Possible Democratic Package

A fully paid for Democratic package of tax cuts would likely include a core set of tax cut
- proposals on marriage penalties, school construction, and extension of expiring tax provisions.

-* - Additional proposals could be included to fit available remaining revenues from payfors. A

menu of potential tax initiatives is given on page 2 of the handout.

The revenue raisers listed on page 3 have been grouped into three categories, plus tobacco.
" The first grouping is "relatively noncontroversial” items, totaling $3.5 billion through 2003.
These items have been included in bipartisan tax legislation this year. The second category,

" . totaling $15.3billion through 2003, lists "less noncontroversial” raisers. Given that a tax

package needs to be financed, our subjective assessment is that these would be likely additional
payfors. The third category (split into two groups) is labeled "controversial." These items would

... have significant opposition.

[llustrative Packages:

[llustrative package 1 (on page 4) includes only the core tax cut proposals: a phased in

: marriage penz'dty proposal (that eventually raises the standard deduction for joints filers to twice

that of singles), a school construction initiative, and extensions of expiring provisions. The core
tax cuts cost $25.8 billion through 2003. The first two categories of raisers total $18.8 billion

- through 2003.! We have assumed that the reinstatement of the two Superfund environmental

- taxes are used to make up the difference in the cost of cuts and payfors.

[lustrative package 2 (on page 5) adds child care, pension and low-income housing
' initiatives to tihe core set of tax cuts. It pays for the additional tax cuts with a 20 cent per pack
" increase in the cigarette excise tax through 2002 and a 30 cents-per pack increase thereafter.

Discussion

. Financing even the base package will involve tough choices. Some will object strongly to

" using the Superfund taxes to pay for tax cuts rather than environmental remediation. A likely
alternative, réplacing the sales source rule with activity-based rules (which has been in the
President’s blildget the last two years), will be opposed by some who worry that this change could
-+ harm internatlional competitiveness.

The financing constraint may be somewhat easier under Joint Committee scoring. Because

" of baseline differences, the JCT scores the liquidating REIT proposal as raising $4.4 billion more

~ than '1"rfzasu1ryI through 2003 (and $7.6 billion more through 2008). Cutting the other way, the
~+JCT has not scored the President’s budget proposal to modify reserve rules for annuity contracts

B (CARV-M), which complicates inclusion in a Congressional package. The CARV-M proposal,

:"“' - which affects|life insurance companies, would raise $4.6 billion through 2003 and $8.5 billion
~ through 2008 . 5 '
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Menu for Potentml Democmtlc Tax Package
' Tax Cuts
I
Core Imtza::ves ( *x md:cates very rough esnmafe)

Marnage,,_nalﬂty Bg i g :
Increase the standard deduction for Jomt filers.to deuble that for smgl
Introduce a 10% second-earner- deduct;on (up to $30k of earnmgs)**
Reduce EITC marnage penalties**.. .
Gramm Senate passed mamage penalty proposa] (already phased m) /2

Sehogl anstructl

Schoo] construction bonds, mcrease Quahﬁed Zone Academy Bonds

. - Extend Exnlrmg Prov:smns

R&E tax credit (6/30/99) /3 :
Work Opportunity Tax Credit (4/31/00)

’ Welfare-to-Work tax credlt (4/31/00) -
Contnbutlons of stock to private’ foundattons (63‘30}‘99)

b Addmona! Items if Payfors are Ava:lable ( *x mdxcates very rough esnmare)

_ Make Child Care More Aﬂ‘ordable .

' Increase child and dependent care tax credit’
' Employer-provided l;hxld -care tax credit
Kennelly stay-at- home parent credlt** Ca

Extend Avallabxhty ofPensmns [ T SR *

3-Year subsidy plus lvoluntary exeludable IRA -- small f irms and al quahf ed p ans ’

© Simplified pension plan for small busmess
Other Pensxon Imtranves '

- E ducation Init Imt;at:ves

ln_c,:ga,s,e Low-lncgme Housmg_ X Qredlt and !Jman Imtlatlves
Increase per capita qap to'$1.75° T ‘ . o o
Accelerate startup of two new EZ/ECs ' ' S
‘Make permanent the expensmg of brownﬁelds remed:atlon costs o '
- Increase Energy E c;elncv and Imnrove the Env:ronment R
Presxdent‘s chmate change technology tax mmauve "

Sp_eednp#ﬂ&li Em ployed Health Insurance Deduc tion ;
Aceeleratlon of se f—employed health insurance deductlon ,

"

Extend child credlt to taxpayers with chronic illness and ill’ spouse or dependent "
Same provision as above, but $1, 000 rather than $500 credlt : C

$1,000 credit for ho:me or commumty care ' i

Capped 75 percent tax credxt for quahf' ed long—term care expenses

S_l_mphfy and Enhance t,,h,,e* ogressmty of Qapnal Qamswlfaxanon

40 percent exclusion for Iong-term capital gams :

Extend emp oyer-prowded educatlonal a551stance and inc ude graduate educatlon -

L =25,846
. 7-60,000

1 -10,000
- -14,400- .
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1,049

L1589
BN
538 -
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15500

© 54,700
29,000
-4,700

4,600

1 -8,000

.‘67lf>”“t

~ro-. 555

-55,634

-20,000 .
-38,600 . -

“11,5520

. 2,218
©-806
.- -181
T YA

~11,785:.;
-1,268
-7,000

945

9395
41,049

6723
150
21,338

9,006

8,100

. -11,400 . . -

-21,600 .
“-11,800"
-10,500 -

29,000

Vz’ 1 Each mamage penalty proposal can be "dialed down" to meet a smaller revenue target

/2 JCT scores this as colstmg $16.1b through 2003 and roughly $46b through 2008

/3 Numbers.do not match the Budget because this entry includes costs in. 1998 (this is $365 m:llxon)x o T

/4 Numbers do not match the Budget because th‘ls entry includes costs in 1998 (842 'mllllon) ,
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. Liquidating REITs
‘Constructive ownership (Kennelly)*

L e ~‘Revenue Offsets * *.
[ , o |8 in millions}

Modify Foreign Tax Credit carryover rules* -
Clarify and expand math-error procedures

Clarify the meaning of “subject ;m" liabilities under section 357(c)

.Restrict special net operating loss carryback rulcs for specnf‘ ied hablhty 0sses:

" Modify reserve rules for annmty comracts (CARV-M) 5T

" Variable annuities

[

Modify corporate-owned life insurance (COLI) rules

Repeal lower-cost-or-market inventory accounting method
Reform treatment of FOGI and|dual capacnty taxpayers'
Reinstate Oif Spill excise tax",

-~ Eliminate non-business valuation. dxscounts » ' .
Repeal percentage depletion for nonfuel minerals on Federal and ﬁ)rmerly Federal lands

Increase proration percentage for P&C insurance compames

" Amend 80/20 company rules | .. 4

Modify treatment of foreign bm]t—m losses * .

Defer deduction for interest ancii OID on convertible debt

Eliminate dividends-received deducnon for certain preferred stock - -
Tighten substantial understatemem penalty for large corporations )
Repeal tax-free conversions of large C corporanons into 8 corporauons

e Apply 7.7% rate to credit life | msurance piemiums . . '

Repeal '14:day rule for vacation homes*

Reduce "investment in the contf'act" for mortahty and expense charges

' Eliminate "Crummey rule

lmpose excise tax on purchase of structured settlemcms

N - Increase penalties for failure to file correct information returns

Modify depreciation method for tax-exempt use property

Modify foreign office material pamclpatlon exception :

Stop'abuse of CFC exception to ownership requirements of IRS code sectmn 887
Eliminate gift tax exemption for personal residence trusts . .~ -

" Include QTIP trust assets in surviving spouse's estate -
Modify Federal Unemployme_m Act provisions

Replace sales source rule with actlyity-based rules (subset of Title Passage, below)
Superfund AMT tax* .. | T e T
Superfund excise tax* - : ) ' "
Royalties in passive basket of foreign tax credit; 100% R&E aIlocatmn + B
Reduce dividends-received ded scuon t0 50%

. Repeal components of cost mvemory method

;‘Runawayplants(Dorgan)+ I T S
: S R S5 Subtotal -

*=JCT scoring .-

- Deny interest deduction on certain debt instruments ) A . . -
s o - o o Subtotal -

Excise tax on nonretirement fringe benefits (Mcl)ermott) +
Title Passage, tax repatriated FSC income+ .
Repeat expensing of exploratmn and development costs+
Repeal percentage depletion + .
Minimum tax on foreign-owned business+

Tobacco ~
Agcelerate c:garette exgise tax increase + - -
10-cent tobacco excise tax. (cou d be scaled up) + v
Disallow deduction for tobacco/advertising + -

+ = rough guess
1. Used in the Senate’s version of IRS Restructurmg

2.JCT estimates at 4.9 b over five years, 8.6 b over 10 years
3. JCT has not estlmatﬁd this pr'owswn

'
B

i

e

. , . .‘ e Subtotal ... -

. Extend pro-rata disallowance of tax- -exempt interest expense to all ﬁnanc;al mtcrmedlanes L

By

BRI

- Subtotal

Subtotél' :

672

500 .
150
C1200 0

;104
3471

6,571

3,800 -
-3,600

3,000
1,662

929
895,

649
21,106 "

28,900

-, 24,100

- 4,400

2,400

1,800

1,500
63,100

"3,000

" 1,500
4,000

14,500

1935 ¢

3,391 .
[.400
- 1,000

. 300 Uy

255
6 785

8,532-‘

5,253
1.947

3900 "
72,576
| 2,468

1,003
1,331

- 526 ..

547
549
611
241
602
140 -
1274

293 .

1,360

213

212
131
261
I
5ot

- 21
1,511

16,273

5,000

5,000 -«

© 6,000
13,835

'5,089

2,071
" 2,691 -
45,959

. 57,800 .
- 59,683

9,100
5,100
3,600

3,000

- 3,000

15,000 ;
8,200

26200

138283

525

35,197

s
.

-
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TaxPackagel.” .~ | R s
. . - ' - TaxCuts

(** indicates very rough estimate) . T e

’

Raise joint standard deductjon to iwice singles (flat phase-in,'jump in 2009)**

¢

School construction bonds, increase Qdaliﬁeﬂ Zone Ace(:iexhy Bonds -

~ R&E tax credit (6/30/99)
- Work Opportunity Tax. Crednt {43’3 1300)
Welfare-to-Work tax eredxt (4/31/00)
Conmbuuons of stock to pnvate foundatlons (6!30}99)

" Subtotal
’ o " A‘Tota‘l
L . Raisers .

" -Modify Foreign Tax Credit carryover rules. . R i
Liquidating REITs** -~ "~~~ - . .. 7 = v Y /.
-Clarify and expand math-error procedures ~ ~ . . . S .. .. - . ]

. Constructive ownership (Kennelly)” ) L g -
Clarify the meaning of "subject to” liabilities under secuon 357(e) S -
‘Restrict special net opera‘tiﬁg loss carryback rules for specified liability losses ’ e
- ' Coe S ) Subtotal
Modify reserve rules for zmnulty contracts (CARV M) s L 3

Modify corporate-owned life insurance (COLD rules” , .
Repeal lower-cost-or-market inventory accounting method * - -
" Reform treatment of FOGI ]and dual capactty taxpayers“‘ .
Reinstate Oil Spill excise tax - - o )
* Eliminate non-business valuation dnscounts . L L
Repeal percentage depletlor‘) for nonfuel minerals on Federal and formerly Federal lands
Increase proration percenta'ge for P&C insurance compames . '
Amend 80/20 company ruies o . . ST
‘Modify treatment of foreign built-in losses - . -
Defer deduction for interest and OID on convertible debt
Eliminate dxvxdends-rece:v%d deduction for certain preferred stock
Tighten substantial understatement penalty for large corporatlons o
Repeal tax-free- conversxon§ of large.C corporations into S eorporanons
Apply 7.7% rate to credit hife insurance pre_mmms .
Repeal 14-day rule for vacation homes** : :
" Extend pro-rata disallowance of tax-exempt interést expense 1o a]] f‘manc;al mtermedxanes '
Reduce "investment in the eontract" for rnortahty and expense charges ’ ' :
" Eliminate "Crummey rule
Impose excise tax on purchase af structured settlemen;sr
Increase penalties for fallure to file correct information returns:
Modify depreciation method for tax-exempt use property °
Modify foreign office mate'nal participation exception
. Stop abuse of CFC exceptlon to ownership requirements of IRS code section 887 -
. Eliminate gift tax exemptlon for personal residence trusts :
Include QTIP trust assets in surviving spouse’s estate

Modify Federal Unemployr'nen; Act provisions

; Subtotal V
" Superfund AMT tax
Superfund excise tax o
' e Subtotal
oo Total
~ "Net'Budget Effect :

1. Used inthe Senate's vefsioﬁ of IRS Restructuring” "
2. JCT estimates at 4.9 b over- five years, 8.6 b over 10 years
3. JCT has not estimated thlS :\rovxsxon ‘ .

Sy,

-18000

-~5,007 -

2,209
© 2783
-169

67
3,228

-37000

A1,552 -

L2218

-26,235

1925 .

500
672
150
120
104

© 4,641

- 2,455
1,663

1,500

1,255

3471 '

1,008 -

15,345

L3800

© 3,600
7,400

26,216

.1‘9; :

" -806

-181
67
3272

SR

3,391~

300 -

439 .

255
6,785

8532
15,253
1,947
3,900
2,576

2,468
1,003 -

1,331
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. TaxPackagell. o
: : . Tax Cuts
(** indica;res,very rough estimate)

,mmmmmm'

Raise Jomt standard dec ucnon to tw:ce smgles (phased m) o

. Se man_sIruc_ngn ‘
) School constmctmn bonds, mcrease Quahﬁcd Zone Academy Bonds
¢ Pravision
R&E 'tax credit (6/30/99) S ‘ _—
Work Opportunity Tax Credlt @300 - o St

" Welfare-to-Work tax cred:t (4/3 1/00)
Contributions of stock to pnvate foundations (6/30/99)

Increase child and dependent care tax credit.
Employer—provzdcd chﬂd-care tax credlt .

|-

Extmm_abmmﬂ’_enﬂgns.

Sun}ntal

3-Year subsidy plus voluntary excludab ¢IRA - smaIl firms and all qualxﬁed plans h

-Simplified pension pla.ri for small busmess

E ) PR

Other Pension Imtnanvc‘s i
Increase Low-Income ngsmg Tax g;gg;m and !!;bgn lnm ygg
" Increase per capita cap | to$1.75 .
Accelerate startup of two new EZ/ECs .
Make permanent the expensmg of brownﬁclds rcmedxanon costs .

