
approximately 10 percent, with the new 10 percent bracket substituting for a reduction in the 15
percent rate.

M arriage penalty relief

Marriage penalty eguity issues

Any system of taxing married couples requires making a choice among three different
concepts of tax equity. One concept is that the tax system should be “marriage neutral;” that is,
the tax burden of a married couple should be exactly equal to the combined tax burden of two
single persons where one has the same income as the husband and the other has the same income
asthewife. A second concept of equity is that, because married couples frequently consume as a
unit, couples with the same income should pay the same amount of tax regardless of how the
income is divided between them. (This second concept of equity could apply equally well to
other tax units that may consume jointly, such as the extended family or the household, defined
as all people living together under one roof.) A third concept of equity is that the income tax
should be progressive; that is, asincome rises, the tax burden should rise as a percentage of
income.

These three concepts of equity are mutually inconsistent. A tax system can generally
satisfy any two of them, but not all three. The current tax system is progressive: as ataxpayer’s
income rises, the tax burden increases as a percentage of income. It also taxes married couples
with equal income equally. It specifies the married couple as the tax unit so that married couples
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with the same income pay the same tax. But the current tax system is not marriage neutral.® A
system of mandatory separate filing for married couples would sacrifice the principle of equal
taxation of married couples with equal incomes for the principle of marriage neutrality, unlessiit
were to forgo progressivity.

There is disagreement as to whether equal taxation of couples with equal incomesisa
better principle than marriage neutrality.”® Those who hold marriage neutrality to be more
important tend to focus on marriage penalties that may arise under present law and argue that tax
policy discourages marriage and encourages unmarried individuals to cohabit without getting
married. Also, they arguethat it is simply unfair to impose a marriage penalty even if the
penalty does not actually deter anyone from marrying.

Those who favor the principle of equal taxation of married couples with equal incomes
argue that aslong as most couples pool their income and consume as a unit, two married couples
with $20,000 of income are equally well off regardless of whether their income is divided
$10,000-$10,000 or $15,000-$5,000. Thus, it is argued, those two married couples should pay
the same tax, as they do under present law. By contrast, a marriage-neutral system with
progressive rates would involve alarger combined tax on the married couple with the unequal
income division.

An advocate of marriage neutrality could respond that the relevant comparison is not
between atwo-earner married couple where the spouses have equal incomes and a two-earner
married couple with an unegqual income division, but rather between a two-earner married couple
and a one-earner married couple with the same total income. Here, the case for equal taxation of
the two couples may be weaker, because the non-earner in the one-earner married couple
benefits from more time that may be used for unpaid work inside the home, other activities or
leisure. It could, of course, be argued in response that the “leisure” of the non-earner may in fact
consist of necessary job hunting or child care, in which case the one-earner married couple may

® Even if the bracket breakpoints and the standard deduction amounts for unmarried
taxpayers (and for married taxpayers filing separate returns) were half of those for married
couplesfiling ajoint return, the current tax system would not be marriage neutral. Many married
couples would still have marriage bonuses. As described below, the joint return in such a system
would allow married couples to pay twice the tax of a single taxpayer having one-half the
couple' s taxable income. With progressive rates, this income splitting may result in reduced tax
liabilities for some couplesfiling joint returns. For example, consider amarried couple in which
one spouse has $60,000 of income and the other has none. By filing ajoint return, the couple
pays the same tax as a pair of unmarried individuals each with $30,000 of income. With
progressive tax rates, the tax liability on $30,000 would be less than half of the tax liability on
$60,000. Thusthe married couple has a marriage bonus: the joint return results in a smaller tax
liability than the combined tax liability of the spousesif they were not married.

19 This discussion assumes that the dilemma cannot be resolved by moving to a
proportional tax (i.e. asingle rate on all income for all taxpayers) system. A proportional system
would automatically produce marriage neutrality and equal taxation of couples with equal
incomes.
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not have more ability to pay income tax than the two-earner married couple with the same
: 11
income.

Prior to the effective date of the enacted increases in the standard deduction for joint
filers, the sum of the standard deductions two unmarried individuals would receive exceeds the
standard deduction they would receive as amarried couple filing ajoint return. Thus, their
taxable income asjoint filers may exceed the sum of their taxable incomes as unmarried
individuals.*? Furthermore, because of the way the bracket breakpoints are structured, taxpayers
filing joint returns may have more of their taxable income pushed into a higher marginal tax
bracket than when they were unmarried. In order for there to be no marriage penalties as a result
of the rate structure and the standard deduction, the standard deduction and the bracket
breakpoints for married taxpayers filing joint returns would have to be at least twice that for both
single and head of household filers. Such a structure would enhance marriage bonuses, however.
By expanding the standard deduction for married couples and increasing the size of the 15
percent bracket for married couples filing ajoint return, the President’s proposal eliminates the
marriage penalty arising from the rate structure for most taxpayers.™® It does not necessarily
improve the marriage-neutrality of the tax system, as the proposal enhances marriage bonuses.

Marriage penalty efficiency issues

Most analysts view the marriage penalty primarily as an issue of fairness, but the
marriage penalty also may create economic inefficiencies. The marriage penalty may distort
taxpayer behavior. The most obvious decision that may be distorted is the decision to marry.
For taxpayers for whom the marriage penalty exists, the tax system increases the “price” of
marriage. For taxpayers for whom the marriage bonus exists, the tax system reduces the “ price’
of marriage. Most of what is offered as evidence of distorted choice is anecdotal. Thereisno
statistical evidence that the marriage penalty has altered taxpayers decisionsto marry. Even if
the marriage decision were distorted, it would be difficult to measure the cost to society of
delayed or accelerated marriages or alternative family structures.

Some analysts have suggested that the marriage penalty may alter taxpayers decisionsto
work. As explained above, a marriage penalty exists when the sum of the tax liabilities of two
unmarried individuals filing their own tax returns (either single or head of household returns) is
less than their tax liability under ajoint return (if the two individuals were to marry). Thisisthe

1 |f the two-earner couple had child care expenses some would argue that the single-
earner couple with children and the same income would have a greater ability to pay taxes asthe
family would benefit from the unpaid labor of the stay-at-home spouse with regard to child care.

12 Because lower-income taxpayers are more likely to use the standard deduction, this
feature of present law isamore significant part of the marriage penalty for lower-income
taxpayers relative to higher-income taxpayers.

