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automobile placed in service for 2003 (where the taxpayer elects to
use the 30% bonus depreciation allowance) is increased to
$7,660.' JGTRRA increases the maximum first-year depreciation
deduction for such a passenger automobile to $10,710 in a case
where the taxpayer does not elect out of the 50% bonus depreciation
allowance under Section 168(k).'®

The increased first-year depreciation allowance under Section
168(k) was intended to accelerate purchases of equipment, to
promote capital investment, modernization, and growth, and to help
spur an economic recovery.'® Congress believed that the
acceleration of purchases of business equipment would increase
employment as manufacturers hire more workers to produce that
equipment and would increase employment opportunities in the
years ahead.'®

Some taxpayers, however, may not desire to claim first-year
bonus depreciation. As explained earlier, JGTRRA reduced the
individual income tax rates and eliminated the marriage penalty
with respect to the 15% tax bracket and the standard deduction for
2003 and 2004. If a taxpayer expects to be in a higher tax bracket
in 2005 than in 2003 or 2004, it might be more advantageous to
forego claiming large first-year bonus depreciation deductions in
2003 or 2004 so that depreciation deductions in 2005 will be larger.
Even though Congress did not change the corporate income tax
rates, a corporation that expects to be in a higher tax bracket in a
later year also may prefer to elect out of claiming first-year bonus
depreciation.

The reduced tax rates for individuals provide less incentive for
small businesses that operate through pass-through entities, such as
S corporations and LLCs, to invest in new equipment.'® In this
respect, JGTRRA may undermine some of its own objectives.

182. Job Creation and Worker Assistance Act of 2002, Pub L. No. 10747, §
101(a), 116 Stat. 21 (2002). LR.C. § 168(k)(2)(E)(i), Rev. Proc. 200375 § 4.02(2)
Table 2, 200345 I.R.B. 1018.

183. Jobs and Growth Tax Relief Reconciliation Act of 2003, Pub. L. No. 108-
27, § 201(a), 117 Stat. 752 (2003, adding LR.C. § 168(k)(4)(D), Rev. Proc
2003-75 § 4.02(2) Table 3 2003—45 LR.B. 1018.

184. H.R. Rep. 108-94, at 23 (2003).

185. Id.

186. Partnerships, LLCs that are classified as partnerships, and S corporations
generally do not pay tax on the income they earn. L.R.C. §§ 701, 1363(a) (2003).
Instead, the owners of the interests in such entities pay tax on their shares of the
entity’s income as it is earned. LR.C. § 702(a), 1366(a) (2003). Thus, an
individual that owns an interest in a partnership, LLC classified as a partnership, or
an S corporation pays tax on the individual’s share of the entity’s income at the
individual’s marginal income tax rate.
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F. Section 179 Expensing Limitations

JGTRRA increases the amount of Section 179 “expensing” that
a taxpayer may claim with respect to property placed in service in
taxable years beginning after 2002 and before 2006.'®” Section 179
allows a taxpayer to elect to deduct (“expense,” rather than capitalize)
part or all of the cost of Section 179 property. For this purpose, the
term “Section 179 property” generally is defined to include tangible
personal property purchased for use in a trade or business and used
predominantly in a trade or business (i.e., more than 50% of the use
of the property must be in connection with a trade or business).'**
Before it was amended in 2003, Section 179 allowed a taxpayer to
expense up to $25,000 of the cost of Section 179 property placed in
service during the taxable year.'® The $25,000 maximum expensing
allowance was reduced, dollar-for-dollar by the amount by which the
cost of Section 179 property placed in service during the taxable year
exceeded $200,000."° JGTRRA increases the $25,000 Section 179
allowance to $100,000 and the $200,000 limitation to $400,000 for
Section 179 property ?laced in service in a taxable year beginning in
2003, 2004, or 2005."' The $100,000 and $400,000 amounts are
increased annually for inflation.'” Once a taxpayer elects to claim
Section 179 expensing for taxable years beginning in 2003, 2004, and
2005, the taxpayer may revoke the election before 2006, but once a
taxpayer has revoked a Section 179 election, the taxpayer may not
reinstate the election.'”