~ Raisers - -

gelatgve!y nonggntng;gud -
Modify Foreign Tax Credit carryover rules
"Liquidating REITs** .
Clarify and expand math-error: procedurcs .
Constructive owncrshlﬁ (Kennelly)y** ’
Clarify the meaning.of "subject to" liabil mcs under sectxon 35?(c)

. Resmct spccnal net operatmg loss can‘yback rules for specxﬁed lsabl ity | osses '

Less ngnggmmversxa |
 Modify reserve rules for annuxty contracts (CARV M)
. Modify corporate-owned life insurance (COLrules -
. -Repeal lower-cost-or-market inventory accounting method
* Reform treatment of FOGI and dual capac1ty taxpayers**
Reinstate Oil Spill excise tax -
Eliminate non-business valuation discounts o
A Addntlonal offsets under $500 m through 2003; |dent:cal to package I

' g;ontreggggs_m_j Co
. Superfund AMT tax |« - N
Superfund excise tax S ' o S

To!zagcg o : IR Tl o ’
' 20-cent per pack excise tax increase through 2002 30 cents thereaﬁer

1. Used i.n' thq:Senafe’s version of IRS Restructurmg .
2. JCT estimates at 4.9 b over five years, 8.6 b over 10. years o
3" JCT has not estimated this provision -

K

Subfotal . .. .
Total

n

.. Subtotal .-

Subtotal

Sn

ne

I
VI
Subtotal -

/3

Subtotal

,Snbioiai

Total ‘

Net Budget Effect

b

.. 24000
5007

22,209
“-783
“169
6T

C 3228

5103

L 478
5,591

- .508
© 304

145

. 957

il 5591 -

-63
-534

" 2,156
-40,939

1,925
672

‘120
104

4641
2,455 .
1,663 - .
1,500 -

1,255

. 1,008 ;
2,823 1
15345 .

© 13,800 L

3,600

o 7400'7

. '1_5,00_0
41216 <.

277

© 500 _

150

3471

C 51000 ..

s -

. 2,218
- -806

-i81 L

67
.-3,272°

11,785
41268

503053

945 .
. 555 .
1395

-1,895

6723
L 150 -
. -1,338
Ce8211
- -88,983"

3391
. 1,000

1,400 - .

300

<439

255
6,785

8,532

5253
1,947 .

© 3,900
2,576
. 2,468 -
10,521
35,197 - -

-5,000.
5,000 °
10,000

" 37,500

© 89,482 .
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Elements ofa l')e’mocratie ’Paclfage B -

A fully pald fcr Democrauc package of tax cuts would llkely mclude a core set of proposals on

‘marriage penaltres school construction,-and expmng tax provrsrons Addrtronal proposals would e

' be 1ncluded subject to avallable payfors

S

‘Core Tax CuI VPropo'sals«:(addmon rnater‘ral‘on‘the core cuts is 'giﬁren on page 5) I ,

. Marriage Penalty Relief. There are seueral opt.i’ons“ vThe‘ﬁrs‘t three could be phased in
[

‘aggressw‘ely to minimize their cost through 2003 (the fourth the Gramm proposal is already,j_ " |

'aggresswely phased m) k
e Increase Standard Deductron for Jomt Fllers Increasmg the standard deductlon for :
© joint ﬁlers to douible the current level for smgle ﬁlers Would cost roughly $26 bllhon

| through 2003 ‘ I : . -

Fifty-four percent of the revenue loss would actually reduce marriage penalties.  Couples: * :
_ withii income (AGI) under $3O 000-would receive 24 percent of the tax cut; couples with

‘AGI over $100,000 would receive only 5 percent of the tax cut.  The tax cut in 1999 for :

a one- or two-earner couple, each with $25 000 in eammgs and'no other income, and-:

who currently use the standard deduction would be $217.50. This change would also ’

-simplify the tax system by reducmg the number of taxpayers 1tem1zrng deductlons by.

several mllhon S

T Two-Earner Deductlon The second earner deductlon that existed between 1982 and
1986 )could be reinstated. (ThlS has.been introduced by Herger H.R.2593.) The 4
' deductron was for 10-percent of the first $30,000 of the earnings of the spouse wrth v
lower earnings. Thrs would cost very roughly $60 billion through 2003

‘ ; Nearl'y 80 percent of the revenue loss would actually reduce rnamage penaltles Couples _ .; X

- with i income (AGI)-under $30, 000 would receive 12 percent of the tax cut; couples with
- 'AGI over $100,000 would receive 32 percent of the tax cut. The tax cut in 1999 for a.
two-earner couple, each with $25 000 in earmngs and no other income, would be $375

- Redulctlon in Marnage Penaltles in the EITC H R. 3995 (Neal McDermott and N
'Kennelly) would reduce marriage penaltles in the EITC by raising the endpoint of the o

plateau for married couples filing'a joint retirn by $3,510 (in 1999), which would also =

raise ;the income level at which the EITC is fully phased out. by the same amount. This
" would cost very rough]y $10 bllllon through 2003 ‘ :

Less than 40 percent of the revenue loss would actually reduce mamage penaltles
Couples Wrth income (AGI) under $30; 000 would receive 92 percent of the tax cut;
couples wrth AGI over $100,000 would receive none of the tax cut. The tax cutin 1999 .
- for a one- or two-earner couple’ wrth $24, 000 in total earmngs no other income, and one’ B
. child would be $561 ‘ ‘ L :
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- Senator Gramm S Amendment to the Tobacco Brll The Gramm amendment would
give a new deduction to married couples filing a joint return who have combined .
. incomes below $50,000. The deduction would be equal to the difference between the -
- sum of the standard deductions for a single filer and a head of household filer, and the ..
tandard deduction for a joint filer (this difference is $3,450 in 1999). The deducnon B ‘
would be available to all such couples whether'of not, they itemized deductions (i.., the
‘deducnon would be ‘above-the-line’ ). The deduction would also reduce income for . L
' purposes of the phaseout of the Earned Income Tax Credit (EITC), so. couples with
.7 incomes in the phaseout range of the EITC would get a larger credit. The $50,000
e . income limit would be indexed for inflation after 2007: The deduction would be phased
in ovbr 10 years. This would cost $14.4 billion through 2003 and approx1mately $9

‘ bllllon per year when full phased in.

, The new deductxon would be phased in, 25 pereent in 1999 30 percent in 2000 2001
~ and 2002; 40 percent in 2003, 2004 and 2005; 50 percent in 2006 60 percent 1n 2007
. and lOO percent in 2008 and subsequent years

.I Onlyl35 percent of the revenue. loss would actually reduce marriage penaltles Couples ‘
~ with income (AGI) under $30 000 would receive 62 percent of the tax:cut; couples with
'AGI over $100,000 would receive none of the tax cut. The tax cut when fully phased i in .

at1999 levels fora ong- ora two earner couple wrth $50 000 in total earnmgs and no . i

other income, would be $5 1 8
e Sch‘ool C onstructton The Budget proposal would allow state and local govemments to
issue up to $9.7 billion of “quahfied school construction bonds” in each of 1999 and 2000
- It would|also increase the limit. for ‘qualified zone academy bonds” by $1, bllhon in1999; -
authorize $1.4 billion of such bonds i in 2000, and allow bond proceeds to be used for.school .
. construc1 ion.. These prov1smns would cost $5 0 billion through 2003

L. s Extenders The research and experlrnentanon tax credlt the work opportumty tax credlt
v(WOTC) and the deduction for contributions of apprecrated stock to private foundations all
expired June 30. The welfare-to-work tax credit expires April 30, 1999 Extendmg these .-
provrslohs as proposed by the President would cost $3.2 bnlhon through 2{)03

| .The Menu ol!" Payfors

, The revenue raisers (see the third page of the handout) have been grouped 1nto three o -

© categories, plus tobacco. ' The first grouping is. relatwely noncontroversial” items. These items

~ have been rncluded in bipartisan tax legislation this year.” The second category-are "less - K
noncontroversral" raisers, but given that a tax package needs to be financed, our subjectlve
.. assessment is that these would. be likely. additional payfors. The third category- (spllt into two

groups) is labeled controver51al N These 1tems have srgmﬁcant opposmon o -

o - ‘
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Poss;ble Addltlonal Tax Cut Proposals : s

.

. Sorme of the followmg proposals could be meluded ina Demoeratlc package thhm the L
- constramt of revenues: from payfors remammg after the core proposals . ‘

L
3

3 _Chlld,Care. There are at least two opttons:

~ . Bud get Proposal The Budget proposal would increase the maximum rate of the child .

and dependent care tax credit from 30 percent to 50 percent and extend eligibility for-

i the maximum credit from $10,000 to $30,000. The proposal would also provide a new. o

o ,eredlt to employers of up to $150,000 for 25 percent of expenses incurred to build or
- acqulre a child care facility for employee use or for providing child ¢ care services for
employees These proposals would cost SS 6 bllhon through 2003 :

- Stay-at-home parent provision.. H. R. 4030 (Kennelly) 1ncludes the Budget proposal

..and la provision that would make taxpayers with children under the age of four eligible
: 'for an expanded child credit that would be roughly equal to. the average proposed
e mcrease in the child and dependent care tax credit for taxpayers under the age of four.
A taxpayer could not claim both the expanded child credit and the child and dependent
‘ care tax credit. The stay-at-home plece of the Kennelly child care package would cost: -
L roughly $3.5.billion through 2003

- Pensnons The Budget proposed promotmg IRA contrlbutlons through payroll deductlon }

prowdmlg a tax credit to small businesses for 50 percent of the costs (up to $2,000 in the first -
year and|$1,000 in the second year) for expeénses of admmtstermg or providing employee

“education for a new quahﬁed plan, the establishment of a new small business plan, and

enhanetdg pension portability, disclosure, and s1mphﬁcanon These proposals would cost -

$1.0 billion through 2003

Educatlon Extendmg employer-prowded edueauonal a551stance (Sectlon 127) by one year
(to 6/ 1/2001) and reinstating the exclusion for graduate educatlon (effeetlve 6/30/98 through

‘ 6/ l/ZOOll) would cost $1 0 bllhon through 2003

o Low Inc'ome Housmg Tax Credlt and Urban Imtlatwes The Budget proposal would .
_ increase, the per capita limitation from $1. 25'to $1.75"at a cost of $1.6 billion through 2003.
- Making the brownfields expensing provision permanent would cost $0.5 billion through
2003. Acceleratmg the startup date for the two new empowerment zones created by TRA97

‘ by one year (to 1/1/99) Would cost 0.1 billion through 2003

Chmate Change The tax proposals in- the Budget are mtended to reduce energy .
consumptlon and greenhouse gas emissions by encouragmg the deployment of teehnologles

" thatare highly energy efficient.and that use renewable energy sources The nine 1n1t1at1ves
“in total would cost S3 6 bllllon through 2003. Lo
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: begmmns in 1999 would cost $5 5 bllhon through 2003

Speedup of 100 Percent Deductmn for Self—Employed Health Insurance Currently, the .
percentage of health i insurance-expenses that may be deducted by a self-employed 1ndmdual ;s

. 1545 percent This- percentage is scheduled to increase to 50 percent in 2000 and 2001, 60
' percent m 2002, 80 percent in 2003 through 2005 90 percent in 2006, and 100 percent in .

2007 and thereafter. Acceleratmg this schedule by makmg the deduction 100 percent

l

‘ : Long-Term Care The followmg are three optlons that mlght be consrdered

- Optlon 1.. Provrdmg a tax credtt of $500 for taxpayers who are chronlcally 111 or who ‘, -

" care|for a chronically ill spouse or dependent would cost approxrmately $5 billion -
"~ through 2003. Increasing the credrt to $1 000 would cost approx1mate1y $9 bllllon V
through 2003. T S . e

‘-" | Optlon 2. Creatlng anew, nonrefundable tax credlt of $1 OOO for taxpayers who pay |
~ for ci)r provide home- based or'community long -term care services for themselves or a
: chromcally ill spouse or dependent would cost approxrmately $4 7 bnllmn through
2003 ‘ -

- »-'# Optmn 3 Creanng anew, nonrefundable tax credrt for 75 percent of the ﬁrst $2 000 of e

o .’quahﬁed long -term expenses for taxpayers with a chromc illness or chromcally 111
- ‘ spouse or dependent wou]d cost approx1mately $4.6 bllllon through 2003

t

. Capltal Gains. Ifi it were thought desnable 0 have a cap1ta1 gains counter to the Repubhcan o

1;>roposal| an altematrve could be. fashloned that would provrde greater srmphmty and equlty

o

- One possrblhty would be to subsntute a 40 percent exclusron for the current system of
special rates: This would hold harmless or cut taxes for people in the 15 percent and 28
' percent brackets (in particular, it would give taxpayers in the 15 percent bracket arate
~.of 9 percent on gains vs. 10 percent unider current law, ‘and taxpayers inthe 28 percent. -
- bracket a rate of 16.8 percent on. gams) Taxpayers in the 39.6 percent bracket would
_ havea rate of 23.76 percent on gains (versus 20 percent under current law). Current ’
, rate]s are scheduled to fall to 8 percent and 18 percent for property held more than five “

“years. The costofa 40 percent exclusron would be roughly $8 billion through 2003. .




‘Detailed I)escrlptlons of Core Proposals B

Marnage Penalty Rehef

Increase Standard Deductlon for Joint Ftlers The standard deductton for jOll’lt ﬁlers o

(87,250 in 1999) would be increased to double the standard deductxon for single filers .

. ($4;350 i tn 1999). This would give joint filers a standard deduction of $8 700 in 1999,

. use the standard deduction, this increase would reduce their taxes by $217.50. Joint filers i in

deductlon B

which is $l 450 more than under current law. For joint filers in the 15 percent bracket whc

the 28 percent brackét who use the standard deductlon would have taxes reduced by $406

" This proposal would reduce the number of returns w1th 1temrzed deducttons in 1999 by 31

mllhon from 39.2 mllhon to 36 1 mllhon L

:ATwn-Earner Deductlon (HR. 2593 I—Ierger) This proposal would remstate the second
-earner deductlon that existed between 1982-and 1986. The deduct1on is for lO percent of the

first $30 000-of the eamrngs of the spouse with lower earnings.