3 The ten-percent bracket for married taxpayers filing jointly is already twice that of
singles. Marriage penalties will still exist for certain upper bracket taxpayers.

4 Marriage bonuses may similarly distort taxpayer behavior.
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result of atax system with increasing marginal tax rates. The marriage penalty not only means
the total tax liability of the two formerly single taxpayersis higher after marriage than before
marriage, but it also generally may result in one or both of the formerly single taxpayers being in
ahigher marginal tax rate bracket. That is, the additional tax on an additional dollar of income
of each taxpayer is greater after marriage than it was when they were both single. Economists
argue that changes in marginal tax rates may affect taxpayers decisionsto work. Higher
marginal tax rates may discourage household saving and labor supply by the newly married
household. For example, suppose awoman currently in the 28-percent tax bracket marries aman
who currently is unemployed. If they had remained single and the man became employed, the
first $7,450 of his earnings would be tax-free.”> However, because he marries awoman in the
28-percent income tax bracket, if he becomes employed he would have atax liability of 28 cents
on hisfirst dollar of earnings, leaving anet of 72 cents for hislabor.’® Filing ajoint return may
distort the man's decision regarding whether to enter the work force. If he chooses not to work,
society loses the benefit of hislabor. Some have suggested that the labor supply decision of the
lower earner or “secondary earner” in married households may be quite sensitive to the
household's marginal tax rate.’

The possible disincentive effects of a higher marginal tax rate on the secondary worker
arise in the case of couples who experience a marriage bonus as well. In the specific example
above, the couple consisted of one person in the labor force and one person not in the labor force.
As noted previoudly, such a circumstance generally resultsin a marriage bonus. By filing ajoint
return, the lower earner may become subject to the marginal tax rate of the higher earner. By
creating higher marginal tax rates on secondary earners, joint filing may discourage a number of

> Asasingle taxpayer, the man could claim the standard deduction of $4,550 and one
persona exemption of $2,900 for 2001, effectively exempting the first $7,450 of his earnings.
This example ignores payroll taxes.

1% This example assumes that as a result of the marriage the combined incomeiis still
high enough to place the couple in the 28 percent bracket with respect to the rate schedule for
married taxpayers filing jointly. It is possible that if the woman were just into the 28-percent
bracket as a single filer the combined income of the couple would place them in the 15-percent
bracket for married couples. In this case the marginal tax rate with respect to the income tax for
the man would have increased from 0 to 15 percent, while that of the woman would have fallen
from 28 percent to 15 percent.

17 See Charles L. Ballard, John B. Shoven, and John Whalley, “General Equilibrium
Computations of the Marginal Welfare Costs of Taxes in the United States,” American Economic
Review, 75, March 1985, for areview of econometric studies on labor supply of so-called
primary and secondary earners. CBO, For Better or Worse, pp. 10-12, also reviewsthis
literature.
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individuals from entering the work force or it may discourage those already in the labor force
from working additional hours.™®

By increasing the size of the fifteen-percent bracket for married taxpayers filing jointly to
twice that of single taxpayers, single taxpayers in the fifteen percent bracket or below will
generally not, under the President’s proposal, experience a higher marginal tax rate from
marriage. Thus, the labor supply of “secondary earners’ islesslikely to be discouraged under
the President’ s proposal.

Expansion of child tax credit

One of the basic tenets of tax policy isthat an accurate measurement of ability to pay
taxesis essential to tax fairness. Some criticize the present-law child credit as too small because
the current maximum amount of the credit does not adequately reflect the cost of raising a child.
Proponents of an expansion of the size of the child credit argue that $600 is inadequate, even if
taken together with the personal exemption available for each qualifying child. They argue that
the credit should be increased to better reflect the reduced ability to pay of taxpayers with
children. Others argue that the full financial cost of raising a child should not be presumed to be
apublic responsibility, and that the child credit and dependent exemptions are not designed to
fully offset the costs of raising a child.

The President’ s proposal requires that the 2003 increase in the child credit be paid in
advance, beginning in July 2003, based on information in the taxpayer’s 2002 tax return, rather
than have the increase in the credit claimed when the taxpayer files his or her 2003 tax return.
Proponents argue that advancing the payment will provide “economic stimulus’ by providing the
tax reduction earlier. Others doubt whether short-term stimulus provided beginning in Jduly is
preferable to stimulus beginning when taxpayers begin to file their 2003 returns next year.
Furthermore, opponents of the advance payment idea may argue that taxpayers can take action
themselves to receive the expected tax reductions earlier by adjusting withholding or estimated
tax payments.

The advanced payment raises certain administrative issues. In general, based on the
experiences with the advanced payment of the ten-percent rate bracket credit of EGTRRA,
Treasury and the IRS ably handled the processing of the checks when it was done outside of the
filing season, as the President’ s proposal callsfor. Aswith EGTRRA, taxpayersfiling for
extensions will in many cases not have completed their 2002 returns. Finally, by using
information from a prior year’ stax return, some taxpayers will be mailed checks that they would
not have been entitled to during the actual filing season for 2003. This would happen, for
example, in the case of ataxpayer eigible for the child credit in 2002 whose income rose
sufficiently in 2003 to make him ineligible for the credit.

¥ The decision to work additional hours may be |ess sensitive to changes in the marginal
tax rate than the decision to enter the labor force. See, Robert K. Triest, “The Effect of Income
Taxation on Labor Supply in the United States,” Journal of Human Resour ces, 25, 1990.
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Mailing checks in advance of the 2003 filing season, rather than waiting for the increase
in the credit to be claimed on taxpayer returns when filed, results in increased costs for
processing, paper supplies, and postage. Treasury and IRS personnel may also be diverted from
performing other important functions. Additionally, formswill have to be revised and additional
instructions issued to reconcile advanced payment of a portion of the credit with the credit
claimed on the 2003 return when filed. If these monetary and other costs outweigh the
advantages of the earlier payment of the credit, it would be advisable to handle the increasein
the child credit in the regular filing season.
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D. Eliminate the Double Taxation of Corporate Earnings
Present L aw

Under present law, a corporation pays atax on its taxable income, generally at the rate of
35 percent.’® To the extent that a corporation distributes its after-tax earnings and profits as a
dividend to an individual shareholder, the recipient includes the amount of the dividend in gross
income and pays tax at the shareholder’ sindividual tax rate. The after-tax earnings and profits
of a corporation consist of earnings that have been taxed to the corporation and earnings that
have not been subject to tax due to exclusions, accelerated deductions and credits. A tax is
imposed at capital gain rates on the gain of a shareholder at the time the shareholder sells his or
her stock.