187. Jobs and Growth Tax Relief Reconciliation Act of 2003, Pub. L. No. 108-
27, § 202(a), 117 Stat. 752 (2003).

188. LR.C. § 179(d)(1) (2003).

189. LR.C. § 179(b)(1) (2003), amended by Jobs and Growth Tax Relief
Reconciliation Act of 2002, Pub. L. No. 108-27, § 202(a), 117 Stat. 752 (2003).

190. LR.C. § 179(b)(2) (2003), amended by Jobs and Growth Tax Relief
Reconciliation Act of 2003, Pub. L. No. 108-27, § 202(b), 117 Stat. 752 (2003).
The maximum amount of Section 179 expensing that a taxpayer may claim for a
taxable year also is limited to the aggregate amount of the taxpayer’s taxable
income for the year which is derived from the active conduct of a trade or business
by the taxpayer during the taxable year. I.R.C. § 179(b)(3)(A) (2003). Any amount
disallowed because of the gross income limitation is carried forward and may be
claimed as a deduction in a year in which all of the requirements of Section 179 are
met but the taxpayer has not placed in service Section 179 property up the
maximum amount allowed for that year. L.R.C. § 179(b)(3)(B) (2003).

191. Jobs and Growth Tax Relief Reconciliation Act of 2003, Pub. L. No. 108-
27, § 202(a), 117 Stat. 752 (2003). The allowance for a Section 179 deduction with
respect to certain software was added by Section 202(¢e) of the Jobs and Growth Tax
Relief Reconciliation Act of 2003 § 202(e).

192. LR.C. § 179(b)(5) (2003), added by Jobs and Growth Tax Relief
Reconciliation Act of 2003, § 202(d), 117 Stat. 752 (2003).

193. LR.C. § 179(c)(2) (2003).
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The amount of Section 179 expensing that a taxpayer claims with
respect to an item of property reduces the adjusted basis of the
property.'” A taxpayer computes the annual depreciation deductions
with respect to property for which a Section 179 election has been
claimed after taking into account the reduction in basis under Section
179.!%% Thus, reduction in basis under Section 179 reduces the amount
of depreciation that will be allowable for Section 179 property in future
years. A taxpayer that expects to be in a higher income tax bracket in
a later year may prefer to forego the Section 179 election in order to use
larger depreciation deductions to offset income earned in later years.

The increased first-year depreciation allowance under Section 168
and the increased Section 179 expensing allowance under JGTRRA
may have the unintended effect of encouraging taxpayers who
otherwise would purchase passenger automobiles for use in a business
to purchase less fuel-efficient vehicles such as SUVs and trucks
weighing over 6,000 pounds. As explained earlier, SUVs and trucks
weighing over 6,000 pounds are not subject to the Section 280F
limitations on depreciation of passenger vehicles. While JGTRRA
increases the amount of first-year depreciation allowed for passenger
vehicles, the maximum amount of both Section 168 deductions and
Section 179 expensing that a taxpayer may claim with respect to a
passenger automobile placed in service in 2003 is $10,710."¢ In
contrast, Section 179 allows a taxpayer to deduct the entire $35,000 to
$78,000'7 cost of an SUV weighing over 6,000 pounds and placed in
service any taxable year beginning after 2002 and before 2006.

G. Alternative Minimum Tax Relief

JGTRRA increases the exemption amount for purposes of
determining an individual’s alternative minimum tax (“AMT”) liability

194. Treas. Reg. § 1.179-1(f)(1) (2003).

195. Section 179(a) treats the amount of Section 179 expensing claimed as an
“expense,” thus allowing a current deduction rather than treating the portion of the
cost of the property for which Section 179 expensing is claimed as a capital
expenditure. Thus, if a taxpayer makes a Section 179 election with respect to
property, the amount deducted in the year in which the property is placed in service
1s not included in the adjusted basis of the property for purposes of determining the
annual depreciation deductions for the property. LR.C. § 179(a) (2003).