" This, proposal v1olates the principal i in current law that couples wrth 1dentrcal total incomes
. pay 1dent1cal total taxes smce only couples w1th two earners would recewe the two- earner

[

'Reductron in Marrlage Penaltles in the EITC (H R. 3995 Neal McDermott and

Kennelly) 'The proposal would raise the endpomt of the * ‘plateau” of the Edrned Income ‘

- Tax Credlt (EITC) for married couples filing a joint return by $3,510 (from $l2 5 10to |

$16 020)‘1n 1999. (The “plateau” is the income range in which the EITC is.at 4 maximum.) .
Raising the endpomt of the “plateau™ would also raise the income at whlch the EITC is fully
phased out by the same amcunt ($3 51 0 in 1999)

The proposal would 1ncrease smgles penaltles by over $3 blllmn per year (at 1999
~ income levels) because heads:of households with incomes in the proposed EITC “plateau”
. and phaseout ranges would owe even more tax than a one-earner couple w1th the same .
" income, deducuons and personal exemptlons than under current 1aw E o

Senator Gramm s Amendment to the Tobacco Blll Thls amendment whlch mcludes a’
provision to accelerate the full deduction of health i 1nsurance premiums by the self-

employed was adopted by the Senate on June 10. The mamage penalty provision would

. give an addmonal deduction to married couples filing a joint return who have combined

incomes below $50,000. The deduction would be equal to the difference between the sum

~ “ofthe standard deductions for a smgle ‘filer and a head of»household filer, and the standard
‘ deductron for a joint ﬁler (th1s dlfference 15'$3,450 in 1999) It would be avatlable to all

|

B such couples whether or not they itemized deductions (i.e., the deduction would be ¢ above- ,
the-line”). The deductlcn would also reduce'i income for purposes of .the phaseout of the
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RS Eamed Income Tax Credlt (EITC) so couples w1th mcomes in the phaseout range of the R

T EITC Wollld geta larger credit. . The $50, 000 income: hmrt would be indexed for 1nﬂat10n RN
. after 2007 The deductlon would be phased in, 25 percent 1n 1999 30 percent in 2000

.. 2001, and 2002 40 percent in 2003 2004 and 2005 50 percent n 2006 60 percent m 2007

and 100 percent 1n 2008 and subsequent years

- i ln 1999 the addrtlonal deductron would be 25% X $3 450 $862 5() Wthh would be worth P R

28129 for couples w1th sufﬁcrent taxable 1ncome (srnce couples in thrs 1ncome range are 1n
 the 15 percent- bracket) When fully phased in, the additional deductron (at the: 1999 level of

%, $3,450) would be worth $517.50. ‘With the changein the EITC, the fully-phased-in tax ‘;;Q{

; {reductronlfor a one- or two- earner couple wrth $24 000 1n total earmngs no. other 1ncorne, o
and one chrld would be $l 069 A B O S

A ’ ) ":‘:" “ ] }\{‘43“ T, | |
C The proposal would also 1ncrease smgles penaltles” by $17 brlhon per year (at 1999

.. income levels) because unmarrred taxpayers wrth mcomes ‘below $50,000 would owe even
" more tax than a one- earner couple w1th the same 1ncome deductrons and personal '

oo 1 \
L exemptlons than under current law

i -
R

h The provrsron would create a “cllf whereby couples w1th $50 000 of income would get a
© tax cut of $Sl7 50.(when fully’ phased in) whrle a couple wrth $1 more, of i 1ncome would get

i nothmg Thrs creates’ large dlsmcentlves to earn mcome or large mcentrves to mrsreport

B ‘.mcome for taxpayers wrth incomes above :the cl1ff s SRSPTE

' School Cohstruction o

The Taxpayer Rehef Act of 1997 enacted a prowsmn that allows certarn pubhc schools to 1ssue

. quahﬁed zone[‘ academy bonds the mterest -on which is effectrvely paid by the Federal

B government in the form of an annual i 1ncome tax credit. ‘The proceeds of the bonds can- be used

.- for a number of purposes 1nclud1ng teacher tralnmg, purchases of equlpment cumcular
i development and rehabilitation and reparr of the school facilities. The Budget proposes to-.

" institute a new prograrn .of Federal tax ass1stance for pubhc school construction. .Under the -
~ proposal, State. and local governments would. be able.to issue up 10°$9.7. billion of ' quahﬁed o
“:school constructron bonds" in each 0f1999:and 2000 Holders of these bonds would:; reCelve S

. annual federal ihcome tax credrts, set accordmg to rnarket 1nterest rates by the Treasury »:

Department in lieu of i interest. ‘At least 95 percent -of the bond proceeds of @ qualified schoolv;

,’; - construction b?nd must be used to finance, public school. constructlon or rehablhtatron The -
i Budget also proposes to expand the amount of’ qualified zone. acaderny borids that can be lssued

- in 1999 from $4OO million to $1.4 billion: and to authorize an addrtlonal $1.4 billion of quallﬁed

. '-zone academy bonds in 2000 and to. allow the proceeds of these bonds to be used for school j" :": o R r

T constructron
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Extensmn of !Expmng Prowsmns o

PR

‘Extend the Work Opportumty Tax Credit. The Work Opporiumty Tax Credlt prov1des

an incentive for employets to hire individuals from- certain targeted groups. The credit -

equals a percentage of qualified wages paid dunng the first year of the individual's

employment with the employer.- The credit. percentage is 25. percent for employment of at

- least 120 lhours but less than 400 hours-and 40 percent for employment of 400.or more

hours. The credit expires with.respect to employees who begln work after June 30; 1998.

The Bud get proposes-to extend the Work Opportunity Tax Credit so that the credlt would ber

effecnve for mdmduals who begm work before May 1, 2000

. ‘Extend for One Year the Welfare-to—Work Tax Credlt The Welfare-to Work Tax '

Credit enables employers to claim a tax credit on the first $20, 000 of eligible wages paid to

certain lopg -term family assistance recipients.. The credit is 35 percent of the first $10,000.

o of eligible'wages in the first year of employment and 50 percent of the first $10,000 of - = .
" eligible wages in the second year of employment. The credit is effective for individuals who, S

begin work before May I,1999. The Budget proposes to extend the Welfare-to-Work Tax
Credit for one year, 50 that the credit would be effecnve for mdmduals who begm work

lbeforeMayl 2000, - S

o ,'Extend for One Year the R&E Tax Credlt The Budget proposes to extend the tax credxt s

prov1ded for certain research and experlmentatlon expenditures, which is scheduled to .
exp1re after June 30, 1998 for one year through June 30 1999 :

AN

- Contrlbutlons of Appreclated Stock to Foundatmns The special rule that allows a

taxpayer to deduct the full fair market value of qualified stock donated to a ‘private

foundatlop expires with respect to contributions made after June 30, 1998. ‘The Budget
proposes |to extend the- provrslon to apply to contrlbutlons made dunng the penod July l
1998 through June 30 1999. Sl . :
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- TAXPAYERS WILL HAVE NEW TAX CUTS
|EVEN'IF"NO ADDITIONAL REDUCTIONS ARE ENACTED

~ bylris]. Lav

The Taxpayer Relief Act of 1997 that was enacted last summer mcludes a

|

number of provisions for which the effective date of the tax reduction is delayed to

future years.

This is a major reason why the cost of the new tax law increases over time .

from $9.5 billion in fiscal year 1998 to $35 billion in 2003 and $41:6 billion in fiscal year

2007.

One consequence of these delayed’éffective dates is that-taxpayers will
experience new tax cuts in most years over the next decade even if no additional tax
reductions are enacted in this or subsequent years. This means any tax reductions

- Congress co

nsiders in the 1998 session would:come on top of the substantial tax cuts

already scheduled to take place between now and 2007.

There are, for example, a number of tax cuts included in the 1997 legislation that
first take effect in 1999. Tax cuts beginning in tax year 1999 include the following:

~ Taxpayers with children under age 17 will receive an additional tax credit -
~ lof $100 per child in 1999, because the maximum child tax credit increases

from $400 per child in 1998 to $500 per child in 1999 !

Students.or parents paymg mterest on student loans will be able to deduct
$1,500 of such mterest in 1999, as compared to a maximum deducnon of
1$1,000 in 1998.

Some taxpayers who work from a home office will en]oy liberalized rules
for deducting expenses startmg in 1999. :

For heirs of a person dying in 1999, a larger amount of the estate will be
exempt from taxation than would have been the case in 1998; the estate
tax exemption increases from $625,000 in 1998 to $650,000 in 1999.

- 1 Some of the|tax provisions listed here are phased out for families and individuals with incomes above

specified levels.

820 First Street, NE, Suite 510, Washington, DC 20002

Tel: 202-408-1080 Fax: 202-408-1056  center@center.cbpp.org  http://www.cbpp.org  HN0026
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~ Cost ofiTaxpayer Relief Act of 1'997_

P
$40 -
-$30

-$20 .

Billions of Dollars -

10

%0

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007'
: : Federal Fnscal Years

;" Joint Commities on Taxation, Decemb 17,199_7 o BT —

Some profitable corporations thaf might have been sub"ject to the
' e'md credits to reduce their tax liability below an acceptable level'will be
: vable to avoid paying somie or all of these taxes in 1999. Starting i in 1999,
corporauons will be‘allowed to use more generous deprec1at10n : s

' allowances in calculatmg thelr AMT hablhty o

ES

These addmonal tax cuts already enacted iito law for 1999 are far from mwal m‘

- cost. Whlle the Taxpayer Reliéf Act of 1997 will cost $9.9 billion in fiscal year 1999, its *

. - cost rises near[ly three-fold to $27. 9 billion in fiscal 'year 2000, when the effect of the.

additional tax cuts for tax year.1999 will first be fully felt. (Tax cuts that are-effective

for tax year 1999 will, in substantial measure, be reflected in smaller amounts of taxes
owed or larger refunds prov1ded in April, 2000, when tax returns for 1999 are due )

Taxpay ers w1ll continue to reap new, addmonal tax cuts in years beyond 1999
The followmg are examples of new tax cuts that will take effect in future years.

Ta‘xpayers at increasingly higher income '-Ievels will become eligible to

* make deductible contributions to Individual Retirement Accounts. The

incomie limits for tax-deductible IRA contributions by married taxpayers ~ -
increase gradually from $6O 000 in 1998 to $l 00, OOG in 2007 and thereafter. T

v 2

Alternative Minimum Tax because they used a combination of deductions .
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[ VIR

Irer single taxpayers, the incoime limits for these tax-favored savings

accounts mcrease from $40 000 in 1998 to $60 000 in 2005 and thereafter

l*or students and fam111es of students the maximum amount of student

e lioan interest that may be deducted from i income each year will continue to
© Tise, increasing from $1,500 in 1999 to $2 000 in 2000 and reachlng $2 500
f|0r 2001 and subsequent years o

‘ Begrnmng in 2003, ‘students or parents may take an annual ”hfetnne

1earmng credit” of 20 percent of the first $10,000 of annual tuition -

‘ payments Prior to 2003, only the first $5,000 in tuition will be eligible for -
. acredit. The maximum annual tuition credit a taxpayer may take w1ll ‘
: consequently rise in 2003 from $1 000 to $2 OOO S

Self—employed 1nd1v1duals will be able to deduct from thelr incomes an

. increasing proportion of their health insurance expenses. They will be
. allowed to deduct 50 percent of expenses in 2000 and 2001, 60 percent in.

2002, 80 percent in 2003 through 2005, 90 percent in 2006 and the entlrety ‘

of their health insurance expenses in- 2007.

: For investors, the maximum capltal gains tax rate on assets held for more .

B than five years will drop from 20 percent to 18 percent begmmng in 2001 |

5 The amount of an estate exempt from taxation is set tor rise each year,
: 'ﬂreachmg $1 nrulhon in 2006 and thereafter . E .

The addltlonal tax cuts that become newly avallable over the course of the next
decade substantlally increase the cost of the tax legislation enacted in 1997. The $41.6
billion cost of the tax package in 2007 is far greater than the $9 9 b11110n the tax breaks

These

| ~will cost in 1999

tax cuts also contribute to a-decline in tax revenues as a percentage of the

| - economy over the next decade. Accordmg to the Congressional Budget Office, tax_

revenue will drop from 199 percent of GDP 1n flscal year 1998 to 19.3 percent of GDP

‘in fiscal year :

2003
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' FEDERAL GOVERNMENT WOULD CONTINUE TO CONSUME
'LESS OF ECONOMY UNDER -ADMINISTRATION'S BUDGET

Tax Burdens Would Edge Down Slighﬂy‘
by Robert Greenstein

The new Clinton Administration budget contains a substantial

" number of program initiatives. The inclusion of these initiatives in the

budget has led to several questions, mcludmg
. Does the budget represent areturn to “big govemment”?
.« - Does the budget include a substantial tax increase?

. Does the budget breach federal discipline?

Examination of the budget shows the answer to all three questions to
be “no.” Under the budget, the government would continue to contract as a
share of the economy between now and 2003, while taxes would be slightly
lower than they are today as a percentage of income in four of the next five -
years. In addition, all of the projected surpluses in the unified budget

w[ould be preserved rather than spent.

Budget Contains Both Progrém Expansions and Program Red‘uctions

Much attention is being focused on the initiatives in the budget
whlch would expand programs and tax credits. The budget also contains
some significant program reductions although the Administration hasnot
h1ghhghted them. Some Administration critics have said that the budget’
contains $150 billion in added spending and expanded tax credits, but this
figure counts only program increases and new or expanded tax credits
without subtracting program decreases and provisions that pay for the tax
credits by closing inefficient tax breaks. (See box on page 3.)

The budget includes more than $30 billion over five years in

- reductions in entitlement programs, which are used to help pay for’

expansions in other programs, including discretionary programs. For v
exiample the budget would save $17 billion over five years by limiting the
payment of cash benefits under the veterans disability compensation
program to veterans claiming disability on the basis of a smoking-related

FABOBICB29BD.263
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cond1t10n or illness that became mamfest some time after they left the armed forces. In
~ the absence of this budget proposal, the Department of Veterans Affairs will be -
.. required to ‘'spend billions of dollars on such payments, as-a result of a recent legal -

S ruling. (CBO estimates that when phased in fully, this ruling could require the

Department of Veterans Affairs to spend as much as $15 billion a year on these
payments. ) The budget also would secure mandatory savings by reducing the federal -
share of expendmu'es for Medicaid and food stamp administrative costs, scaling back -
“the Agncul'ture Department’s Export Enhancement Program and the cotton program,
making changes in the student loan programand the FHA single-family loan program,
and adopting more aggresswe methods to prevent or recover Medlcare and SSI

l
overpayments

In addmon the budget contams reductlons ina number of dlscrehonary
programs, although the savings these reductions would produce are significantly
smaller than those the reductions in entilement programs would generate. Among the
‘ drscretlonary programs that would be reduced are impact aid, pubhc housing .
. operating s1ubs1d1es,. Small Business Administration disaster loans, Public Law 480
market promonon activities, the Appalachian Regional Commission, construction of - B
veterans’ medical facilities, the Army Corps of Engineers, N aval Petroleum Reserve

operatmg costs, and space ﬂlght and related activities.

, ‘The Net Expansnon in Programs Would Be- Modest

The 1program expansions would cost more than the program reductlons would
save. Expansmn costs not paid for by program reductions would be financed pnmanly :
| by revenues ant1c1pated frorn tobacco leglslauon : i
" The overall net expansmn in programs — 1nc1ud1ng the expans1on fmanced w1th
‘tobacco reventies — would be modest; it would equal between one:tenth and two-
- tenths of one percent of the Gross Domestic Productin most years. (The Gross "
. Domestic Product, or GDP, is the basic measure of the size.of the U.S. economy.) This °

is less than the amount by which federal expend1tures otherwise will contract as a share L

. of GDP, due to the stnctures of the 1997 budget agreement and continued economic -
growth. ‘As a result; federal spendmg will fall as-a share of GDP even w1th the '

’ mmahves

, Even w1th the program expansrons, federal spendmg would decline from 20
percent of tllle Gross Domestic Product today to 18.8 percent in 2002. Throughout this
- period, federal spending, as a share of the economy would be at its lowest level since 1974. (In the

- absence of the Adrmmstratlon s budget, federal spendmg would be 18.7 percent of

GDP in 200” under both the CBO and OMB eshmates )

v '»\" %
e
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'Budgét Does NotContain $150 Billion in Increased Program Expenditures

Figuresas high as $150 billion have been tossed around for the amount of the new
program spepding in the Administration’s budget. ‘These figures are inflated. Over the
four years through 2002, the budget contains $57 billion in new spendmg Over the five
years through 2003, it contains $82 billion in new spending. :

In economic terms, these amounts are modest, as the Washington Post noted in a
February 3 ec%htonal The spending increases.average about-$16 billion a year over the -
next five years, or between one-tenth and two-tenths of one percent of the Gross
Domestic Product. The Post editorial commented that “The proposed spending increases
are a good deal smaller than'the surrounding rhetoric on either side would suggest.”