Under present law, corporations receiving dividends from domestic corporations
generally are allowed a deduction of 70 percent or more of the amount of the dividends received.
Certain anti-abuse rules prevent corporations from receiving low-taxed dividends and creating a
capital Ic;?s. % The dividends-received deduction on certain debt-financed portfolio stock is
reduced.

Description of Proposal?

In general

Under the proposal, the excludable portion of any dividend received by a shareholder is
not included in grossincome. The excludable portion of any dividend is the portion of the
dividend which bears the same ratio to the dividend as the amount of the corporation’s
excludable dividend amount (“EDA”) for acalendar year bearsto all dividends paid by the
corporation during the calendar year. The EDA, as discussed below, generally measures the
corporation’ s fully taxed income reduced by taxes paid. In addition, shareholders may be
allowed to increase the basis in their corporate stock to the extent the EDA exceeds the dividends
paid by the corporation during the calendar year. These rules apply to both individual and
corporate shareholders. 2

9 L ower rates apply to the first $75,000 of taxable income. The benefits of the lower
rates are phased-out.

20 Secs, 246(c) and 1059.
2l Sec. 246A.

22 The description reflects the proposal as set forth in H.R. 2 (introduced by Chairman
Thomas) and S. 2 (introduced by Senators Nickles and Miller) on February 27, 2003.

2% Certain taxable dividends received by a parent corporation from a subsidiary and

taxable dividends received by a small business investment company will continue to receive a
100-percent dividends-received deduction to the extent not excludable.
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Excludable dividend amount

A corporation calculates an EDA that measures the amount of the corporation’s income
that was fully taxed reduced by taxes paid. The EDA, for any calendar year, includes an amount
the numerator of which is the amount of Federal income tax* in excess of al nonrefundable
credits (other than the foreign tax credit and the minimum tax credit attributable to any minimum
tax imposed in ataxable year ending before April 1, 2001) shown on a corporation’ s income tax
return filed during the preceding calendar year (“applicable incometax”) and the denominator of
which is the highest corporate tax rate (35 percent under present law).”> An assessment of tax
not shown on areturn istreated as if it were an amount of tax shown on areturn for the calendar
year in which thetax is assessed. If atax is paid after the close of the year that it is shown on a
return or otherwise assessed, the tax istaken into account in the year paid. The EDA is
decreased by the amount of the Federal income tax taken into account in computing the increase
in the EDA. No tax imposed for ataxable year ending before April 1, 2001, istreated as an
applicable income tax. %

The EDA a so includes the amount of dividends received from another corporation in the
preceding calendar year that are excluded under this provision or amounts added to the basis of
stock in the other corporation in the preceding calendar year (as described below).

To the extent that the EDA for acalendar year exceeds the maximum amount of
dividends that can be paid by the corporation in the calendar year (determined by reference to the
corporation’s earnings and profits), the excessis added to the EDA for the succeeding year. No
other carryover of an amount in the EDA is allowed except to the extent provided by regulations.

Retained ear nings basis adjustments

If the amount of the EDA for a calendar year exceeds the amount of dividends paid by a
corporation during that year, a shareholder is allowed to increase the shareholder’ s basis in the

2+ For this purpose, the income tax includes the taxes imposed on a corporation by
sections 11 (corporate income tax), 55 (alternative minimum tax), 511 (unrelated business
income tax), 801 (life insurance company income tax), 831 (nonlife insurance company income
tax), 882 (income tax on foreign corporations connected with U.S. business), 1201 (alternative
capital gain tax), and 1291 (without regard to section 1291(c)(1)(B)) (tax on distributionsfrom a
passive foreign investment companies) and 1374 (tax on built-in gains of S corporations). It
also includes the accumulated earnings tax and the personal holding company tax prior to their
repeal by the proposal.

% For this purpose, atimely filed return is treated as filed in the calendar year which
includes the date that is the 15™ day of the 9™ month following the close of the corporation’s
taxable year.

% A corporation whose taxable year ends April 30, 2001, and that files a timely income
tax return and pays the tax istreated for purposes of computing an EDA as having filed the
return on January 15, 2002 (the date that is the 15™ day of the 9" month following the close of
the taxable year).
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corporation’ s stock by the portion (if any) of the excess allocated by the corporation to the stock.
Basisincreases are alocated by a corporation in the same manner asif the corporation actually
had made dividend distributions, except that no amount may be allocated to stock described in
section 1504(a)(4) (whether or not voting stock) that is limited and preferred as to dividends.
The Secretary of the Treasury may prescribe regulations regarding allocations where a
corporation has multiple classes of stock. Earnings and profits are adjusted in the same manner
asif the allocation were adividend (i.e., the distributing corporation’ s earnings and profits are
reduced and, if the taxpayer receiving a basis adjustment is a corporation, that corporation’s
earnings and profits are increased). The allocated basis is added to the shares of stock the
taxpayer holds and does not affect the holding periods of the shares.

Cumulativeretained ear nings basis adj ustments account

Each corporation alocating basis adjustments is required to maintain a cumulative
retained earnings basis adjustment account (*CREBAA”). The amount in the CREBAA isthe
cumulative amount of basis allocations for prior calendar years reduced by the amount of
distributions in prior calendar years that were treated as described below.

To the extent of the amount in the CREBAA, distributions made by a corporation in a
calendar year in excess of the amount in the EDA are not treated as dividends. Instead, the
distributions reduce the basis of the shareholder’s stock (or result in gain to the extent the
distributions exceed the shareholder’s basis).?” These distributions reduce the amount in the
CREBAA. The portion of any distribution to which this trestment appliesis afraction (not in
excess of one) the numerator of which is the amount in the CREBAA account at the beginning of
the calendar year and the denominator of which is the amount of all distributions (other than
excluded dividends) paid by the corporation during the calendar year. Thistreatment is provided
separately with respect to each class of stock for which a basis allocation was previously made.