196. See Temp. Treas. Reg. § 1.280F-2T(b)(4) (2003) (the amount of Section
179 deductions is subject to the limitations of I.R.C. § 280F(a)); see also Rev. Proc.
2003-75 § 4.02(2) Table 3,2003—45 I.R.B. 1018 (maximum first-year depreciation
gllowed with respect to passenger automobiles placed in service in 2003 is

10,710.)

197. The range of costs to purchase such SUVs provided in the text is
approximate. For the actual cost of an SUV, an individual should check a local
dealership.
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for 2003 and 2004.'® A taxpayer must pay the AMT if and to the
extent that the taxpayer’s tentative minimum tax exceeds the regular
tax."” The tentative minimum tax for a taxpayer other than a
corporation is the sum of: (1) 26% of the first $175,000 ($87,500
for married taxpayers filing separately) of a taxpayer’s alternative
minimum taxable income (“AMTI”) in excess of the exemption
amount; and (2) 28% of the remaining AMTI1.>%

Before 2003, the AMT exemption amount was $45,000 for
married taxpayers filing joint returns and surviving spouses,
$33,750 for unmarried taxpayers, and $27,500 for married taxpayers
filing separate returns.”® JGTRRA increases the exemption amount
for 2003 and 2004 to $58,000 for married taxpayers filing joint
returns and surviving spouses, $40,250 for unmarried taxpayers, and
$29,000 for married taxpayers filing separate returns.?? In 2005,
the exemption amounts for such filers return to their pre-2003
levels.?®®

The AMT exemption amounts are phased out for taxpayers with
high AMTI. The exemption amount of any taxpayer is reduced by
an amount equal to 25% of the amount by which the AMTI exceeds:
(1) $150,000 for married taxpayers filing joint returns; (2) $112,500
for unmarried taxpayers; and (3) $75,000 for married taxpayers
filing separate returns.?® Under this formula, the 2003-2004 AMTI
exemption amount is completely phased out for: (1) married
taxpayers filing joint returns and surviving spouses who have AMTI
of $382,000 or more; (2) unmarried taxpayers who have AMTI of
$273,500 or more; and (3) married taxpayers filing separate returns
who have AMTI of $191,000 or more. The exemption amounts and
the phase-out amounts are not adjusted for inflation.

Married taxpayers filing separate returns can be subject to an
additional AMT liability. A separate filer whose AMTI exceeds the
$173,000 phase-out ceiling in 2004 must add back to his or her
AMTI the lesser of: (1) 25% of the amount by which AMTI
(determined without regard to the add-back amount) exceeds the
$191,000 phase-out ceiling; or (2) an amount equal to the $29,000
exemption amount for married taxpayers filing separate returns.’®’

198. Jobs and Growth Tax Relief Reconciliation Act of 2003, Pub. L. No. 108-
27, § 106(a)(1), 117 Stat. 752, amending L.R.C. § 55(d)(1).

199. LR.C. § 55(a) (2003).

200. LR.C. § 55(b) (2003).

201. LR.C. § 55(d)(1) (2003), amended by Jobs and Growth Tax Relief
Reconciliation Act of 2003, Pub. L. No. 108-27, § 106(a)(1), 117 Stat. 752 (2003).

202. Id.

203. Id.

204. LR.C. § 55(d)(3) (2003).

205. LR.C. § 55(d)(3) (2003), flush language.
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Under this formula, a married taxpayer filing a separate return who
has AMTI in excess of $307,000 will be required to add back
$29,000 to AMTL