The $150 billion figure that some critics of the budget have cited is based on two
problematic uses of data. First, increased expenditures in some programs that are fully
paid for by cuts in other programs are counted as new spending. An example 111ustrates
the shortcommgs of this approach.

Suppose two programs each cost $300 million in a given year. If they cost the same
amount the following year, there is no new spending. Now suppose the government sets
priorities, increasing the more effective of the two programs by $100 million and cutting
the less-effectlve program by the same amount. Total costs do not rise. But under the
accounting rnethod used by those who contend the budget contains $150 billion in new
spending, this shifting of funds between programs is said to Constltute $100 mxlhon in
new spending.

The second problem with the $150 billion number is that it counts the cost of the iax
cuts the Administration has proposed Some who have used the $150 billion figure have
made clear tllus figure includes tax cuts as well as program expansions; others citing this
number have not been as careful and have implied the budget contains $150 billion in
new spendmlg In any event, all of the tax cut proposals are paid for by closing various

tax breaks

Determining the actual amount of new spending the budget contains is
straightforw;‘ird. One compares the amount of program spending that would occur if
there were no changes in policy to the amount of program spending under the - "
Administration’s budget proposals This shows the budget includes $82 billion in new
spending over five years. : ~

As noted elsewhere in this piece, this $82 billion in added program expenditures
would be financed primarily from $65.5 billion in payments anticipated as a result of
enactment of tobacco legislation. The other $16 billion would come from added revenue
raised "prirna)rily by reinstating some expired environmental taxes levied on corporations
and on hazardous substances and by converting the airline ticket tax to a user fee.

A portil:m of the $82 billion in added expenditures would be used for activities
universally agreed to be a necessary part of any tobacco legislation that can pass, such as
relief for tobacco farmers, expanded smoking cessation programs, increased research into

tobacco- relat:ed health problems, and funds from tobacco leg1slat1on that the federal o
government [would pass through to the states.

_———_——————_——————————_-—._———_——__.__J
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.Taxes Would Decllne asa Percentage of Income

The budget contains both prov1s10ns that would increase taxes- and provisions
that would reduce taxes. It raises $23 billion over five years in measures to broaden the
tax base (i.e., to close inwarranted or low-priority tax experiditures) and uses these

) proceeds to flnance v1rtually all of the $24 bllllon it proposes in new tax cuts.

~ The budget would result in a net ga1n of $16 billion over f1ve years in revenue,
.excluswe of the anticipated tobacco payments.” The net gain would come primarily ‘
from remstatmg an environmental tax that is levied on corporatlons and used to f1nance T
the clean-up o|f toxic waste sites, along with related excise taxes on hazardous
substances that also are used to finance clean-ups (both types of taxes expired at the
end of 1995) and from convert1ng the a1r11ne tlcket tax to a user ‘fee that would

| somewhat boost government receipts.

_ The net increase in receipts (excluswe of the tobacco monies) would be very
' 'small — about $3 billion a year, or a fractlon of one-tenth of one percent of GDP.

Furthermore over the next five years, the typ1cal farmly would experience tax

s reductions, ndt tax increases. This would occur primarily because the tax cuts enacted

as part of last year s budget agreement phase in over a number of years, so that a new
tax cut effectlvely kicks in each year. For example, between 1998 and 1999, the child tax
credit will. rlse from $400 to $500 per child, while the amount of interest payments.on..
"'student idans ‘that a taxpayer' may deduct rises from'$1,000 t6 $1,500. Income limits on
tax deduct1ble contributions to Ind1v1dual Ret1rement Accounts also will rise in 1999. "

_ Some- argue that the proceeds. ant1C1pated from tobacco leglslatlon constitute a
tax increase. At present, it is not known whether these proceeds would come in the
form of- paym:ents from tobacco manufacturers or as an excise tax on tobacco products

_ (the Administration’s budget indicates it favors. payments, from the manufacturers), but
‘the difference is not especially significant froma policy or economic standpoint. There:

- is broad agreement that the principal goal of any tobacco legislation is to reduce

: .smoklng, espec1ally among youth, and that one of the principal means of doing so is to

* raise the | price of cigarettes. Extracting payments from tobacco manufacturers (which

. are then passed through to consumers in the form of h1gher cigarette prices)and

~ imposing an excise tax on cigarettes are two methods to ach1eve the same goal —to

raise c1garette’ prices and thereby dlscouraglng smoking. .

Pohaes that raise the pr1ce of c1garettes to deter smoking and protect Amer1cans
health are not what most Americans think of when they hear talk of tax increases that.
cause them to keep less of what they earn. But evenif the’ revenues the Administration
anticipates receiving from tobacco legislation are counted as new taxes, the percentage
of income that: Amer1cans pay in taxes st111 would edge down a b1t under the Chnton
budget. - T A : , L
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Today; federal taxes equai 19.9 pefcent of thﬂe' Gross Domestic Prod'uct ‘which
~ essentially means that taxes equal about one-fifth of the national income. The budget. .
shows that even if the tobacco revenues are counted, taxes will edge down shghtly to -

19.7 percent of GDP in 2002. In four of the next five years, taxes would be lower as a
percentage of GDP under the Administration’s budget than they are today. (Some -

- Adrmmstrathn critics are citing the single year in which revenues would tick up

slightly as a percentage of GDP — that is, 1999 — and not mentioning that the trend
would be downward ) The typlcal famlly will pay less of its income in. taxes, not
more? - . Co , . . ,

2 1t is worth noting that Treasury data stiow the typical or medlan family now pays a lower percentage -
of income in federal income and payroll taxes than atany txme in the past 22 years,
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MARRIAGE PENALTIES AND BONUSES IN THE INCOME TAX

by Iris J. Lav and Alan Berube

Sumfnaryr

"Marriage penalty tax relief is high on the agenda this fall as Congress returns
from recess. In this year’s budget resolutions and in a variety of subsequent
pronounclements by House and Senate Republican leaders on tax cut plans, providing
relief from the "marriage penalty" has been mentloned as a priority. .

Mamage penalty relief means that federal income taxes would be reduced for
married couples who currently owe more tax than they would owe if they were able to
file as smgle individuals. Many marriage penalty reduction proposals, however, are
very costly and provide the bulk of their tax relief to hlgher-mcome couples who least
need it. In addition, a number of proposals increase marriage bonuses for couples that
already receive such bonuses under current law.

~+ |, Most proposals that significantly reduce marriage penalties are expensive.
A proposal by Representative Jerry Weller (R- IL) that is co-sponsored by
a majority of House members would allow couples the choice of filing
jointly or as two single individuals. This proposal would cost $20 billion a
'year. Another proposal (also introduced by Representative Weller and
referenced in this paper as Weller II) would set the standard deduction for
- married couples at twice the value for single filers and set the width of the
tax brackets (the amount of income taxed at each progressive tax rate) for
“couples at twice the width of the brackets for single taxpayers. This
Weller II proposal would cost $32 billion a year.

* |  More limited marriage penalty reduction proposals also can carry a
significant cost. Various proposals to increase the standard.deduction for
married couples — such as measures proposed by Representatives Nancy
Johnson (R-CT) and Sam Johnson (R-TX), Representative Jim McDermott -
(D-WA), and Senator Phil Gramm (R-TX) — cost between $4 billion and $9
billion a year.
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High cost marrlage penalty réduction provisions might be incorporated
into a tax bill in ways that make them appear less expensive, such as with

‘a gradual phase-in. While gradually phasing in these provisions could

reduce their cost over the next five or even ten years, the full cost

- ultimately would be felt when the provisions take full effect.

Many marriage penalty reduction proposals provide the bulk of their
benefits to higher-income families. Weller I and Weller Il would each
provide over 80 percent of their tax benefits to couples earning more than
$50,000 a year. An alternative approach, restoring the two-earner
deduction that existed prior to the Tax Reform Act of 1986, also would
provide more than 80 percent of its benefits to taxpayers with incomes
exceeding $50,000. Yet couples with incomes exceeding $50,000 make up
less than half of all joint fllers and 20 percent of all taxpaying households.

Most proposals that seek to reduce marrlage penalties below their current level
do not create a tax code unbiased toward marriage. Instead, they introduce further
inequities between single taxpayers and married couples or among married couples
with different earnings patterns.

The current tax system does not penalize marriage overall. The tax code
provides more marriage bonuses than marriage penalties — that is, there
are more couples whose taxes are reduced as a result of marriage than
there are couples for whom marriage increases their taxes. Among all
families filing joint tax returns, the Congressional Budget Office finds that
51 percent receive marriage bonuses and 42 percent experience marriage
penalties. CBO has reported that in 1996, the amount of marriage bonuses
exceeded the amount of marriage penalties by $4 billion. -

‘Moreover, this CBO estimate of marriage bonuses and penalties may

undercount the extent to which the current tax system results in marriage -
bonuses. In deriving this estimate, CBO assumed that prior to marriage,
the first child of the couplé was on the tax return of the higher-earning
spouse, the next child was assigned to the lower-earning spouse, and all
additional chlldren were assigned to the h1gher~earnmg spouse.

~If marriage penalties and bonuses are calculated under an alternative CBO
"assumption that all children are claimed by the lower-earning spouse

prior to marriage, 57 percent of families have marriage bonuses and 39
percent experience penalties. Under this alternative assumption, marriage
bonuses exceed marnage penalties by $30 billion rather than $4 billion.
The actual situation is probably somewhere between these two



The Johnson and Johnson Proposal

A proposal to be introduced by Representatives Nancy Johnson (R-CT) and Sam Johnson (R-
TX) reportedly reduces marriage penalties by increasing the standard deduction for married couples. -
| The details of the Johnson and Johnson proposal are not available as of this writing,.

This report looks at various other marriage penalty reduction proposals that expand the
standard deducnon As compared to more far-reaching marriage penalty reductions proposals such as
"Weller I" !and "Weller I1," a standard deduction increase targets a greater proportion of benefits on
middle-income taxpayers.- Most higher-income taxpayers have enough expenses to itemize theu-

deductmn\s and do nct use the standard deduction.

Al downside of this approach is that mcreas’mg the standard deduction for married couples
does not dlstmgmsh between couples that need marriage penalty relief and those that donot. Asa
result, it would substantially increase the size of current-law marriage bonuses for many couples
currently Tecewmg such bonuses under current law.

Moreover, a standard deduction increase does nothing to reheve the marriage penalties
expenenced by low- and moderate-income families that arise from the phase-out of the Earned
Income Tax Credit. Additional, specific provisions — such as those included in Senator Phil Gramm’s
amendment to the McCain tobacco legislation or the McDermott/Neal bill described in this report —
are required to extend the marriage penalty tax relief to working families receiving the EITC. It is
unclear at this time whether the Johnson and Johnson proposal includes such provisions.

‘sets of assumptions, although it is likely to be closer to the $30 billion than
$4 billion marriage bonus estimate. A Congressional Research Service
report points out that it may be more realistic to assume that children are
claimed by the lower-earning spouse prior to marriage because 85 percent

. of children who live with one parent live with the mother.

. Some of the proposals to reduce marriage penalties would further increase
the bonuses married couples receive under current law. For example,
under the Weller II proposal, which sets the width of the tax brackets and
the size of the standard deduction for married couples at twice the values

- - that apply to single filers, a person earning $64,000 who marries a person
with no income could see his tax bill decline more than $5,000, a drop of
more than 40 percent. Under current law, such a couple already receives a
tax bonus if they marry. :

Under this proposal, a married couple w1th income of $64,000 would pay
41 percent less income tax than a single person with the same income.
Such large discrepancies are likely to be viewed as unfair. If enacted into
law, they could give rise to future demands for additional tax relief for

- single taxpayers. |




. The Weller I proposal which provides couples the option of filing ]omtly
or as two single individuals, would not lead to inequities between single
people and married couples as Weller I does, but Weller I would create

- new inequities in the tax code s treatment of different types of married
couples :

Under current law, couples with the same income and circumstances

- . always pay the same amount of tax. Under Weller I, however, married
couples with the same income, same number of dependents, and same
expenses would pay different amounts of tax, and the discrepancies in tax
burdens between couples with the same incomes could be quite large. For
example, under the Weller I proposal, a family in which a husband earns
$64,000 and the wife does not work would pay $1,400 more in taxes than a
couple in which both members work and each earns $32,000. Such -
discrepancies would likely be perceived as inequitable and could cause

' Asmgle—earner couples to petltlon for comparably 1ower tax bills.

Research suggests that marriage penalties and bonuses in the tax code have 11ttle
effect on marriage rates. To the extent that studies find any effect of tax considerations
on the decision to marry, the effect on marriage decisions for every tax dollar foregone
has been found to be small. For example, the findings of a recent study by economists
James Alm at University of Colorado and Leslie Whittington at Georgetown University
imply that eliminating half of the marriage penalties — a slightly greater percentage
than are eliminated by Weller IT — might over time lead to an increase in the proportion
of women between the ages of 15 and 44 who are married from 52.9 percent to 54.2
percent. If the Weller II bill were to produce that result, however, the increased
marriages would come at a very high price — the cost to taxpayers would be $380,000
over 10 years for each additional woman who marries. '

For these reasons, the case for marriage penalty relief at this time is not strong. If
policymakers choose to go down this path, however, there are various ways that
‘marriage penalty relief can be better targeted to the lower- and moderate-income
taxpayers for whom marriage penalties represent a larger share of income than they do
for higher-income couples.: The ways to target relief include: setting specific income
limits on who can use marriage penalty relief provisions; allowing a deduction for
second-earners with modest wages; changing a provision of the tax code used most
heavily by lower- and moderate-income taxpayers; and including specific language and

provisions that change the marriage penalties associated with the phase-out of the
EITC.




Sources of Marriage Penalties and Marriage Bonuses

Marnage penalties are not an explicit addmonal tax on joint filers. Instead, they
arise when a couple experiences a greater tax liability than it would if the two members .
were to flle as single individuals. These penalties are created by provisions throughout
the federal income tax code designed to treat the combined income of joint filers
dxfferently than the income of two single filers. 'The most widely used provisions that
may give rise to these penalties are the standard deduction and the joint filer tax
brackets.

The standard deduction is $4,250 for single f11ers and $7,100 for joint filers in
1998. So two unmarried people filing as single individuals will together have claimed
standard deductions of $8,500, but must use the joint filer standard deduction of $7,100
after theymarry. The smaller standard deduction results in larger taxable income and
thus a higher tax.’