For example, corporation X, acalendar year corporation, has a sole shareholder A. For
itsfirst taxable year, X has taxable income of $100, and files areturn and pays atax of $35inits
second taxable year. For all other taxable yearsin this example, X has no income or loss. On
January 1 of itsthird taxable year, X has an EDA of $65 ($35/.35 less $35). X pays no dividends
in the third year but allocates $65 of basisto A, and A increasesits basis in the X stock by $65.

X hasa CREBAA of $65 at the beginning of the fourth year. The value of the X stock declines,
and A sdllsthe stock to B for $50 at the beginning of the fourth year. A’sgainor lossis
computed by taking the $65 into account in determining the basisin the X stock. X then
distributes $65 to B later in the fourth year. B treats the $65 as a $50 reduction of the basisin the
X stock to zero and a $15 capital gain from the sale of the X stock. X will have no balancein its
CREBAA at the beginning of the fifth year.

2" For purposes of this description, these distributions are referred to as distributions
from aCREBAA.
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Credits and refunds of over payments of tax

The overpayment of a corporate income tax (including an overpayment resulting by
reason of a carryback) is allowed as a credit or refund only to the extent of the applicable income
taxes taken into account in computing EDA for the calendar year following the calendar year in
which the refund or credit is otherwise allowable plus, to the extent the corporation elects, an
amount equal to the amount of tax that would produce the amount equal to the EDA for the
calendar year in which the refund or credit is otherwise allowable. Thus, for example, assume a
corporation has paid no tax in the current calendar year and has an EDA of $65 for the current
calendar year. The refund of any overpayment in the year is limited to $35 (the amount of
applicable income tax which resultsin an EDA of $65).

To the extent acredit or refund is made, for purposes of computing EDA, the tax for the
calendar year the refund or credit is made is reduced (but not below zero) by the amount of the
credit or refund, and the excess (if any) reduces the amount in the EDA for the current calendar
year, using the formula which converts applicable income tax to an EDA. Thus, in the above
example, the EDA for the current calendar year is reduced to zero.

Any overpayment not allowed as a credit or refund by reason of this limitation continues
to be an overpayment that will be taken into account in succeeding calendar years, subject to this
limitation, until acredit or refund is allowed or made. Interest on an overpayment is not allowed
during the period the overpayment is not allowed as a credit or refund by reason of this
limitation.

This limitation does not apply to the extent any overpayment is attributable to the foreign
tax credit.

Foreign taxes and foreign persons

Treatment of foreign taxes

The foreign tax credit allowable to a domestic corporation does not reduce the amount of
the applicable income tax of the corporation. Thus, to the extent the foreign tax credit is
allowable, foreign taxes of a domestic corporation are treated as taxes paid for purposes of
computing the EDA.

Treatment of distributions from foreign corporations

The EDA of aforeign corporation takes into account only the tax on taxable income
effectively connected with the conduct of a U.S trade or business. The EDA isreduced by the
amount of any branch profits tax imposed. Also, aforeign corporation’s EDA isincreased by
(i) the excludable portion of any dividend received in excess of any U.S. withholding tax, and
(i) by the amount any distribution from a CREBAA in excess of any U.S. withholding tax.

No foreign tax credit is allowed with respect to the excludable portion of any dividend or
from adistribution from a CREBAA.
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Taxation of foreign shareholders

In the case of foreign shareholders, both individual and corporate, withholding taxes
apply to all dividends and distributions from a CREBAA. Dividends are not treated as
excludable and basis adjustments are not made with respect to stock held by foreign persons.

Regulated investment companies (Rl Cs) and Real Estate | nvestment Trusts (REITS)

Except as provided in regulations, aregulated investment company (“RIC”) or real estate
investment trust (“REIT”) does not have an EDA. Instead specia rules allow the treatment of
distributions received by, or basis adjustments allocated to, a RIC or REIT to pass through to its
shareholders and holders of beneficial interests.

A RIC or REIT that receives excludable dividend income is alowed to designate
dividends it makes to its shareholders as excludable dividends to the extent of the amount of
excludable dividendsit receives. In addition, aRIC or REIT may cause its shareholders to
increase their basesin RIC or REIT stock to the extent of any basis increases allocated to stock
held by the REIC or REIT. To the extent aRIC or REIT receives distributions from a CREBAA
that reduce the basis of stock held by the RIC or REIT, distributions from the RIC or REIT may
be treated as distributions from a CREBAA.

A RIC or REIT takes into account excludable dividends received, and distributions from
a CREBAA that reduce the basis in stock it holds, in determining its distribution requirements.
Excludable dividends and distributions from a CREBAA received by aRIC or REIT are taken
into account in applying the gross income tests applicable to RICs and REITs.

If ashareholder or holder of abeneficial interest of aRIC or REIT receives an excludable
dividend or is alocated a basis adjustment, any loss on the sale of the RIC or REIT stock held six
months or lessis disallowed to the extent of the amount of the exclusion or adjustment.

| nsurance companies

Under the proposal, all excludable dividends received by alife insurance company are
subject to proration. Thus, the excluded dividends are allocated on a pro rata basis between the
insurance company’ s general earnings and those amounts required to pay benefits. The basis
increase allocated to an insurance company is treated as an excludable dividend received in the
year the adjustment is made, and, as such, is subject to proration. All excludable dividends and
basis increases attributable to assets held in a separate account funding variable life insurance
and annuity contracts are allocated to the separate account. The policyholder’ s share of
excludable dividends and basis adjustments is includable in the company’ sincome. The
company’ s share of excludable dividends and basis adjustments is added to the shareholder’s
surplus account of a stock life insurance company.

Excludable dividends and retained earnings basis adjustments of a non-life insurance
company are treated in the same manner as taxable dividends in computing the reduction of the
deduction for losses.
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Partner ships and S cor por ations

Excluded dividends and basi s adjustments received by, or allocated to, partnerships
and S corporations

Excludable dividends received by a partnership and basis adjustments to stock held by a
partnership pass through to the partners. A partner’s adjusted basisin his or her partnership
interest is adjusted to reflect excludable dividends and basis adjustments to stock held by a
partnership.

Rules similar to the partnership rules apply to S corporations and their shareholders. In
the case of S corporations, these amounts also increase the accumul ated adjustments account of
the corporation.

Distributions made by S corporations

The general provisions, as modified as described below, relating to excludable dividends,
retained earnings basis adjustments, and distributions from a CREBAA apply to S corporations
and their shareholders. An S corporation takes into account, in computing its EDA, the
applicable income taxes imposed for a taxable year the corporation was a C corporation®®, and
the tax imposed on built-in gains under section 1374. No amounts are added to an EDA by
reason of excludable dividends received by, or basis adjustments allocated to, an S corporation;
instead these dividends and basis adjustments flow thru to the shareholders as described above.