To compute an individual taxpayer’s AMTI, the taxpayer begins
with taxable income, makes certain adJustments to taxable income,
and adds back so-called “tax-preference” items.’®® The adJustments
and add-back items create a broader base of income for the AMT than
is used in computing a taxpayer’s regular income tax liability.*”” For
example, in computing AMTI a taxpayer generally must use slower
depreciation schedules than otherwise are allowed under MACRS?®
and may claim a deduction for medical expenses only to the extent
that the taxpayer’s unreimbursed medical expenses exceed 10% of the
taxpayer’s adjusted gross income, rather than 7.5% of adJusted gross
income, as provided for regular income tax purposes.’”® The taxpayer
also must add back to taxable income a number of items, including
the following: any deduction claimed for interest on home equity
indebtedness;’'® miscellaneous itemized deductions,”’’ and the
itemized deductions claimed for state, local, and foreign Teal property
and income taxes and for state and local personal pro 2perty taxes that
were claimed in determining taxable income;?'? the standard
deduction and the deductions for personal exemptions;*'"> deductions
claimed for certain losses from tax-shelter farming and passive
activity losses;*'* and the difference between the fair market value and
the amount pa1d for any incentive stock options exercised for the
year 3 The tax preference items that must be added back to taxable
income include depletlon 216 intangible drilling costs,’’’ and tax-
exempt interest.’

The AMT was enacted to ensure that high-income taxpayers did
not escape the income tax through use of the many tax incentives

206. LR.C. § 55(b)2).

207. The adjustments and “add-back” items discussed infr-a, notes 217-227 and
the accompanying text do not constitute a comprehensive list of all of the
adjustments and tax preference items under the AMT. The discussion is intended
to provide a general understanding of the application of the AMT.

208. LR.C. § 56(a)(1)(A) (2003). Bonus depreciation under Section 168(k),
however, is allowable for purposes of the AMT. LR.C. § 168(k)(2)(F) (2003).

209. See LR.C. §§ 56(b)(1)(B) (2003) (AMT medical expense deduction),
213(a) (2003) (regular income tax medical expense deduction).

LR.C. § 56(b)(1)(C)(i), (e) (2003).

21 l. LR.C. § 56(b)(1)(A)(I) (2003).

212. IR.C. § 56(b)(1)(A)(ii), 164(a) (2003).

213. LR.C. § 56(b)(1)(E) (2003).

214. 1R.C. § 58(a), (b) (2003).

215. LR.C. § 56(b)(3) (2003).

216. IL.R.C. § 57(a)(1) (2003).

217. 1R.C. § 57(a)(2) (2003).

218. IR.C. § 57(a)(5) (2003).
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provided in the Internal Revenue Code.?”* Congress enacted the
predecessor of the AMT after hearing testimony by former Treasury
Secretary Joseph Barr that in 1967, 155 individual taxpayers with
adjusted gross incomes over $200,000 paid no income tax.?® It also
was reported that in 1964, over 1,100 individual federal income tax
returns reporting adjusted gross income in excess of $200,000
reported an average tax liability that equalled only 22% of economic
income.?! These reports raised concern that perceived abuses of the
tax system bzy wealthy taxpayers would erode tax compliance by other
taxpayers.” :

The Internal Revenue Code contains many tax incentives
designed to encourage behavior or activities that Congress regards as
economically desirable.?”? In the 1950’s, scholars began to criticize
such incentives because they kept the tax base from matching
economic income and created inequities for low-income taxpayers
who could not afford to make the investments that received tax-
favored treatment.”*

Congress did not want to eliminate the tax incentives provided in
the Code. Instead, Congress enacted the AMT to ensure that wealthy
taxpayers did not avoid income taxes altogether by taking advantage
of too many of the tax incentives. The AMT, however, adds a great
deal of complexity to the Code. Taxpayers must compute their
income tax liability twice, once under the regular income tax
provisions, and a second time under the AMT provisions, to

219. For a discussion of the rationale of the predecessor of the AMT, see Joint
Committee on Taxation, 91st Cong., 2d Sess., General Explanation of the Tax
Reform Act of 1969 (Comm. Print. 1970). For a history of the AMT, see Beverly
Moran, Stargazing: The Alternative Minimum Tax For Individuals and Future Tax
Reform, 69 Or. L. Rev. 223, 230-38 (1990); Stewart S. Karlinsky, 4 Report on
Reforming the Alternative Minimum Tax System, 12 Am. J. Tax Pol’y 139 (1995).

220. Hearings on the Economic Report of the President Before the Joint
Economic Committee, 91st Cong., 1st Sess. 44-48 (1969) (statement of Secretary
of the Treasury Joseph W. Barr).