Similarly, the amount of taxable income taxed at each of the progressive tax rates
—15 percent 28 percent, 31 percent and so on — is different for single taxpayers and
joint fllers For single filers, the 15 percent tax rate is applied to all taxable income up to
$25,350 i m 1998. So two unmarried single filers could each have as much as $25,350
taxed at the 15 percent rate, for a total of $50,700 taxed at 15 percent. If the two
md1v1duals marry, however, the amount of their taxable income that is taxed at the 15
percent rate would decline to $42,350. The remainder would be taxed at the 28 percent
rate, creatmg a "marriage penalty." (See Table 1. Note that taxable income means income
after deduc:nons and exemptions have been subtracted. Married couples typically have
adjusted gross income much higher than $42,350, and singles have income above

-$25,350, b¥efore they fall into the 28 percent brackets. ) '

On the other hand some couples marry and receive a "marriage bonus." For
example, under current law there would be a large tax savings if a single person with
taxable income of $40,000 married a person who is not working because he or she is in
school 'orlcaring for a child. Before marriage, nearly $15,000 of the worker’s taxable
income would have been taxed at the 28 percent rate. After marriage, all of the income
is taxed at the 15 percent rate. '

Whether the couple experiences a net loss due to joint filing (a marriage penalty)
or a net gain (a marriage bonus) depends on the distribution of earnings between the
spouses. |Couples in which earnings are split relatively equally between husbands and -
wives are more likely to experience marriage penalties. Couples in which one member
has little or no earnings will generally have marriage bonuses




Table1
1998 Federal Income Tax Parameters

~Single Filers  Joint Filers
| o - Taxable Income* ,
| 15% rate applicable:  $0 to $25,350 'A B : $O:-to $42,350
28%rate applicable:  $25351t0$61400  $42,351 to $102,300

31% rate applicable: $61,401 to $128,100 $102,301 to $155,950
36% rate applicable: ' $128,101 to $278,450 . $155,901 to $278,450 ‘
39.6% rate applicable:  $278,451 and up ‘ $278,451 and up

Standard deduction: ~ $4,250 ~ $7,100

*Taxable income is income after deductions and exemptions have been subtracted. For
example, a couple with two children earning $60,000 would hayve taxable income of no
more than $42,100 after subtraction of the standard deduction of $7,100 and personal
exemptions of $10,800. Taxable income could be less if the couple itemizes deductions
rather than using the standard deduction. All of this couple’s taxable income would be
| taxed at the 15 percent rate. '

Low-income Marriage Penalties and Bonuses

- Low-income families sometimes face marriage penalties or bonuses that stem
largely from a different provision of the tax code, the Earned Income Tax Credit. For
many low-income families, the combination of the personal exemptions, the standard

deduction, the child credit, and (if applicable) the dependent care credit eliminates their
~income tax liability; these features of the tax code cannot cause marriage penalties. But
the structure of the Earned Income Tax Credit affects these families. : :

' The Eamed Incorne Tax Credit for families with childr'en is a refundable credit
for low- and moderate-income taxpayers who have earnings from work. The credit is-
structured so-it phases out gradually for families with incomes in excess of a specific
level. In 1998, the phase—out range begins when gross income reaches $12,260 and -

- continues through gross income of $26,473 for families with one child and $30,095 for
families with two or more children.  Figure 1 illustrates the structure of the EITC. To
the extent that combmmg the earnings of two people as a result of marriage boosts their
income to a point in the phase-out range at which they receive a smaller credit than one
or both of them would have received if still single (or raises their income to a level that




makes them ineligible for the EITC), the family can be said to experiencé a marriage
penalty. : : '

A low-income marriage penalty related to the EITC would occur, for example, if
a low‘mcome man matried a low-income woman who had similar earnings and was
raising two children. Table 2 shows how the marriage penalty comes about for such a
man and woman if they each work full time throughout the year at the federal
minimum ‘wage If unmarried, the man would file as a single taxpayer, while the
 woman would file as a head of household and claim an EITC for her two children.
When the)‘z are unmarried, the man pays $564 in income tax while the woman qualifies
for a $3,756 refund — the maximum EITC for a family with two children in 1998. Their .
combined refund thus is $3,192. If they marry, the couple’s combined income of $21,424
puts them|in the phase-out range of the EITC. As a result, their combined refund is
‘reduced from $3,192 to $1,826, yielding a marriage penalty of $1,366. ‘

The EITC creates marriage bonuses as well as marriage penalties. When a person
raising a child has little or no earnings and marries someone who has modest earnings,
the family could become newly eligible for an EITC or eligible for a larger EITCand
thus receive a sizeable marriage bonus. o

Consider, for example, the father and mother of two children who are not
married and live apart. The mother stays at home to care for the children and does not
work; she may live with her parents or receive welfare payments. Since the mother
does not have earnings from work or any other taxable income, she pays no income tax
and receivies no EITC. The father works but cannot receive the EITC for his children
because he does not live with them. If the father earns $21,400 a year, he would pay
$2,168 in mcome tax. If he marries the mother of his children, however, the farmly
would receive a $1,831 refund. In this case, marriage resulted in a marriage bonus of

$3,999, pnmanly as a result of the EITC. (See Table 3.) .

Most of the mamage penalty reduction proposals that have received w1despread
attention — including proposals that change the applicable tax rates or enlarge the
standard deduction — would do little or nothing to address the marriage penalties
associated with the EITC. Two separate proposals by Senators Phil Gramm and Tom
Daschle that the Senate considered earlier this year during debate on tobacco legislation
did, however, address EITC-related marriage penalties. Specific strategies such as those
included in the Gramm or Daschle bills are required to addtess penalties that result
from the phase-out structure of the EITC. These are discussed below in the section
entitled "Addressing Marriage Penalties in the EITC."




~ Table2 -
Low-lncome Marriage Penalty Example

1998 Taxes
‘Man ~ Woman - Couple
~ (nochildren) (2 children) (2 children)
Income 10712 $10712 . $21,424
. Exemptioﬁs' L ($2,700) | (854000  ($10,800)
Standard Deduction  ($4,150) ©($6250)  (§7,100)
Taxable Income $3762  $0 . $3528
Tax (at 15%) s564 %0 8529
Child Credit 0 . %0 S 8529
| Tax after Child T $564 $0 o $0-
Credit ' : o L _
EITC L ($0) . (83756) . ($1,826)
Liability /(Refund) $564  ° ($3,756) . ($1,826)
| Combiried Refund 63192 © - (51,826)
Mérriage:Penalty : o h B $1,366

‘ Marriage Penalty Reduction Proposals ‘

A number of dlfferent types of proposals to reduce or eliminate marriage
-penalties have been dlscussed As of this writing, it is unclear which of these proposals
" might be included in House or Senate Republican leaders’ tax proposals. - This paper
.focuses on two proposals we call "Weller I" and "Weller II" because these bills have been
‘the most widely discussed and supported approaches to eliminating portions of
‘marriage penalties. Other approaches are described in the box on pages 11-12.

"WellerI"

A proposal that has attracted a significant amount of attention and support — it
has 238 cosponsors — is H.R. 2456, the Marriage Tax Elimination Act. (Called "Weller I"
in this report.) Sponsored by Representative Jerry Weller (R-IL), the bill would give
married couples two different options for filing their taxes. The couples could file



Table 3
Low-Income Marriage Bonus Example

1998 Taxes
Man Woman Couple
(no children) (2 children) (2 children)

Income | $21400 $0 $21,400
Exemptions ($2,700) (%0) ($10,800)
Standard Deduction ($4,150) ($0) ($7,100)
TaxableIncome  $14450 $0 $3,500
'Il’ax (at 15%) _ $2,168 - - $0 $525
Child Credit $0 $0 $525
'li'ax after Child $2,168 ] $0 $0
(:Iredit :
EITC - ($0) - (%0) . ($1,831)
Liability/(Refund) = $2,168 - $0 ($1,831)
Marriage Bonus ‘ ' $3,999

|

jointly, as the vast majority of couples do under current law. Alternatively, couples
would have a new option under which a husband and wife could file as if they each
were smglle individuals, but they would file together on the same tax return. Under the
latter option, each spouse would report his or her earnings and other income
separately, unearned income such as investment income would be allocated according
to a set of detailed rules.- Each spouse s income would be taxed using the deductxons
and rates a pplicable to single persons.! '

! The separate filing option would allocate unearned income, such as that received through

investments, to the spouse that owns those investments. Thus, if an asset like a home or a stock portfolio
is in only one spouse’s name, that spouse would pay the taxes on all proceeds from the sale of that asset.
If a couple 1termzed deductions rather than took the standard deductions, itemized deductions that
apply to both spouses (the mortgage interest on a jointly-owned home, for example) would be allocated
based on each spouse’s share of total income. Thus, a spouse reporting $60,000 in income out of the
couple’s combined income of $80,000 would be allowed 75 percent of the deductions resulting from
1omtly~mcurred expenses. The exemptions for dependents also would be allocated in this manner. .

Once each spouse determines his or her taxable income, the income tax would be determined by
applying thesingle filer tax brackets and tax rates. After that point in the tax calculation, however, the
spouses would be treated as joint filers. Tax credits would be subtracted from the joint liability of the

couple, as if the spouses had filed a joint return.




The Weller I approach gives each couple the opportunity to make two different
tax calculations and to pay the lower of the two taxes. As a result, couples that get a
marriage bonus under current law would continue to do so. Some couples that
experience marriage penalties under current law would see their tax bill drop.

This Weller separate-filing option does nothing to reduce or eliminate marriage
penalties experienced by low-income working families as a result of the Earned Income
Tax Credit phase-out. For purposes of computing tax credits, the Weller scheme treats
the couple as filing a joint return, identical to the way that couples are treated under
current law. Once the taxable income and amount of income tax for each member of a

couple choosing the separate filing option is determined, the amount of taxes owed by
each member of the couple is added together and current joint ﬁlmg rules for
computatmn of tax credits are employed.

As aresult, a couple with income of $300,000, half of which is earned by husband
_and half by the wife, would have its marriage penalty of slightly more than $7,500 a
year eliminated under the Weller separate filing option. But a family with income of
$21,400, in which the husband and wife each work full time at the minimum wage,
would continue to pay its nearly $1,400 marriage penalty.

‘Weller I would add a substantial amount of complexﬁy to the tax calculation and
could increase tax calculation errors. Many couples would calculate their taxes under
each alternative and then select the smaller liability. Moreover, as noted, the proposal
requires detailed rules for allocating unearned income from joint investments, itemized
deductions resulting from joint expenses, and exemphons for children.

Weller I also would create some additional tax inequities that do not exist under
current law between couples in which one spouse is the sole or primary bread-earner
and two-earner couples whose income is more evenly derived from each spouse’s
earnings. Under current law, all couples with the same taxable income — that is, the
same income, number of dependents, and deductible expenses — pay the same amount
of income tax. Weller I reduces taxes, however, only for couples in which both spouses
are working. Reducing taxes for dual-earner couples but not single-earner couples
‘means that some families with "stay-at-home moms" would pay higher taxes than
families with the same taxable income and both spouses in the workplace.

Some supporters of marriage penalty relief — particularly those of a more
socially conservative viewpoint — have considered it problematic to favor dual-earner
couples over couples in which the wife is a homemaker. As a result, alternative
proposals have been introduced to allow couples to split their earned and unearned
income and file as individuals regardless of which member earned the income. The

10



Major Marriage Penalty Reduction Proposals

Legislators in the 105™ Congress have offered a number of proposals to reduce marriage
penalties. | The major approaches to marriage penalty relief under consideration and the bills
that would unplement those approaches are described below.

"Weller I'"|— Allow couples the option to file as singles. H.R. 2456, the Marriage Tax
Ehmmahon Act, was introduced by Rep. Jerry Weller (R-IL) and is co-sponsored by 238
members. (A counterpart bill, S. 1314, is sponsored by Senator Kay Bailey Hutchison (R-TX)
in the Senate.) This bill would give married couples the option of filing either jointly or as
single md1v1duals on the same tax return. For couples choosing the single-filing option, the
husband and wife each apply to his or her own'income the standard deduction and rate
schedule apphcable to single individuals; they thus would have the same tax liability as
when smgle The bill adds significant complexity to the tax calculation because many
spouses would calculate their taxes under each alternative and then select the smaller
liability. In addition, this proposal requires detailed rules for allocating unearned income
from ]mnt investments, itemized deductions resulting from joint expenses, and exemptions
for chﬂdren For purposes of calculating the Earned Income Tax Credit and other credits, the
couple is treated as if it had filed a joint return. As a result, this bill does not relieve marriage
penalties for most low-and moderate-income taxpayers that arise from the structure of the
EITC. Cost: $20 billion a year (Joint Committee on Taxation).

Riley — Allow couples to spllt thelr income equally. HR. 3104 sponsored by Rep. Bob -
Riley {R-AZ) would allow couples to split their combined taxable income into two equal
parts regardless of which member of the couple earned the income. Senator John Ashcroft.
(R-MO) has introduced a similar bill (S. 2312). Each spouse would compute the tax on his or
her half ofx the couple’s joint income based on the rates applicable to single filers. For dual-
income couples, this bill would reduce marriage penalties in the much the same way as
Weller L. [lJnhke Weller I, however, the Riley bill also would cut taxes for many couples
currently receiving a marriage bonus. A one-earner couple with $50,000 in taxable income
for which some portion of the income is taxed at the 28 percent marginal rate could split its
income, w1th the result that all of the income would be taxed at the 15 percent rate. This bill
also would increase the size of the standard deduction for married couples to twice the size
of the standard deduction for single filers. Like Weller I, the Rﬂey bill computes credits
based on joint tax liability and consequently offers little marriage penalty relief to low-and
moderate-mcome taxpayers Cost: $31 billion a year (Joint Committee on Taxation).

"Weller II" — Increase the size of joint filer brackets and standard deductmn HR. 3734,
also offered by Representative Weller, would have much the same effect as the Riley bill.

The tax brackets — the amount of income that is taxed at each progressive rate — for ]omt
filers would be set to double the width of the brackets for single filers. As under the Riley
mcome-sphthng approach, a couple would have twice as much incomie taxed at the 15
percent rate, and each subsequent rate, as a single person would. The standard deduction for
a joint ﬁler| also would be increased to twice the standard deduction for a single person. This
would alleviate marriage penalties that sometimes occur when two individuals with
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earnings marry. It also would increase marriage bonuses for one-earner couples and other
couples that already receive tax reductions under current law when they marry. Like Weller
I'and Riley, Weller II offers little marriage penalty relief to low-and moderate-income
taxpayers. The Senate counterpart to Weller II is 5. 1999, sponsored by Senator Kay Baﬂey
Hutchison. ‘Cost: $32 billion a year (Rep. Weller).

Herger — Restore the two-earner deduction. -From 1982 through 1986, a provision existed in
the tax code that allowed married couples to deduct from their joint income a portion of the
lower-earner’s income. The two-earner deduction, as it was called, was eliminated in 1986
as part of the 1986 Tax Reform Act’s sxmphﬁcatmn measures. H.R. 2593, sponsored by Rep.
Wally Herger (R-CA), would restore that provision, granting married couples a deduction
equal to the lesser of $3,000 or 10 percent of the lower-earning spouse’s income. Couples
would not have to itemize deductions to claim this two-earner deduction. Cost: $9 billion a
year (Joint Commzttee on Taxation).