The items taken into account in determining the tax imposed on built-in gains under
section 1374 no longer will pass through to the shareholders, so that S corporation shareholders
generally will not pay atax on the items which are taxed at the corporate level.?® The amount of
these items (determined without regard to any net operating loss from a C corporation year * and
reduced by the amount of the tax) increases the corporation’ s accumulated earnings and profits.

Under regulations, distributions of excludable dividends and amounts from a CREBAA
will be treated as made before distributions from the accumulated adjustments account. Thus,
under the proposal, distributions by an S corporation with accumulated earnings and profits are
made in the following order:

8 For example, the applicable income taxes imposed shown on areturn filed in the final
year the corporation was a C corporation or the first year the corporation is an S corporation are
taken into account in computing the EDA for years the corporation isan S corporation. Any tax
imposed by reason of the LIFO recapture rules of section 1363(d) will be taken into account in
computing the corporation’s EDA under the usual rules relating to the filing of returns and the
payment of tax.

% The tax imposed by section 1374 will no longer pass through to shareholders as aloss
sustained by the S corporation.

%0 A C corporation loss reduced the earnings and profits (or increased a deficit in
earnings and profits) for the taxable year that the |oss arose.
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1. An excludable dividend to the extent of the EDA.
2. Reduction of basis (or recognition of gain) to the extent of the CREBAA.

3. Reduction of basis (or recognition of gain) to the extent of the accumulated
adjustments account.

4. Taxable dividend to the extent of accumulated earnings and profits.
5. Reduction of basis.
6. Recognition of gain.

Treatment of passive investment income

The tax imposed on S corporation passive income is repealed. The provision terminating
an S election as aresult of passive incomeis also repealed.

Trusts and estates

The distributable net income of atrust or estate includes the excludable dividends
received by the trust or estate and the distributions from a CREBAA received by the trust or
estate.

Cooper atives

The EDA of acooperative shall be allocated between shares of the corporation held by
patrons and shares held by other persons as prescribed by regulations, and no deduction shall be
allowed to the cooperative for any excludable dividend or distribution from a CREBAA paid to a
patron.

Employee stock owner ship plans (ESOPS)

Deductible dividends paid to an employee stock ownership plan (“ESOP”) are not treated
as dividends for purposes of applying the rules under dividend exclusion rules added by the
proposal. Thus, for example, they are disregarded in determining the excludable portion of
dividends paid with respect to al dividends made by the corporation. Also, stock on which a
deductible dividend may be made is disregarded for purposes of allocating basis adjustments and
making distributions from a CREBAA.

Private foundations

Excludable dividends and distributions from a CREBAA will not be included in the
calculation of net investment income of a private foundation for purposes of the tax imposed by
section 4940.
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Anti-abuserules

If a shareholder does not hold stock for more than 45 days during the 90-day period
beginning 45 days before the ex-dividend date (as measured under section 246(c)) **, the basis of
the stock is reduced by the amount of any excludable dividends and allocated basis adjustments.
Also, no deduction is alowable with respect to payments related to an excludable dividend or
basisincrease.

The rules of section 1059 requiring a basis reduction with respect to certain extraordinary
dividends are made applicable to the excludable dividends received by, and basis adjustments
allocated to, both corporate and noncorporate shareholders. Except as provided by regulations, if
an excludable dividend is received, or abasis adjustment is allocated, with respect to a share of
stock, the basis reduction applies to that share of stock, without regard to whether the excludable
dividend or basis adjustment otherwise would be extraordinary, if received during the first year
(or such other period provided by regulations) the taxpayer holds the stock.*

In the case of a corporate shareholder, the EDA and the earnings and profits are not
increased by any amounts that result in a basis decrease under these rules.

Shareholder indebtedness

In the case of debt-financed portfolio stock held by a corporation, the excludable portion
of adividend is reduced by the average indebtedness percentage (as defined in section 246A)
applicable to the stock. Also, thereisincluded in gross income an amount equal to the basis
adjustment to any stock held by the taxpayer multiplied by the average indebtedness percentage.
The EDA of a corporate shareholder is not increased by any amount included in gross income by
reason of thisrule.

The investment interest limitations of section 163(d) for individuals apply. In addition,
any excludable dividend is not investment income.

Redemptions

The present law rules relating to the treatment of redemptions of stock (either directly by
a corporation or through the use of arelated corporation) as a dividend or as an exchange remain
the same as under present law. Redemptions treated as exchanges reduce the EDA and
CREBAA by the ratable share of the amount attributable to the shares redeemed.

3L |n the case of preferred stock, the periods are doubled.

%2 For this purpose, the holding period of stock acquired from a decedent is determined
without regard to the rule otherwise providing for long-term capital gain treatment for the stock
(sec. 1223(11)).
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Tax-freereor ganizations and liquidations

In the case of atax-free reorganization or liquidation, the current rules providing for the
carryover of tax attributes are amended to provide for the carryover of the acquired corporation’s
EDA and CREBAA. Inthe case of atax-free spin-off, the CREBAA is divided between the
distributing and controlled corporations in accordance with regulations provided by the Secretary
of the Treasury.

Rights to acquir e stock

The Secretary of the Treasury may promulgate regulations treating the holder of aright to
acquire stock as the holder of stock and regulations amending the option attribution rules.

Alternative minimum tax

Excluded dividends and reduced gain (or increased loss) resulting from the allocated
basis adjustments are not an item of tax preference or adjustment for purposes of determining
alternative minimum taxable income (including the determination of adjusted current earnings
for corporations).

Accumulated ear nings tax and per sonal holding company tax

The accumulated earnings tax and the personal holding company tax are repealed, for
taxable years beginning after December 31, 2002, except that any deficiency dividend or
dividend paid on or before the 15" day of the third month after the close of the taxable year
which istaken into account in computing the tax for a taxable year beginning before that date
may be made. Such adividend is not treated as a dividend for purposes of applying the dividend
exclusion rules of the proposal.

Compliance

Form 1099 will be revised to provide information to shareholders to indicate the amount
of excludable dividends and the amount of basis adjustments and the date they are allocated.