221. H.R.Rep.No.91-413, at 78 (1969), reprintedin 1969 U.S.C.C.A.N. 1645,
1725.

222. Karlinsky, supra note 228, at 140-41.

223. Examples of such incentives include the exemption for interest received
from certain municipal bonds under Section 103(a) (designed to reduce the rate of
interest paid by state and local governments on debt financing by making the cost
of the interest paid tax-free to investors), the low-income housing tax credit under
Section 42 (designed to encourage taxpayers to invest in low-income housing by
increasing the after-tax return on their investment), and accelerated depreciation
schedules under Section 168 (designed to encourage businesses to purchase more
equipment).

224, See, e.g., Walter W. Heller, Practical Limitations on the Federal Net
Income Tax, 7 J. Fin. 185 (1952); Joseph A. Pechman, Erosion of the Individual
Income Tax, 10 Nat’l Tax J. 1 (1957).
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determine exactly how much they owe to the federal government.
Wealthy taxpayers incur additional planning expenses to enable them
to take advantage of as many of the tax incentives allowed under the
regular income tax provisions without losing the tax savings to the
AMT.

The greatest concern raised by the AMT, however, is that because
the exemption amounts are not indexed for inflation, the AMT is
likely to affect middle-income taxpayers for whom the tax was not
intended. The reduction in the individual income tax brackets under
EGTRRA and JGTRRA are likely to pull more taxpayers into the
AMT net, complicating tax compliance for many middle-income
taxpayers.

The increase in the AMT exemption amounts for 2003 and 2004
was intended to prevent many taxpayers from losing the benefits of
the reduction in the individual income tax rates.”> However, after
2004, the AMT exemption amounts will return to their pre-2003
levels. It has been predicted that in 2005, 65% of married couples
with two children and a combined income between $75,000 to
$100,000 will be subject to the AMT.** By 2010, the AMT is
expected to affect 33 million taxpayers, or approximately one-third
of all taxpayers, as compared with 1 million in 19992’ Of these
taxpayers, 52% are expected to come from households with income
of less than $100,000 who will account for 23% of AMT revenue.?®

Moreover, because the exemption amount under JGTRRA for
married taxpayers filing joint returns is not equal to twice the
exemption amount for unmarried taxpayers, the AMT is likely to
undermine some of the marriage penalty relief provided by JGTRRA
even in 2003 and 2004.2® Many of the problems under the AMT
result from the fact that the AMT affects taxpayers who do not
engage in tax shelters. Under the AMT, taxpayers may not deduct the
standard deduction,?®® the exemption amounts for themselves and

225. Treasury Department, Office of Public Affairs Release, Tax Provisions of
the Jobs and Growth Tax Relief Reconciliation Act of 2003 (May 22, 2003),
available at http://www.treas.gov/press/releases/js408.htm (last visited Mar. 16,
2004).

226. MaryDalrymple, Alternative Minimum Tax Causing Maximum Stress, The
Advocate (Baton Rouge) (Feb. 8, 2004), at 21.

227. Leonard E. Burman, William G. Gale & Jeffrey Rohaley, The AMT:
Projectioss and Problems, 100 Tax Notes 105 (July 7, 2003).

228. Id.

229. For some examples illustrating the marriage penalty under the AMT for
taxpayers filing 2003 federal income tax returns, see William Stevenson,
Unexpected Results: AMT and More, 100 Tax Notes 564 ( July 28, 2003).

230. LR.C. §§ 56(b)(1)(E), 63(c) (2003).
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231 232

their dependents,”' and state and local taxes.”®* As a result of these
disallowances, together with the marriage penalty under the AMT,
married couples with two or more children who live in states that
impose high taxes are likely to be subject to the AMT. It has been
projected that by 2010, 97% of married couples with adjusted gross
income between $75,000 and $100,000 (in 2002 dollars) will be
affected by the AMT, as compared with one% in 2003.23

H. State Aid

JGTRRA provides $20 billion in state aid for fiscal years 2003
and 2004, with one-half for Medicaid assistance, and one-half
available for other government services.** The Medicaid assistance
is achieved by increasing the proportion of total Jprogram costsineach
state that is paid by the federal government.”** The remaining $10
billion in state aid ($5 billion for the federal fiscal year 2003 and $5
billion for the federal fiscal year 2004) will be distributed to the states
to use for essential govemment services or to comply with unfunded
federal mandates.?