Daschle — Two-earner deduction. The Herger bill does little to assist low- and moderate
income couples that experience marriage penalties associated with the EITC structure. In
contrast, a bill introduced by Senate Minority Leader Tom Daschle that restores a two-earner
deduction for couples with incomes below $60,000 (S. 2147) includes specific language that
would make the deduction applicable to couples receiving the EITC for families with
children. This deduction would have the effect of increasing the amount of the Earned
Income Tax Credit received by two-earner couples, thereby alleviating marriage penalties
for these low- and moderate-income working families. Cost $3 billion a year. (Senator Daschle)

McDermott/Kleczka and Neal/McDermott — Increase the size of the standard deduction
and increase the income level at which the EITC phase out begins for joint filers. Two
complementary bills introduced by Rep. Jim McDermott (D-WA), address marriage
penalties that affect some middle- and low-income taxpayers. H.R. 3524 (McDermott/
Kleczka) would increase the size of the standard deduction for joint filers to double that of
single filers. In contrast to Weller II, however, it would not change the width of the tax
brackets. This would provide a modest reduction in marriage penalties for many moderate-
and middle-income couples. It also would increase the size of current-law marriage bonuses
for other couples. H.R. 3995 (Neal/McDermott) would reduce marriage penalties that arise
from the structure of the Earned Income Tax Credit by creating a separate EITC computation
for joint filers that increases the amount of income the couple can earn before the EITC

begins phasing out. Cost: H.R. 3524 - $4 billion a year; H.R. 3995 - 2.6 billion a year. (Rep.
McDermott and Rep Neal)

Gramm/Domenici — Increase the standard deduction for married couples and allow
increase to benefit families claiming an EITC. An alternative method of allowing low- and
moderate-income families to benefit from an increase in the standard deduction was
included in an amendment to tobacco legislation introduced earlier this year by Senator Phil
Gramm (R-TX) and Senator Pete Domenici (R-NM) and passed by the Senate. That
amendment increased the standard deduction for married couples with incomes below
$50,000 and, like the Daschle bill described above, included specific language to allow the
increase to benefit families receiving the EITC. Cost: approximately $9 billion year. (Sponsors’
fact sheet)
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Table 4
Marriage Penalties and Bonuses Under Alternative CBO Assumpnons

Children assigned to both parents  Children ass1gned to
(primary CBO assumptlon)" lower-earning spouse

Percentage of Couples with Penalties and Bonuses
With Penalties 42% | - 39%
With Bonuses 51% : '57%

Total Penalties and Bonuses (Billions of dollars)

Penalties : $28.8 . s»2
Bonuses | $329 $55.2
Net Bonus 'A $41 S $30.0

*To calculate marriage penalties and bonuses, assumptions must be made about how children were
reflected on tax returns prior to marriage. The assumption used for most of the calculations in the
CBO report is as follows: the first child is assigned to the spouse with higher earnings, the second to
the lower-éammg spouse, and all others to the higher earner. An appendix to the CBO report shows
marriage p]enalﬁes and bonuses under an alternative assumption that all children are assigned to the .
lower-eammg spouse. The actual situation is probably somewhere between these two sets of
assumptlor‘\s ‘Note that these calculations are for 1996 taxes and do not include the meact of the child
tax credit enacted in 1997

Source: Congressmnal Budget Office, For Better or For Worse Marriage and the Federal Income Tax, Jtme
1997.

rules for allocating income between the spouses for pufposes of income splitting,
however, are quite complex. (See description of Riley bill in box on pages 11-12.)

"Weller II"

A less complex approach that produces results similar to allowing all couples to
split their income regardless of which spouse earned the income is embodied in another
bill — H.R. 3734, the Marriage Tax Penalty Elimination Act — also sponsored by
Representative Weller. This "Weller II" proposal would expand the size of the joint filer
tax brackets and standard deduction so they would be exactly twice the size of those for
single fﬂer\s Accomplishing much the same goal as income splitting, it would allow
two people each with income near the upper limit of a tax bracket to marry and still -
have all their income fit within this same, lower tax bracket.
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Unlike Weller I, which allows each spouse to make a separate calculation based
on his or her own earnings and thus assists only dual-earner couples, the Weller II
approach also would lower the taxes of single-earner couples. As noted above, single-
earner couples generally receive marriage bonuses under current law. Under Weller II,
the size of the marriage bonus smgle-earner famﬂles already receive would
substantlally increase. : : :

Like Weller I, the Weller II proposal does nothing to lower marriage penalties of
- most lower-income working families who receive the Earned Income Tax Credit. While
the expansion of the standard deduction for married couples might seem to
benefit lower-income families, most EITC recipients already have all their pre-EITC tax
liability eliminated by a combination of the personal exemptions, the current standard
deduction, and the child credit enacted in 1997. Thus, a larger standard deduction
provides no additional benefit to them. L

Current Law Balances Marriage Penalties and Marriage Bonuses

There is a fundamental question of whether sweeping marnage penalty relief is

" needed or desirable at this time. Research by the Congressional Budget Office shows
that overall, the current tax system does not penalize marriage. Although nearly 21
million couples incurred marriage penalties averaging nearly $1,400 apiece in 1996,
another 25 million couples received bonus averaging $1,300 apiece. An additional three
million couples incurred neither penalties nor bonuses. Among all families filing joint
tax returns, the Congressmnal Budget Office finds that 51 percent receive marriage
bonuses and 42 percent expenence penalties. In 1996 the amount of marriage bonuses
exceeded the amount of marriage penalt1es by $4 bllhon

In calculating these marriage penalties and marriage bonuses, CBO made an
assumption that has the result of substantially understating marriage bonuses. CBO
assumed that prior to marriage, the first child of the couple was on the tax return of the
higher-earning spouse, the next child was assigned to the lower-earning spouse, and all
additional children were assigned to the higher-earning spouse. The CBO report also
provides information on total marriage penalties and bonuses under an alternative
assumption, that all children are the dependents of the lower-earning spouse. The
actual 51tuat10n is somewhere between the two assumptions, but probably closer to the

2 For the purpose of calculating the tax that would be owed if couples were not married, the
Congressional Budget Office assumes spouses each take their own earnings and divide unearned income
and itemized deductions in proportion to their earnings. The first child is assigned to the spouse with
higher earnings, the second to the lower-earning spouse, and all others to the higher earner. If eligible,
both spouses can file as head of household. Congressional Budget Office, For Better or For Worse:
Marriage and the Federal Income Tax, June 1997.
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alternative assumptlon because 85 percent of chlldren who hve with one parent live
thh their mother.®
\

If a%l children are assumed to be with the lower-earning spouse prior to
marriage, |rmu'riage bonuses substantially exceed marriage penalties under current tax
law. Under this alternative CBO assumption, 39 percent of families have marriage
penalties a{nd 57 percent have marriage bonuses. The amount of marrlage bonuses

exceeds the amount of marriage penalties by $30 billion.

Thejse comparisons make it clear that a balance has been struck in the tax code
between marriage penalties and marriage bonuses. If anything, the balance tilts toward
providing %signi'ficantly more marriage bonuses than marriage penalties. The major
marriage penalty reduction proposals under consideration would alter this balance. In
doing so, these proposals would introduce 51gn1f1cant new inequities into the income
tax system.

Marriage Penalty Legislation Could Create New Inequities

Marlriage penalties and bonuses are the result of a compromise between
competing goals of the tax code. If the tax code levies the same tax on all married
couples w1th the same income and circumstances, as is the case under current law, then
the tax hab1hty of two people who marry often will necessarily be different — higher or
lower — tHan it was when they were single. The current tax code achieves the goal of
tax parzty, treatmg all married couples with the same income alike. But the current tax’
system is not marriage-neutral, because single and married people with the same
income pay different amounts of tax. Alternatively, if the tax code were to require all
people to file as individual taxpayers and eliminate marriage penalties and bonuses,
married couples with the same income would have different tax liabilities depending on
the portion of the total income the husband and wife each earned. Marriage neutrality
would be achieved at the expense of tax parity.

Table 5 illustrates these tradeoffs for two couples that each have total wages of
$64,000 but have different earnings patterns. It also provides similar information for
two couples with total income of $300,000. In each case, the couple is assumed to have
no children. (The calculations behind Table 5 are detailed in the Appendix to this
report.)

3 Jane Gravelle, The Mamage Penalty and Other Family Tax Issues Congressional Research Service,
August 4, 1998.
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Table 5
Trade-Offs Between Tax Parity and Marriage Neutrahty

1998 Tax Llablhty Under Different Proposals -
Currentlaw -Weller I Weller II
| Single Married - Married Married

Two People Each Earning - $7,515 $8,915 $7,515 . $7,515
$32,000 S ‘ ,
Bonus or (penalty) . ($L400) - - O 0
Single Earner S s12679 . $8915 - $8915 - $7515
Bonus or (per{alty)« | o $3,764 - $3,764 $5,164
Two People Each Earning $76,373 $83,086 $76,373 - $76,373
$150,000 o - |
‘Bonus or (penalty) : o ($6,713) 0 0
Single Earner © $88007° . $83086  ©  $83,086 $76,373
$300,000 - ’ ' ‘
Bonus or (penalty) ‘ ‘ $4,921 $4,921 $11,634

The first line of Table 5 shows a couple in which the man and the woman each
earn $32,000. The second line shows a couple in which one person making $64,000
marries someone who has no income. (Although a person with no income may be an
unusual circumstance, snmlar results would occur if the second person’s income is
small relative to the income of the primary earner. )

‘Under current law, marriage increases the tax bill of the couple in which each
spouse earns $32,000 by $1,400 or 19 percent. Both Weller I and Weller II would
eliminate this marriage penalty, allowmg the couple to pay the same amount of taxes
after marriage as before. ‘ :

When the couple jn‘which one spouse earns the entire $64,000 is considered, the
picture is different. Under current law, these individuals already receive a tax bonus of
nearly $3,800 when they marry, seeing their taxes reduced 30 percent from $12,679 to
$8,915. The Weller I proposal would maintain this marriage bonus, while Weller I
would substantially increase it.

_ Table 5 also indicates how the Weller I proposal creates tax disparities among
couples with identical incomes. The couple in which each member earns $32,000 would

i
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v pay $7,515 in tax, while the couple in which one spouse earns $64,000 would pay tax of
- $8,915. The single-earner married couple weuld pay 19 percent more tax than the dual-
earner marned couple. ,

The% Weller IT proposal does not favor dual-earner married famlhes over single-

. earner mafrxed families; as under current law, all married couples with the same taxable
income would pay the same tax. But Weller II tips the balance in a different direction,
because Weller II increases the marriage bonus for the one-earner couple. In this -
example, marriage causes the taxes of the one-earner couple to drop by $5, 164 from

$12,679 to $7,515.

If the enhanced marriage bonus under Weller IIis cons1dered frorn the
' perspectzve of a single individual, it looks like a large "singles penalty.” The married
couple would pay 41 percent less tax than the single individual with the same income.

- Smgles Penalties

If a tax system has large marriage bonuses, that means it also im‘poses a large
- penalty forbeing single.. Two people working next to each other, each earning $64, 000
would have very different tax liabilities depending on whether or not each was
married. If the Weller IT proposal were enacted, a married person would pay tax of
'$7,515, while a single person with the same income would pay tax of $12,679. Earning
_ the same $64,000, the taxes of the smgle person would be 69 percent greater than the
“taxes of his or her marned co-worker.* : , ‘

Large smgles penalties” — the fhp side of marriage bonuses — are likely to be
perceived as unfair by people who remain or become single for a variety of reasons. Of
all people between the ages of 20 and 64, more than one-third (36 percent) are not
married. Although some of the unmarried third of the working-age population
undoubtedly are couples living together who could choose marriage, that option

4

Some might argue that married couples with chzldren have hlgher expenses than smgle people and
thus need lower taxes. But there are features of the tax code other than the standard deduction and tax
. bracket, that under current law adjust for child-related expenses. Families with children may take
additional personal exemptions for dependents, the child credit, the dependent care credit and, if
qualified, the Earned Income Tax Credit. These specific tax reductions available to families with children
represent a more efficient way to adjust for d'uld-rearmg costs. '

A similar argument might be made with respect to whether two earner married famlhes should have
lower taxes than single earner families, some may argue lower taxes are warranted to compensate for the
higher expenses of working.. To the extent those expenses are child-care related, a significant share

would be covered by the dependent care credit that is available solely to two-earner.couples. -
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. Table6 |
" Percent of All Marriage Penalties .
By Income Class

o o K Percentage of Overall
I Percentageof Tax ©~  ° Penalty Amount Each
Adjusted Gross Income: . Retums With Penaltles L Income Group Pays
| Less Than$20000 . 5% - . . . 3%
$20000-$50,000 . 39 o m
| $50,000 - $100,000 s .39
) $10‘0,000ahd0‘ver7 R < T S35
Source: Congressmnal Budget Office, Fer Better or For Worse Marrmge and the Federa! Income Tax,
June 199'7 .

" probably is not the situation of the vast, ma)onty of the smgle people for whom smgles :
. penalties” would be increased.’® o :

‘ Ob]ectmns to singles penalties have played a 51gmﬁcant role in prior changes in
tax policy. The tax system established by the Revenue Act of 1948 biased the tax system

- greatly against single taxpayers. 'In response to prior tax law, under which married
couples with the same income paid substantially different amounts of taxes, the 1948 -
law-established mandatory joint filing for couples. It set the joint filer brackets and
standard deductions for couples.at levels double those for single filers, creating an
‘arrangement similar to the one erivisioned in the Weller I bill. As a result, the 1948 act
created very large marriage bonuses for some couples, similar to those the Weller I
proposal would create. :

Over the next 20 years, smgle taxpayers grew mcreasmgly ur\happy with the
 large "singles penalties” the 1948 act imposed on them. Their discontent culminated in
legislation in 1969 to reduce large marriage bonuses. The Tax Reform Act of 1969
created new tax brackets for single filets that reduced their taxes and limited -
differentials between single individuals and married couples with the same taxable
income. Nonew taxes were imposed on joint filers as a result of the change, but the

5 Ofthe79.6 mﬂhon non-elderly households in the country 46.2 million are married couple

households and 33.4 million include only single people. Of the 33 million non-married- households only
4.0 million are unmarried couple households. . - -
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reduction in taxes paid by single individuals created some marriage penalties for
married couples in which each spouse earned similar amounts of income. It also
created marriage bonuses for couples in-which one spouse earned the bulk of the
income. |

The balance among the treatment of mamed couples with different income
patterns and between married couples and single individuals that was established in
1969 contulxues to be reflected in the current tax code. Some couples experience
marriage Renaltles, but more have marriage bonuses. There are some singles penalties,
but singles penalties are not as great as they would be if marnage penalties were
eliminated.

: If the balance is dlsturbed the group disadvantaged by the change is hkely soon
to be asklng for further tax relief. If the Weller I proposal were enacted, married
couples injwhich only one spouse works or in which one spouse had substantially-
greater earmngs that the other would likely make their voices heard. Under Weller II,
single people would have a basis for pushmg for additional tax relief on equity
grounds. 4 »

. Marriagé Penalty Tax Cuts Primarily Benefit High-lﬁcome Households -
The; leading marriage penalty proposals would lower taxes prﬁnarlly for higher
income families. The majority of marriage penalties occur among hlgher-mcome
couples, while more lower-income families have marnage bonuses.