A corporation will calculate the EDA and CREBAA and report those amounts to the IRS
annually on itsincome tax return.

Regulations

The Secretary of the Treasury is provided authority to prescribe appropriate regulations to
carry out these provisions.

The Secretary of the Treasury may amend the consolidated return regulations (effective
as of the effective date of the proposal) to properly account for an EDA of a member of the
group, for basis adjustments allocated to a member of the group, and for CREBAA distributions
received by a member of the group. These regulations may accelerate the inclusion in the
excludable dividend amount with respect to activities of lower-tier members of the group,
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excludable dividends received from lower-tier members, and increases in basis allocated to stock
in lower tier members.

Effective Dates

In general

The proposal applies to distributions (and basis adjustments) made after December 31,
2002, with respect to taxes paid for taxable years ending on or after April 1, 2001. Thus, for
example, a calendar year corporation that filed its 2001 federal income tax return and paid tax on
September 15, 2002, may pay excluded dividends or allocate basis adjustments beginning
January 1, 2003, based on the amount of tax paid with respect to its taxable income for 2001.

Dividends-received deduction

The present law dividends received deduction continues to apply to distributions (not
otherwise treated as excludable dividends) of earnings and profits accumulated in taxable years
ending before April 1, 2001, that are distributed before January 1, 2006, with respect to stock
issued before February 3, 2003.

Repeal of accumulated earnings tax, persona holding company tax and tax on passive
income of S corporations.

These taxes are repealed for taxable years beginning after December 31, 2002.

S corporation tax on built-in-gains

The provisions relating to the tax on the built-in gainsof S corporations (section 1374)
are effective for taxes imposed in taxable years beginning after December 31, 2002.%

Analysis
Policy issues
In generd

Under present law, the United States has a“classical” system of taxing corporate income.
Under this system, corporations and their shareholders are treated as separate persons. A tax is
imposed on the corporation on its taxable income, and after-tax earnings distributed to individual
shareholders as dividends are included in the individual’ s income and taxed at the individua’s
tax rate. This system creates the so-called “double taxation of dividends.” The President’s
proposal would replace the classical system with an integrated system, allowing shareholders to
exclude dividends to the extent taxed to the corporation. Thisisintended to reduce economic
distortions.

% This effective date prevents a change in the taxation of S corporation shareholders for
taxable years beginning before January 1, 2003.
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The present system, it is argued, results in economic distortions. Economically, the issue
is not that dividends are taxed twice, but rather the total tax burden on income from different
investments. Business investments in entities not subject to corporate tax, such as partnerships,
limited liability companies, and S corporations generally are taxed more favorably. An
investment in a C corporation that returned $100 would pay a $35 corporate income tax and then,
if the remaining $65 were paid out as a dividend to a shareholder in the highest individual
income tax bracket (presently 38.6 percent™), the shareholder would net $39.91. Had the
investment been made through a partnership, the taxpayer would have received $61.40 ($100 -
($100 multiplied by 38.6 percent)) after tax. Thus, proponents of integration observe that
because the present tax system creates different after-tax returns to investments undertaken in
different legal forms that the choice of legal entity is distorted and economic efficiency is
reduced.

Proponents of integration argue that present law distorts corporate financial decisions.
They argue that because interest payments on the debt are deductible, present law encourages
corporations to finance using debt rather than equity. They observe that the increase in corporate
leverage, while beneficial to each corporation, may place the economy at risk to more
bankruptcies during an economic downturn.

In addition, proponents of the proposal argue that present law encourages corporations to
retain earnings rather than to distribute them as taxable dividends. Drawing on the example
above, if the corporation had retained the $65 of after-corporate income tax income, the value of
the corporation should increase by $65. If shareholders sold their shares, under present law they
would recognize the $65 as a capital gain and generally incur a $13 income tax liability. Thus, a
retention policy could result in net income to the shareholder of $52 as opposed to $39.91 if
income were paid out as adividend.®® This difference in effective tax burden may mean that
shareholders prefer that corporate management retain and reinvest earnings rather than pay out
dividends, even if the shareholder might have an aternative use for the funds that could offer a
higher rate of return than that earned on the retained earnings. This is another source of
inefficiency as the opportunity to earn higher pre-tax returnsis passed up in favor of lower pre-
tax returns.

The proposal would narrow the difference in effective tax burden between a policy of
dividends and a policy of retaining earnings. Continuing the example above, if acompany’s
policy isto pay out al net income as adividend, it earns $100, pays $35 in corporate income tax,
pays $65 to shareholders who have excludable dividends and pay no additional tax. The net
return to shareholdersis $65. If the company’s policy isto retain all net income, it earns $100
and pays $35 in corporate income tax. Under the proposal, it retains $65 and reports to

3 A separate provision of the President’ s budget proposal would provide that the highest
marginal tax rate for individuals would be 35 percent for 2003 and beyond.

% |n practice the effective tax rate difference between the dividend policy and retention
policy would be greater. This simple example assumes the capital gain is recognized
immediately. Taxpayers can choose to defer recognition of gain. By deferring gain, the
effective tax burden on the gain declines
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shareholders that they have a $65 basis adjustment. The value of the company increases by $65
held in cash. If shareholders sell, because of the basis adjustment, they have no capital gain.
The net return to shareholdersis $65. The shareholder’s net position is the same whether the
earnings are paid out as a dividend or retained.

By reducing the aggregate tax burden on investments made by corporations, the proposal
would lower the cost of capital needed to finance new investments and may increase investment
in the aggregate as well as investment by C corporations. Increased investment ultimately
should lead to increased labor productivity, higher real wages, and increased long term economic
growth. However, the effects of tax cuts for business expenditures on investment are the subject
of controversy. Thereisalong-standing dispute in the economics profession as to whether tax
reductions for capital spending--such as the availability of accelerated methods of depreciation or
investment tax credits-have any substantial impact on investment expenditures® These
investment incentives reduce the cost of capital, but there is no consensus about the
responsiveness of investment to changes in the cost of capital.

The ssimple examples used above to illustrate potential sources of economic inefficiency
may overstate the aggregate tax burden on investments made by C corporations. Critics of the
proposal have questioned whether there will be a substantial effect on corporate investment
because persons not subject to the individual income tax (e.g., foreign persons and tax-exempt
institutions such as pension funds) hold substantial anounts of corporate equity. If these
shareholders are the providers of incremental investment funds, the proposal generally does not
change the aggregate tax burden on an investment made by a C corporation. Critics of the
proposal observe that, in the early years, much of the tax reduction will accrue to returnsto
investments made by C corporations in the past and are not targeted at new investment.