The $20 billion in state aid was intended to help states struggling
with budget deficits.?*” The $20 billion in state aid is only temporary.
After June 2004, no further funding will be provided to the states
unless Congress decides otherwise.

II. EcoNoMicC CRITIQUE OF JGTRRA

Several economists have offered significant criticism of
JGTRRA.*?® While JGTRRA’s tax cuts provide short-term stimulus

231. M.

232. LR.C. § 56(b)(1)(A)(ii), 164(a) (2003).

233. Burman, supra note 236, at 110.

234. Jobs and Growth Tax Relief Reconciliation Act of 2003, Pub. L. No. 108-
27, § 401, 117 Stat. 752 (2003).

235. For the last two quarters of the federal fiscal year 2003 (April 2003 through
September 2003) and for the first three quarters of the federal fiscal year 2004
(October 2003 through June 2004), the federal medical assistance percentage was
increased by 2.95 percentage points. Jobs and Growth Tax Relief Reconciliation
Act 0f 2003, Pub. L. No. 108-27, § 401(a)(3), 117 Stat. 752 (2003).

236. Jobs and Growth Tax Relief Reconciliation Act of 2003, Pub. L. No. 108-
27, § 401(b), 117 Stat. 752 (2003), adding 42 U.S.C. § 601.

2%7. 149 Cong. Rec. 73, S6414 (daily ed. May 15, 2003) (statement of Sen.
Collins).

238. See, e.g., Leonard E. Burman, William G. Gale & Peter Orszag, supra note
5; President’s Economic Growth Proposals Hearing Before the Committee on Ways
and Means, 108th Congr., 1st Sess. (2003) (statement of Gilbert E. Metcalf, Chair.
Dept. of Economics, Tufts Univeristy), available at
http://waysandmeans.house.gov/hearings.asp.?formmode=view&id.=136 (last
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to the economy, they threaten to burden the country with long-term
deficits. Federal deficits are likely to make borrowing more expensive,
raising interest rates® and causing the economy to contract.?*® The
additional interest due on the federal debt is likely to hinder future
discretionary spending by Congress for needed programs.

Indeed, with the current fiscal burdens of the war in Iraq, operations
in Afghanistan, and increased spending on homeland security, the
country is, as of this writing, facing record deficits. The nearing
retirement of 77 million baby boomers threatens to increase deficits
even further.**! The Joint Committee on Taxation has released a report
that indicates that the economic problems resulting from the deficits
created by JGTRRA will far outweigh any short-term stimulus that the
Act may provide.?*

In February 2004, President Bush presented Congress with a budget
that forecasts a deficit of $521 billion.?*® 30% of the deficit has been
attributed to tax cuts.”* Indeed, a report issued by a team of
economists from the International Monetary Fund has questioned the
wisdom of the tax cuts and warned that the large deficits in the United
States pose significant risks, not only for the United States, but for the
global economy.”” Leonard Burman, William Gale, and Peter Orszag,
co-directors of the Tax Policy Center have explained:

In the long run, economic growth reflects expansions in the
capacity to produce goods and services. Tax cuts can increase

visited Mar. 16, 2001) [hereinafter Metcalf].

239. President’s Economic Growth Proposals: Hearing Before the Committee
on Ways and Means, 108th Cong., 1st Sess. (2003) (statement of the Mortgage
Bankers Association of America), available at
http://waysandmeans.house.gov/hearings.asp?formmode=view&id=1009 (last
visited Mar. 16, 2004) [hereinafter Mortgage Bankers].

240. Burman, Gale & Orszag, supranote 5, at 1087-88; Martin A. Sullivan, Will
Bush Bankrupt the Economy?, 98 Tax Notes 1802 (March 24, 2003).