Table 6 shows the distribution of marriage penalhes by. income. A tax return is’
said to mclude a marriage penalty if the couple pays higher taxes than each of the
spouses would separately pay if they were allowed to file under the rules that apply to
. smgle individuals or heads of household. It shows that 64 percent of the amount of all
marriage penalties are incurred by couples with adjusted gross iricomes exceeding
$50,000. Tlaxpayers with adjusted gross incomes exceeding $50,000 constitute less than
half (43 percent) of all joint filers and 20 percent of all taxpaying households.

Under broad marriage penalty relief proposals such as the Weller b1lls, the
benefits of‘ the tax relief would be skewed more sharply toward higher-income
taxpayers than the distribution of the marriage penalties themselves would suggest. In
part, this is because proposals such as Weller I and Weller I do not relieve the marriage’
penalties experienced by low- and moderate-mcome famlhes asa result of the EITC .
phase-out structure.
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, Table 7
: Marriage Penalties as a
Percentage of Income for Affected Couples -

SR Penalties as a Percentage of
‘Adjusted Gross Income Income for Couples with Penalties

Lessthan$20,000 = . 7.6%
$20,000t0$50,000 3.2%
$50,000 to $100,000 - 1%
$100,000 and over - ' 1.4%
| Alllncomes -~ 2.0%

Source: Congresslonal Budget Office, "For Better or For Worse: Marriage
and the Federal Income Tax", June 1997,

The Congressmnal Budget Office finds that the Weller I approach, for example,
would provide 87 percent of its benefits to families with incomes exceeding $50,000.

- Restoring the two-earner deduction that existed prior to the Tax Reform Act of 1986
that allowed a deduction of 10 percent of the lower-earning spouses income up to a
maximum deduction of $3,000, the approach that H.R. 2593 sponsored by '
Representative Wally Herger takes, would provide 82. percent of its benefits to
taxpayers with incomes exceedmg $50,000.

A strong argument can be made that the taxpayers targeted for relief under these
types of marriage penalty relief proposals are those least in need of relief. When lower-
income taxpayers experience- marriage penalties, the penalties tend to represent a much -
higher proportion of their income than do the marriage penalties that higher-income

_taxpayers face. Table 7 shows the size of marriage penalties in 1996 for different income -
groups. The largest marriage penalties, measured as a percentage of adjusted gross
income, are incurred by households that would receive little benefit from these
proposals — those earning less than $50,000.  The average penalty as a percentage of
income for those couples making less than $20,000 that have marriage penalties was

about five times as large as the average penalty for couples that experience a penalty
and have incomes exceedmg $50, 000 :

. -Theleading proposals to reduce marriage penalties continue the recent pattern of
targeting tax relief primarily.at higher-income individuals. The higher-income couples
that would benefit most from many of the marriage penalty reduction proposals are the
same taxpayers that are receiving the lion’s share of the tax cuts under last year’s
balanced budget agreement. Low- and moderate-income working families are -
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- receiving little tax relief from the Taxpayer Relief Act of 1997. According to a Treasury
Department analysis, more than half the 1997 tax cut is going to the 20 percent of
families with the highest incomes. By contrast, less than one percent of the tax
reductlons enacted in the 1997 bill is going to the lowest-income 20 percent of families,
and just 7. 5 percent of the total tax reduction is going to the lowest-income 40 percent of
families.®

More Targeted Proposals

The case for enacting marriage penalty relief is not strong. If policymakers do
choose to reduce marriage penalties, however, there are various ways that marriage
penalty prtoposals can be better targeted to the taxpayers that arguably are in greatest
need of relief. ’

. A larger proportion of the benefits of the tax relief could be targeted on
moderate- or middle-income taxpayers if the marriage penalty relief were
accomplished by changing a provision of the tax code that is used most
heavily by those taxpayers, such as the standard deduction. Note,
however, that most such proposals also increase marriage bonuses for
couples that currently receive such bonuses under current law.

. Tax relief can be better 'targeted on families that experience marriage
penalties by structuring a second-earner deduction in a way that targets
relief to second-earners with low or moderate wages.

. All of the benefits of marriage penalty reduction could be directed to
moderate- and middle-income taxpayers by including specific income
limits on who can use the marriage-penalty relief provisions. That also
would reduce the cost of the tax relief.

. | Marriage penalty tax relief could be targeted on low- and moderate-
+ income families by including specific language and provisions that lessen
the marriage penalties associated with the phase-out of the EITC.

¢ The Tre:asury analysis understates the extent to which the legislation benefits the highest-income
taxpayers, because it does not include the effects of the reductions in estate taxes included in the 1997
legislation. The estate tax reduction benefit the heirs only of the wealthiest two percent of individuals
who have died An analysis of the 1997 Tax Act by Citizens for Tax Justice, which includes the estate tax
prov:smns, fmds that 78 percent of the benefits of the tax cut enacted in 1997 is going to the highest- -
income 20 percent of families.
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Increasmg the Standard Deduction for Couples :

A bill introduced by Reps Jim McDermott (D-WA) and Gerald Kleczka (D-WI),
-H.R. 3524, would increase the size of the standard deduction for joint filers to double
that of single filers. Unlike Weller II, it would not also enlarge the width of the tax
* brackets. This approach targets a greater proportion of benefits on middle-income
taxpayers, because most higher-income taxpayers have enough expenses to itemize
their deductions and do not use the standard deduction. (A companion bill described
below extends the relief to low- and moderate-income taxpayers that receive the EITC.)

A downside of this approach is that increasing the standard deduction for
married couples does not distinguish between couples that need marnage penalty relief-
and those that do not. As a result, it would substanhally increase the size of current-
law marriage bonuses for couples currently receiving such bonuses under current law.

According to Rep. McDermott, the cost of this approach would be approximately
$4 billion a year. As described below, the companion measure for lower-income
households receiving the ETTC would cost an additional $2.6 billion a year, for a total
cost of approximately $6.6 billion a year. :

A somewhat different version of a standard deduction increase was introduced
by Senators Phil Gramm (R-TX) and Pete Domenici (R-NM) as an amendment to the
McCain tobacco legislation. The Gramm amendment would increase the standard
deduction for married couples with incomes below $50,000. It included specific
language to allow the increase to benefit families receiving the EITC. The sponsor’s fact
sheet indicated the cost would be $9 billion a year when fully in effect.

' Re-instituting a Two-earner Deduction with Income Limits -

-Between 1982 and 1986, a two-earner couple could deduct from income 10
percent of the lower-earning spouse’s earnings, up to a maximum of $3,000. The cost of
fully restoring the deduction, as proposed in the Herger bill, would be approximately
$9 billion a year. As noted-above, the benefits of the restoration could not be well
targeted with respect to income; 82 percent of the benefits would go to taxpayers with
incomes exceeding $50,000. No relief would be available to families that experience
EITC-related marriage penalties.

In contrast, a measure introduced by Senate Minority Leader Tom Daschle
during consideration of tobacco legislation in the Senate (S. 2147) would allow a
deduction of 20 percent of the lower-earning spouse’s earnings, but only for couples
with adjusted gross income below $60,000. This proposal would not increase marriage
bonuses, and it would target all of the benefits of marriage penalty reduction on
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families with income below $60,000. It also incorporates a provision that makes the -
marnage penalty reduction apphcable to famlhes recewmg the EITC.

‘Because it lowers taxes only for two—earner couples and is spec1ﬁca11y targeted
on moderalte- and middle-income families, the Daschle approach costs less than either
the McDermott or Gramm measures. The Daschle approach would cost approximately

$3 billion a1 year.

Structunng a Deduction to Assist Low-Wage Second Eamers

Wh1ile the Daschle approach targets all of its relief on families with gross income
below $60,000, it provides much smaller relief to low-income families than to those
closer to 1ts income ceiling. A family in which one spouse earns $25,000 and the other
works part] time and earns $5,000, for example, would be able to deduct $1,000 (since
this is 20 percent of the lower-earning spouse’s wages).’ By contrast, a famlly in which -

each spous[e earns $25,000 would be able to deduct $5,000.

- An alternatlve approach could provide more assistance to second-eamer spouses
with low e‘ammgs If the deduction were set at 100 percent of the lower-earning
spouse’s S earnings up to a specified amount — instead of 20 percent of the lower-earmng
spouses’ earnings — the deduction would be better targeted on lower-income families.”
For example, the standard deduction could be increased by 100 percent of the lower-
earning spouse’s wages up to $1,400. (The $1,400 figure is used because it is the
amount by] which the standard deductlon for two individuals filing smgly exceeds the
standard deduction for a married couple fining jointly.) To maintain targeting, this
type of deduction would have to be hmlted to famllles with income under a specified - =
ceiling. ‘ : : '

Varlous other combmatl.ons of approaches are possﬂ)le A two-earner deduction
could be structured to allow a deduction of 100 percent of the lower-earning spouse’s
. wages up to a higher amount, such as $2,000 or $3,000. Or, one could allow some
percentage of the lower-earning spouse’s wages that is between the 20 percent in the
Daschle measure and the 100 percent deduction for the specified amount of earnings,
such as 50. percent of the lower-earning spouse’s wages up to a specific amount such as’
$3,000. To bring any of these approaches within the desired cost of tax relief, the
maximum deduction, the income ceiling, or both could be adjusted.

"7 Jane Gravelle, The Mamage Penaity and Ot}zer Pamzly Tax Issues, Congressxonal Research Service, -

' August 4, 1998, p. 35.
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o Addressmg Mamage Penaltles in the EITC

Increasmg the standard deductlon does nothmg to relieve marnage penalties
experienced by low--and moderate-income families that arise from the EITC phase-out."
Nor does allowing a two-earner deduction affect ElTC marriage penalties. More
specific strategies are requlred :

As discussed above, the EITC is structured so it phases out gradually for families
with incomes in excess of a specific level. In 1998, the phase-out range begins at $12,260
and continues through $26,473 for families with one child and $30,095 for families with
two or more-children. To the extent that the combined earnings of two people who
. marry boost the couple’s income to a point in the phase-out that results in their
receiving a smaller credit, or raises their income beyond the phase—out range, the farmly

~  experiences a marnage penalty

- The proposals that address the marriage penalues resultmg from the EITC phase- |
out do so through one of two general approaches '

e . One approach is to mod1fy the structure of the EITC so the phase-out
begins (and ends) at a higher i income level for married couples than for
taxpayers who are not mamed ‘

o « . The other approach is to reduce, through a deductmn that apphes to the
' . EITC computation, the amount of income that married couples must
count for the purposes of calculating the EITC phase-out

In elther case, the effect is to increase, relatlve to current law, the amount of EITC a

. married couple can rece1ve when 1ts income falls in the phase—out range of the EITC
‘schedule. - : = :

_ A bill introduced by Representatives Richard Neal and Jim McDermott (H.R.
3995) as a companion to the standard deduction increase for couples they have
proposed takes the first approach and modifies the EITC structure. The
Neal/McDermott bill would create a separate EITC computation for joint filers that )
increases the amount of income the couple can earn before the EITC begins phasing out.
As noted, the phase out begins when income reaches $12,260 under current law; the

Neal /McDermott approach would raise the beginning of the phase out for joint filers to
~nearly $17,000.

Ralsmg the begmmng of the phase out range means that marrled-couple families
~with incomes up to nearly $17,000 would be able to receive the maximum EITC. In
addition, EITC-eligible married families with incomes above that level would receive
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somewhat|larger EITCs than under current law, and the income level at which the EIT C
is fully phased out would increase.

The second approach was taken by Senator Phil Gramm (R-TX) in his A
' amendment to the McCain tobacco leglslatlon The Gramm amendment would increase
the standard deduction for martied couples with incomes below $50,000. It included

: spec1f1c larlguage to apply the addltlonal deduction to the EITC computa’aon

The Gramm proposal effectlvely increases the income level at which the ElTC
phase-out llaegms by changing the definition of income for purposes of the EITC phase-
out. Under current law, the income used to determine where in the phase-out range a
family falls is the family’s adjusted gross income or total earnings, whichever is larger.
- In the Gramm proposal, a married-couple family’s adjusted gross income or earnmgs
for EITC purposes would be reduced by the increase in the standard deduction.® The
effect is substantlvely the same as the Neal/McDermott approach couples in the phase-
out range would receive somewhat larger EITCs for any given income level, and the
income level at which the ElTC is completely phased out for marned couples would
rise. :

The Daschle proposal that was mtroduced in the Senate durmg the tobacco
debate also follows the second approach of allowing a deduction to reduce the earnmgs
or ad]usted gross income counted for purposes of computing the EITC phase-out. In
the Daschle approach, however, the deduction applies to the earnings of a second
'spouse. As a result, the change in the EITC phase-out would be more targeted, -
applying only to couples in which both spouses have eammgs ,

| .

Costs and Poséihle Backloading

Marnage penalty reduction proposals are costly. The most costly proposals are
those that not only reduce marriage penalties but also increase marriage bonuses and
that prov1de tax reductions to couples regardless of income level. The proposals by
Representa[hve Bob Riley and Senator John Ashcroft for income splitting fall in this
category, as does the proposal referred to as Weller II in this paper. When fully in

effect, these proposals would cost $31 billion or $32 b11hon each year.

8 Spemﬁcally, the language says, "Section 329(c)(2) of the Internal Revenue Code of 1986 (defmmg

earned income) is amended by adding at the end the following new subpat‘agraph ‘(C) Marriage Penalty
Reduction. —|Solely for purposes of applying subsectin (a)(2)(B), earned income for any taxable year
shall be reduced by an amount equial to the amount of the deduction allowed to the taxpayer for such
taxable year under section 222 [the additional standard deductlon for couples] "
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" The next most costly types of proposals are those that eliminate or substantially
reduce marriage penalties for many middle- and upper-income taxpayers but do not
increase current-law marriage bonuses. The proposal called Weller Iin thrs paper ﬁts
into this category It would cost about $20 bllhon each year

Restormg the two—earner deductxon as it ex1sted from 1982 through 1986 — a:

* deduction of 10 percent of the lower-earner’s earnings — would be a little less expensive

because the amount of the relief is capped. This approach would cost approxnnately $9
b1111on a year (assummg it was not extended to EITC farmlles)

Proposals that expand the standard deduchon for marned couples, such as the -
McDermott bills or the Gramm amendment both, reduce marriage penalties and
increase marriage bonuses These measures would cost between $6 5 billion and $9
bllhonayear AR L " . SR

' Fmally, the Daschle approach Wh1ch would prov1de a second-earner deduction

- for married couples with incomes below $60,000 (including for EITC families), would

cost approximateély $3 billion a year. The Daschle amendment is targeted with respect

- to income and is limited to two-earner families who experience marnage penaltres (See
box on pages 11-12 for the descnptlon of spec1f1c proposals ) -

Ifthe House ma]orlty leadershrp seeks to enact a bill with tax reductions totaling
$70 b1lhon to $80 billion over five years, it might seem that the more expensive

B proposals such as Weller II — with costs exceeding $160 billion over five years — could

not be considered. This , however, is not the case. It is likely that one of the more -
expensive marriage penalty reduction proposals will move forward, structured to phase
in very gradually. This would make the costs seem to fit within the fotal taxcut
number and probably leave room for other types of phased-m tax cuts, as Well

. The marriage penalty reductlon offered by Senators Phil Gramm and Pete

'Domenici as- part of the tebacco legislation, a $3,300 increase in the standard deduction

for married couples with the EITC changes explained above, provides an example of

* how this might happen. When the proposal was first released, a fact sheet its sponsors

disseminated said it cost $45 billion over five years. This represented the cost when the
proposal would be fully in effect. By the time the proposal was introduced as an actual -
amendment to the tobacco legislation, however, the cost was down to not much more
than a quarter of the original cost — $11.8 billion instead of $45 billion in the first five

years. The provisions of the proposal had not changed The difference was a slow

phase-in. In the first year, 25 percent of the additional deduction would be allowed. In

~the second through fourth years, 30 percent-would be allowed. In the fifth year, 40
percent would be allowed. The proposal was not scheduled to be phased in fully until

2008, some 10 years after enactment.
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Moreover, marriage penalty tax relief might be offered in conjunction with a
capital gains tax cut. Capital gains tax cuts generally raise revenues in the first few
years after; enactment, because lower rates or other favorable provisions induce some
people to sell assets they otherwise would have held. Once the initial surge of
addmonal asset sales subsides, however, the revenue losses set in. If a tax package were
enacted that includes both marriage penalty reductions and a capital gains tax cut, the
increased revenue collected on the surge of asset sales would serve to mask the cost of
the marnage penalty tax cut in the first few years. But once the initial period passed,
the revenue losses from both provisions would be fully felt. As noted below, this
would be(l.ome particularly problematic in the years after the baby-boom generation
begins to renre and federal budget deficits are expected to return.