Tax incentives

Under present law, a number of tax incentives are provided to encourage corporate
investment. These incentives may take the form of exclusions, deferral of income, or credits
against tax. Exclusion incentives include items such as tax-exempt interest on state and local
bonds, and percentage depletion for minerals. Deferral incentives include items such as
accelerated depreciation and deductions for intangible drilling expenses and mining expenses.
Credits include such items as the research credit, jobs credits, low-income housing credit, energy
credits, and other business tax credits. Under the President’ s proposal, the benefit of these
incentives does not flow through to shareholders. To the extent these incentives reduce the
corporate income tax, they reduce the amount of dividends otherwise eligible for the exclusion or
the amount of possible basis adjustments. Thus, under the proposal, the portion of the

% For example, see Dale W. Jorgenson, “Econometric Studies of Investment Behavior:
A Survey,” Journal of Economic Literature, Vol. 9, December 1971; and Robert Eisner,
“Econometric Studies of Investment Behavior: A Comment,” Economic Inquiry, Vol. 12, 1974,
pp. 91-103. Also, see, Alan J. Auerbach and Kevin Hassett, “Investment, Tax Policy, and the
Tax Reform Act of 1986,” in Joel Slemrod, editor, Do Taxes Matter? The Impact of the Tax
Reform Act of 1986, (Cambridge, MA: The MIT Press, 1990), for a discussion of factors that
make it difficult to discern the effects of tax policy on investment.
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corporation’s earnings that are taxed at the corporate level istaxed at the corporate tax rate, and
the portion of the earnings that are not taxed at the corporate level is taxed at the shareholder’s
tax rate if distributed (or, at the shareholder’s capital gain tax rate, when the stock is sold).
Likewise, for those corporations that engage in tax sheltering activities, the benefit of these
incentives may not flow through to shareholders.

The extent to which the proposal diminishes the benefit of corporate level tax incentives
depends, in part, on the financial policy of the corporation. Continuing the preceding example,
assume that the investment that the corporation makes which returns $100 is eligible for a $35
tax credit. Consider first the corporation that maintains the policy of paying out all net income as
adividend. The corporation earns $100. The corporation would have a $35 tax liability, but can
claim a $35 credit, so pays no corporate income tax. It pays $100 to shareholders who pay
$38.60 in individual incometax. The net return to shareholdersis $61.40. Under the proposal,
the corporation earns $100. The corporation would have $35 tax liability, but can claim $35
credit, so pays no corporate incometax. The corporation pays $100 to shareholders. These
dividends are not excludable and shareholders pay $38.60 in individual incometax. The net
return to shareholdersis $61.40. In this case, the entire benefit of the credit islost. The
shareholders would receive the same net return ($61.40) regardless of whether the corporation
earned the $100 from a credit eligible investment or another investment.

Consider the corporation that maintains the policy of retaining all net income. Under
present law, the corporation earns $100. The corporation has a $35 tax liability, but can claim
$35 credit, so pays no corporate income tax. The corporation retains $100. The value of the
company increases by $100 held in cash. Shareholders sell and have a $100 capita gain, taxed
at 20 percent, for an individual income tax of $20. The net return to shareholdersis $80.*’
Under the proposal, the corporation earns $100. The corporation has a $35 tax liability, but can
claim a $35 credit, so pays no corporate income tax. The corporation retains $100. Thereisno
basis adjustment to the shareholder because no corporate income tax was paid. The value of
company increases by $100 held in cash. Shareholders sell and have a $100 capital gain, taxed
at 20 percent, for an individual income tax of $20. The net return to shareholdersis 100 - 20 =
$80.% Table 6, below, summarizes the results of the numerical example.

3 In practice the present value of the net return to shareholders would be greater than
$80. This simple example assumes the capital gain is recognized immediately. Taxpayers can
choose to defer recognition of gain. By deferring gain, the effective tax burden on the gain
declines.

% |n practice the present value of the net return to sharehol ders would be greater than
$80. This simple example assumes the capital gain is recognized immediately. Taxpayers can
choose to defer recognition of gain. By deferring gain, the effective tax burden on the gain
declines.
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Table 6.—Summary of Example of the After-Tax Return to Shareholders
to a Corporate | nvestment that Returns $100

$100 of Corporate Income $100 of Corporate Income
With No Tax Credit With a $35 Tax Credit

Present Law Proposal Present Law Proposal
Corporation Pays Out
All Income as a $39.91 $65.00 $61.40 $61.40
Dividend
Corporation Retains All
Income $52.00 $65.00 $80.00 $80.00

For a corporation that pays out all income as a dividend, the proposal removes all of the
benefit of the credit eligible investment compared to a credit-ineligible investment. In fact, in
this example, the proposal more than removes the benefit ($61.40 net return for the credit
eligible investment under the proposal compared to $65.00 net return for the credit ineligible
investment) because the individual shareholder’s marginal tax rate is greater than the corporate
marginal tax rate. * For a corporation that retains al of itsincome, the proposal does not alter
the after-tax return to shareholders from the credit-eligible investment, and the after-tax return
remains superior to the investment in the credit-ineligible investment ($80 versus $65).
However, under present law, the after-tax returns were $80 for the credit-eligible investment and
$52 for the credit-ineligible investment. The proposal reduces the relative attractiveness of the
credit-eligible investment.

More generally, the calculations of the example for the corporation that retains all of its
income, are not the result of the policy of retention, but rather that the individual taxpayer paid
tax at arate of 20 percent on corporate-source income. As noted above, this simple example
looks only at the case where the shareholder isin the 38.6 percent marginal tax bracket under
present law while, in fact, many shareholders are exempt persons or are in tax brackets less than
38.6 percent. Thus, if the average marginal tax rate of all corporate shareholders were 20
percent, the last row of Table 6 would calculate the returns for the investment in the credit
ineligible investment and the credit eligible investment under present law and under the proposal.
The proposal reduces the relative attractiveness of the credit-eligible investment for such an
average shareholder.