241. The 77 million soon-to-retire baby boomers was a concern expressed by
Federal Reserve Chairman Alan Greenspan in delivering the Federal Reserve
Board’s twice-a-year economic report to Congress on February 11, 2004. For a
summary of the report, see Jeannine Aversa, Greenspan Cites Gains, Fears
Deficits, The Advocate (Baton Rouge) (Feb. 12, 2004), B1, B2.

242. JCT Releases Overview of Efforts to Model Effects of Tax Legislation, 2003
Tax Notes Today 246-48 (Dec. 23, 2003).

243, Overview of the President’s 2005 Budget, available at
http://www.whitehouse.gov/omb/budget/fy2005/overview.html (last visited Mar. 16,
2004).

244, Robert J. Samuelson, Budget Can Be Balanced; No One Cares, The
Advocate (Baton Rouge) (Feb. 12, 2004), at 9B. Some have estimated that the tax
cuts are responsible for nearly 32% of a projected $897 billion deficit. John D,
McKinnon, U.S. Revenue Springs a Leak, Wall St. J. (Feb. 11, 2004), at A4,

245. Elizabeth Becker & Edmund L. Andrews, LM.F. Warns that U.S. Debt is
Threatening Global Stability, N.Y. Times (Jan. 8, 2004), at C1.
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economic growth by providing incentives to raise the level,
and improve the allocation, of labor supply, saving and
investment. But tax cuts can reduce long-term growth by
raising after-tax income (which discourages work) and by
providing windfall gains (which encourages consumption
rather than saving), and by reducing public and national
saving.”*

JGTRRA also hasbeen criticized because it is regressive, offering
much larger benefits to wealthy taxpayers than low-income
individuals.’”’ The federal income tax historically has been a
progresswe tax, providing higher rates on increasing increments of
income.?® The theory behind a progressive rate structure is based on
the ability to pay. The marginal utility of money decreases as
incomes increase because low-income taxpayers must spend a greater
proportion of their income on necessities than high-income taxpayers.

The degree of grogressmty in the federal income tax has varied
from year to year.”* While commentators generally do not disagree
that taxes should be progressive, they disagree as to the degree of
progressivity that should be provided by the federal income tax.?

A flat tax superficially seems to be a more “fair” tax than a
progressive tax structure because under a flat tax, all taxpayers pay
the same proportional amount of their income to the federal
government. However, a flat tax loses much of its appeal (at least to
this author) when the relative burdens on high- and low-income
taxpayers are compared. For example, assume that the federal
government imposes a flat tax of 25% on all of the taxable income
earned by an individual during 2004. Under a flat tax, no deductions
would be allowed for personal expenses. A taxpayer with $10,000 of
income would pay $2,500 in federal income tax, leaving the taxpayer

246, Burman, Gale & Orszag, supra note 5, at 1084,

247. See, e.g., id. at 1088-91.

248. See LR.C. § 1(a)—(e), (i) (2003) (increasing amounts of an individual’s
ordinary income (so-called “tax brackets™) taxed at rates of 10, 15, 25, 28, 33 and
35%.

249. For example, from 1993 until 2001, the rate brackets that applied to an
individual’s ordinary income were 15, 28, 31, 36, and 39.6%. LR.C. § 1(a)-(e)
(2003). The pre-2001 rate schedule was more progressive than the rate schedule
under JGTRRA because high-income taxpayers paid taxes at significantly higher
rates than low-income taxpayers.

250. See, e.g.,JB McCombs, An Historical Review and Analysis of Early United
States Tax Policy Scholarship: Definition of Income and Progressive Rates, 64 St.
John’s L. Rev. 471, 512-25 (1990); Charles O. Galvin & Boris 1. Bittker, The
Income Tax: How Progressive Should it Be? Second Lecture, by Boris Bittker
(1969), excerpted in Philip D. Oliver, Tax Policy 172-79 (2d ed. 2004); Jeffrey A.
Schoenblum, Tax Fairness or Unfairness? A Consideration of the Philosophical
Bases for Unequal Taxation of Individuals, 12 Am. J. Tax Pol’y 221 (1995).
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with $7,500 of after-tax income, hardly enough to meet the cost of
living. (In 2002, the poverty threshold for a family of four was
$18,392 in annual income, the poverty threshold for a family of three
was $14,348, and the poverty threshold for unrelated individuals was
$9,183).”'! In contrast, a taxpayer with $1 million of taxable income
would pay $250,000 in federal income tax, leaving the taxpayer with
$750,000 of after-tax income.