\
Can a Tax Cut be Afforded?

In r]ecent weeks, some Members of Congress have suggested that the sizeable
surpluses lrec:ently projected by the Congressional Budget Office make it possible to cut
taxes substantially. But except for the reserve building in the Social Security system,
which is needed to help cover the large Social Security costs the nation will face when
the baby»boom generation retires in large numbers, there will be no significant
surpluses ;Iunhl 2006, according to CBO. Excluding Social Security, CBO projects that
deficits will total $137 billion over the next five years and that the net surplus will equal
just $31 billion over the next 10 years.

Even the on-budget surpluses that CBO projects will start in 2006 provide no
assurancelthat lawmakers can safely cut taxes. Projections of surpluses are notoriously
difficult to make accurately, as they depend on myriad assumptions about fluctuating
economic {conditions This difficulty increases as projections are made further into the
future. Moreover, the reliability of the new CBO projections for the years starting in
2006 is fur[ther complicated by CBO’s inability to explain $45 billion in unexpected
revenue the government collected this fiscal year. CBO assumes this additional $45
billion in revenue will be collected in future years as well. If that does not happen,

_ there may 'be little in the way of significant surpluses in the non-Social Security budget
at any time over the next 10 years.

CBO'’s projections thus indicate a significant degree of uncertainty about whether
non-Social Security surpluses will emerge even in 2006. CBO cautions:

[1]f|CBO’s economic projections prove to be just a little too optimistic,
surpluses could be much lower than anticipated, while a recession similar
to that of the early 1990s could even produce a deflat Likewise,

{
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surpluses could be lower than projected if the factors that produced the
unexpected revenues in 1998 fade away quickly.”

- If economic conditions deviate even slightly from CBO’s assumptions, as could happen,
for instance, if the Asian financial crisis has a somewhat larger-than-expected impact on
the U.S. economy, non-Social Security surpluses might not materialize over the next 10

- years.

Finally, there still is a long-term deficit problem. CBO’s long-term budget
forecasts continue to show that budget deficits will eventually return (perhaps around
or soon after 2020) and ultimately climb to record levels. Locking in large permanent
tax cuts now will accelerate the year in which deficits return-and increase the
magnitude of those deficits.

For these reasons, it would seem imprudent to enact permanent tax cuts now on
the grounds that they will be paid for either by surpluses that are really Social Security
reserves that the Social Security system will ultimately 1 need or by surpluses in the non-
Social Security budget that might appear in 2006.

Alternatively, a tax cut could be fmanced by enacting offsetting spending
reductions. The $101 billion in tax cuts over five years in this year’s House budget
resolution would be financed by substantial reductions in both mandatory and '
discretionary spending. Nearly 85 percent of the $41 billion proposed reductions in
mandatory program expenditures that have not already been enacted would come from
programs targeted on low-income households. Yet, such programs make up less than
one-quarter of all fnandatory program expenditures.m

As noted above, some of the leadmg marriage penalty reduction proposals target
approximately 80 percent of their benefits to families with incomes exceeding $50,000.
If marriage penalty relief were paid for by the type of mandatory program expenditure
reductions proposed in the House budget resolution, poor families — including the

working poor — would be paymg for tax relxef pnncxpally for the hlghest-mcome one-
third of families.

® CBO, The Economic and Budget Outlook for Fiscal Years 1999-2008: A Preliminary Update, July 16, 1998,
p-12. : : : : .

1% See Robert Greenstein and Sam Elkin, House Budget Contains Large Cuts in Low-Income Mandatory
Program Not Included in Senate Budget, Center on Budget and Policy Priorities, June 12,.1998. In addition
to the mandatory cuts, the House budget resolution would make substantial cuts in nondefense
discretionary programs. Under the resolution, nondefense discretionary expenditures in 2003 would be
19 percent lower than in fiscal year 1998, after adjusting for inflation.
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Do Marriage Penalties Prevent Couples from Tying the Knot?

Advocates for Iarge marriage penalty tax cuts say the cuts are necessary because
couples often forego marriage in order to avoid paying marriage penalties. They
contend that by reducing or eliminating marriage penalties, more couples would be
able to afford to marry and the number of marriages would increase. Economic
evidence §uggests, however, that the additional number of couples that would wed if
marriage penalnes were reduced is small. Most couples marry for reasons entirely
unrelated to their tax liability, and research has confirmed that providing small
economic mcennves to some couples would not significantly increase the total number

that dec1de to wed.

Eco]nomxsts James Alm at University of Colorado and Leslie Whittington at
Georgetown University have studied extensively the behavioral effects that marriage
penalties and bonuses generate. In a National Tax Journal article, they compared forty
years of data on the percentage of women between the ages of 15 and 44 who were
married with a measure of the change in income taxes women could expect with
marriage in each of those 40 years. (The researchers also controlled for other factors
that could |affect marriage rates.) They found that for every 20% reduction in the
average marriage penalty faced by women, the percentage of women who are married
would mcFease by 1%, a very small response. In other words, this study suggests that if
taxes were changed to reduce marriage penalties by 20 percent, the proportion of
women m}thls age range who are married might rise from the current (1996) 52.9
percent to 53 4 percent. .

The research also suggests that there would be a high cost to increasing the
propornon of women who are married through reducing tax-based marriage penalties.
Accordmg to CBO, none of the large marriage penalty tax cut proposals currently being
considered would eliminate more than 50% of marriage penalties in the tax code.!* If
leg1slahon’ reduces as much as 50 percent of marriage penalties, this research suggests
the percentage of women age 15 to 44 who are married might rise from 52.9 percent to
54.2 percent. If the cost of eliminating 50 percent of marriage penalties is $20 billion a
year (simil;ar to Weller I) or $200 billion over 10 years, the government would
essentially; spend $250,000 for each couple that married as a result. If the cost exceeds
-$30 billion|a year or $300 billion over ten years, comparable to the cost of the Rlley,

1 CBO did not evaluate a proposal comparable to Weller I, but its results for other proposals suggest

this conclusion holds for Weller I as well. Another analysis, by the minority staff of the House Budget
Committee, finds Weller I eliminates 31 percent of marriage penalties:
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.Ashcroft or Weller II proposals, the cost per additional couple married would be
$380 000."

Other research has found that marriage penalties do not reduce the marriage rate
at all. Under somewhat different assumptions, Georgia State University economists
David Sjoquist and Mary Beth Walker found that the size of the marriage tax did not.
have an effect on the number of women marrymg per year.? ‘

Both of these research teams did agree, however, that marriage penalties may
play a role in the timing of marriage. They concluded that when marriage penalties
increased, couples were slightly more likely to delay their marriage from the last
quarter of the current year to the first quarter of the next in order to avoid filing jointly
in the current year. Paying $20 to $30 billion per year to speed up a handful of
marrlages, though is clearly a poor public mveshnent

2 Alm, ]ames and Leslie Whltnngton "Does the Income Tax Affect Mantal Decisions?," Natzonal Tax

Journal, December 1995. Alm and Whittington selécted 15 to 44 year-old women as the relevant
population for their study. The Census Bureau reported that in 1996, 52.9 percent of women between the
ages of 15 and 44 were married (31.5 million of 59.6 million). If the percentage of women who were
married increased by 2.5 percent as a result of reducing marriage penalties, 54.2 percent of women
between these ages would be married (102.5 percent of 52.9 percent). This additional 1.3 percent of
married women aged 15 to 44 would represent 788,000 new couples (1.3 percent of 59.6 million). This
means the $200 billion tax cut over ten years would essentially spend $253,000 for every new couple.

B Sjoquist, David and Mary Beth Walker, "“The Mamage Tax and the Rate and Tlmmg of Marriage,"
National Tax }oumal December 1995.
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Appendlx
Mamage Penalty Calculatlons for Table 5

‘Proposed Tax Pzzrameters

Current Law - WellerI © Weller IT

' Single  Married filing - Married . Married filing |

' . jointly separate option  jointly  °
Personal exemptlon - $2,700 C$2,700 - $2,700 $2,700
Standard deduction $4250 7100 .. . $4250 )

Tax rate brackets end at taxable mcome of:

15%rateendsat §25350  $42350 $25350  $50,700

28% rate ends at - $61400 ~  $102300 © $61,400 - 122,500
31%~ra;teends at  $128100  $155950 - $128100 - . $256200

36%rateendsat . $278450  $278,450 $278450  $556,900

Tax Cazcuzétions

1. Mamed couple, each spouse earns $32,000 a year
’ “Current Law Weller I - separate nptnon ‘ : Weliet I
quusé 1 spouse 2 7
Income O se4000 ~ $32,000 " $32,000 ~ $64,000
. pérso"tal exemptiéns - -$5,400 o ‘-$2,700‘ o -$2,700 -$5,400
standard deduction  -$7,100 $4250 84250 -$8,500
Taxable income $51,500 - $25050  $25,050 $50,100
income taxed at 15% $42,350  $25,050. ~ $25,050 $50,100 -
' taxat15% $6,352.50 53,4;57.50 . $3,757.50 . §7515
Inc'orjr{e taxed at 28% i $9,150 0 %0 ‘ $0
| ' tax atzé%ﬂ $2,562 7 $0 y $0 $0
Total Tax  $891450 O srss . e7515
Maﬁage Penalty o $1400 o ‘$0 ’ $0.

' In calculatmg marriage penalties and bonuses, the couple s liability under the Weller I separate

option is conéldered to be the same as it would have been had the two individuals been single. Thus, in
the first example, the couple’s marriage penalty is ($8,915 - $7,515) = $1,400.
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2. Married couple, one spouse earns $64 000 ayear . = . -

Current Law ~ WellerI- separate ophon Weller II
. | L | Spousel » spousez'

Income , . . $64,000 $64,{)00 L $0 o .$.6‘?"000 .
- personal exemptions ~$‘5,400V},; ‘A . 82700 0 | '-§2,7DO: ‘ ~ -85,400 .
- standard deduction -$7,1qd T sa250 $4250 . - -$8,500
Taxable income - $51500  ss70800 D s0 $50,100
income taxed at 15%  $12350 . 825350 - - $0 . $50,100
 taxat15% 635250 $3so250 - $0 o $7ss

Income taxed at28%  $9150  $3L700 - 0 - 80

Ctaxat28% $2,562 ’ . $8876 - s0 $0

| TotlTax 7 ssonaso CsuzeTese §7,515
Marriage Bonus . - o $3,764 - $0 - _( ret $5,164

? Because the Weller I separate option gwes this couple a higher. total tax, the spouses would choose . “

the joint filmg optxon, paymg $8,914.50 (and retammg a $3,764 marriage bonus)
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3. Married couple, each spouse earns $150,000 a yéér

Current Law Weller I - separate option Weller 11
7 ‘spouse1 . .. : spouse 2
Income $300,000 - $150,000 . $150,000 _$300,000
personal exemptions®  -$510 f$255 | -$255 - -$510 -
itemized deductions - -§23,218  -$11,609 | $11609 - $23218
Taxable income - $276,272 © $138,136 $138,136 -$276,272
income .taxed at15% - $42,350 ;$25,3:50 . SQS,BSO' © $50,700
tax at 15% $6,352.50 . .$3,802.50 $3,802.50 . $7,605
Income taxed at 28% $69,950 . . | $36{050 “ o $36,0A50' $72,100
taxat28%  $16786 - vsm,094 , $10,094 . $20,188
income taxed at 31% $53,650 $66,700 ‘ $66,7b0 : $133,400
| axat3l%  $1663150 - $20677 $20,677 .- = $41,354
income taxed at36%  $120322 $10,036 © $10036  $20,072
tax at 36% . $43,316 $3,613 - $3,613~ S $7,226
"Total Tax ‘ $83,086 $76,373 . - $76,373
Marriage Penalty : $6,713 . | $0 ) ]

-3

Under current law, personal exemptions are reduced by 2 percent for every $2, 500 by which the

income of a high-income tax filer exceeds a specified threshold level. For married taxpayers filing ]omtly
in 1998, the threshold level is $186,800. Since the Weller I language does not specifically address this
phase-out, thIlS example assumes that these rules for joint returns still apply. The $5,400 in total
exemptions consequently are reduced by $4,890, and the remainder is spht between the spouses under
the Weller I separate option (m accordance thh the 50-50 earnings split).

4 “According to the IRS, the average tax return w1th between $100,000 and $200,000 income in 1996
claimed $23,4.18 in itemized deductions. Since the overwhelming majority (88 percent) of these returns

were filed by married taxpayers, the couple is assumed to-split the $23 218 evenly under the Weller I
separate ﬁlmg option. :
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. Married couple, one spouse earns $300 000 a year = -

4.
Current Law . WellerI- separate option WellerI1
| ‘ »spouse 1 ~ spouse 2
Income $300,000 $300000 $0 $300,000
personal exempﬁcns —$510I " .-§255 ©o. -$255 -$510
itemized deductions ~ -$23218 ' 23218 . -$0 -$23218
Taxable income $276,072 $276527 - - $0 $276,272
income taxed at 15%  $42,350 $25,350 80 $50,700
| taxat 15% - $6,352.50 $3,80250 . . $0 $7,605
Income taxed at éS% > L$59,950 $36{05b ' ' ‘$0 $72,100
. txat28%. $16786 $10,004 %0 $20,188
" income taxed at 31% S $53,650 $66,700 . . %0 © $133,400 )
| Ctaxat31%  $16,63150 L swem %0 $41,354
income taxed at 36% $120322 $148,427 %0 $20,072
A ' taxat36% - 843316 | $53434 $0 $7,226 .
Total Tax  $83,086 $88,007° $76,373
Marriage Bonus | $4,921 . $0 $11,634

5

the joint filing option, paying $83,086 (and retammg a $4,921 marriage bonus).
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Because the Weller I separate option gives this couple a higher total tax, the spouses would choose
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