Tax-exempt shareholders

Under the proposal, tax-exempt shareholders, such as retirement plans, including 401(k)
plans and IRAS, continue to be tax-exempt. Thus, as under present law, taxable income earned
by a corporation owned by tax-exempt shareholders would continue to be taxed at the corporate
level. Thisachievesaresult comparable to the imposition of the unrelated business income tax

39 A separate provision of the President’ s budget proposal would provide that the highest
marginal tax rate for individuals would be 35 percent for 2003 and beyond. If the taxpayer’s
marginal tax rate under the individual income tax were 35 percent, the returns would be $65 for
both the credit eligible and credit ineligible investments.
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on unincorporated business owned by tax-exempt shareholders. However, it reduces the relative
benefit of the tax-exemption on dividends provided by present law since taxable shareholders
also would pay no tax on excludable dividends. Under the proposal, tax-exempt persons, who
presently own significant amounts of corporate stock, may find it more attractive to hold assets,
such as bonds or other debt, that generate fully taxable income.

Foreign shareholders

Under the proposal, foreign shareholders continue to be taxed under current law.
Withholding taxes on dividends will continue to apply, except to the extent reduced by treaties
with foreign countries. The proposal is not neutral with respect to the source of investment
funds. That is, the proposal generally would not change the after-tax return to investment by
foreign persons. Therefore, some observe that to the extent that foreign persons are an important
source of marginal investment capital there would be no incentive to increase aggregate
investment in the United States.

Foreign source income

The proposal alows U.S. corporations to flow through the benefit of foreign taxes paid or
accrued to the extent they are allowed aforeign tax credit under present law. Some argue that
this provides a benefit to overseas investment by U.S. corporations. However, the foreign tax
credit only relates to taxes paid abroad. As under present law, the proposal does not change the
effective aggregate corporate level tax liability dependent upon whether the income was earned
domestically or abroad.

Coordination with AGI phase-outs

Excluded dividends will not be taken into account in applying the various provisions that
phase-out benefits based on an individua’sincome level. In the case of the computation of the
tax on socia security benefits, tax-exempt interest on State and local bondsis presently included
in the computation of the taxpayer’s modified adjusted gross income. Under the proposal,
excluded dividends will not be included, resulting in a tax advantage for dividends over tax-
exempt interest in certain cases.

Complexity issues

Shareholder complexity issues

Individuals will receive 1099s indicating the amount of dividends eligible for the
exclusion and will exclude those amounts when they file their individual Federal income tax
returns. In addition, the 1099s will indicate the amount of any basis adjustments (both increases
for allocated basi s adjustments and decreases attributabl e to distributions from a CREBAA) that
are to be made to stock held by the individual shareholder. The shareholder must know the
amount of the basis adjustments to a particular share of stock for all taxable years, in order to
compute gain or loss when the stock is sold. The proposal requires increased record keeping by
individual taxpayers and the error rate for reporting taxable dividends and cal culating income
from capital gain realizations would be expected to increase.
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Pass-through entities, such as RICs, REITS, partnerships, S corporations, common trust
funds, and trusts, will need to inform their equity owners the amount of excluded dividends and
basis adjustments that passes through.

Corporate complexity issues

Under the proposal, most of the record keeping will take place at the corporate level.
Corporations will compute the amount in the EDA for ayear based on the tax paid and shown on
the return for a particular calendar year, and based on the excluded dividends and basis
adjustmentsiit received. The corporation will then compute the percentage of dividends paid
during the year that may be excluded by the shareholders.

In order to compute the EDA, the proposal generally limits refunds and credits of
overpayments to the tax previously paid in the calendar year and to the amounts that produced
the EDA for the current year. This limitation applies both to loss and credit carrybacks as well
as overpayments arising by reason of the taxpayer simply overpaying atax. Thislimitationis
imposed for administrative reasons so that shareholders are not required to file amended returns
to reflect the reduction in the corporate tax. However, it will limit the availability of refunds and
require corporations with overpayments to establish to the Internal Revenue Service the amount
that may be refunded or credited currently.

Corporations also will allocate basis adjustments to shareholders and determine the
allocation of amounts to classes of stock eligible for the basis adjustments. They will keep an
account of cumulative basis adjustments (CREBAA). When distributions are paid in excess of
the EDA, corporations will notify shareholders the extent to which they are paid from the
CREBAA. Corporationswill determine the alocation of distributions from a CREBAA among
various classes of stock.

A foreign corporation with no connection to the United States other than the fact it
receives dividends from one or more U. S. corporations and has U. S. shareholders will need to
maintain these accounts and make the computations and allocations if it wishesto pay its
shareholders excludable dividends or alocate basis adjustments to its shareholders. The Internal
Revenue Service will need to monitor compliance even though these corporations (and their
controlling shareholders) may not be subject to the jurisdiction of the IRS.

The repeal of the accumulated earnings tax, the personal holding company tax, and the
tax on S corporations having passive income will reduce complexity since corporations will no
longer need to determine if they may be subject to these taxes and, in the case of the accumulated
earnings tax and the personal holding company tax, whether dividends should be paid to avoid
the imposition of these taxes.

Prior Action

No prior action.
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E. Increase Section 179 Expensing
Present L aw

Present law providesthat, in lieu of depreciation, ataxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $25,000 (for taxable years beginning in
2003 and thereafter) of the cost of qualifying property placed in service for the taxable year (sec.
179).* In general, qualifying property is defined as depreciable tangible personal property that
is purchased for use in the active conduct of atrade or business. The $25,000 amount is reduced
(but not below zero) by the amount by which the cost of qualifying property placed in service
during the taxable year exceeds $200,000. An election to expense these items generally is made
on the taxpayer's original return for the taxable year to which the election relates, and may be
revoked only with the consent of the Commissioner.** In general, taxpayers may not elect to
expense off-the-shelf computer software.”?

The amount eligible to be expensed for a taxable year may not exceed the taxable income
for ataxable year that is derived from the active conduct of atrade or business (determined
without regard to this provision). Any amount that is not allowed as a deduction because of the
taxable income limitation may be carried forward to succeeding taxable years (subject to smilar
limitations). No general business credit under section 38 is allowed with respect to any amount
for which a deduction is allowed under section 179.

Description of Proposal

The proposal provides that the maximum dollar amount that may be deducted under
section 179 isincreased to $75,000 for property placed in service in 2003 and thereafter. In
addition, the $200,000 amount is increased to $325,000 for property placed in service in 2003
and thereafter. Both of these dollar limitations are indexed