Messrs. Burman, Gale, and Orszag have estimated that
acceleration of the EGTRRA tax cuts (and the accompanying AMT
changes) would increase after-tax income by 3% for households with
income above $1 million, compared to an average of 0.5% for the
85% of households with income below $75,000.”? In other words,
taxpayers with income over $1 million would enjoy an average
reduction in taxes of $64,000, whereas those with incomes below
$75,000 would experience an average reduction in taxes of $209.25
Not only does the distributional imbalance of the JGTRRA tax cuts
raise equity issues, but Messrs. Burman, Gale, and Orszag Predict that
it is not likely to produce a serious boost to the economy.”** Higher-
income taxpayers are less likely to spend additional after-tax income
on immediate consumption needs than taxpayers living from
paycheck to paycheck.

Indeed, the reduction in the highest federal income tax rate is not
likely to help small businesses. Most small business owners are in
low-income tax brackets.?> Onl¥ 2% of small business owners are in
the highest income tax bracket.”*

The tax cuts under JGTRRA are likely to increase consumer
spending. Some economists have noted that while consumer
spending remained strong during most of the economic downturn, the
real problem in the downturn was a result of a slowdown in capital
spending by businesses.”®” The 50% bonus depreciation and the
increase in Section 179 expensing under JGTRRA may encourage
businesses to increase investments in equipment.

However, most business owners will not be able to invest in new
equipment unless they can finance their purchases through borrowing.
Indeed, the low interest rates maintained by the Federal Reserve
Board failed to increase capital spending by businesses. Some have

251. Census Bureau Press Release (Sept. 26, 2003), available at
http://www.census.gov/PressRelease/wwwi/releases/archives/income_wealth/001
371.html (last visited Mar. 16, 2004).

252. Burman, Gale & Orszag, supra note 5, at 1092.

253. Id.

254. Id.

255. Id. at 1093.,

256. Id.

257. Metcalf, supra note 247.
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opined that businesses have not been spending much on equipment
because they have excess capacity and because banks are leery of
lending to companies that are not credit-worthy.?® Thus, it is
uncertain whether the tax incentives for business investment will
actually have much of an effect on the economy. Even if businesses
purchase more equipment in 2003, 2004, and/or 2005, there is a risk
that when the incentives expire, capital spending by businesses will
drop once again as a result of excess capacity, creating an additional
drain on the economy in the long term.

Economists also have criticized the reduction in the tax rates on
capital gains rates and dividends.”® Like the reduction in the high-
bracket income tax rates on ordinary income, the reduction in the
rates on capital gains and dividends is regressive, offering the greatest
benefits to wealthy taxpayers. It is likely that rate reductions on
capital gains and dividends have, as of this writing, given a boost to
the stock market. On May 5, 2003, the Dow Jones Industrial Average
stock index (the “Dow”’) closed at 8531.57.2%° On February 10, 2004,
the Dow closed at 10,613.85.2¢!

Nevertheless, it has been observed that higher stock prices
increase consumer spending and reduce savings, thereby reducing
future national income.?® Thus, it is not certain whether the current
rise in the stock market is a blessing or a curse, especially if it
increases private debt, providing no national savings to offset the
large projected federal deficits.

Moreover, reducing the rate of tax on capital gains is an
inefficient way to boost the stock market and will create a serious
drain on federal revenues. The capital gains reductions apply to
investments other than stock. It has been estimated that one-half of
all capital gains are the result of sales of assets other than corporate
stock.?®® The greatest concern about the reduction in the capital gains
rates, however, is that it is likeéy to create a wave of tax shelters for
corporations and individuals.”® Because the preferential rates on
capital gains apply to only certain types of income and the
characterization of income as capital gain, rather than ordinary
income, often turns on the structure of a transaction, a staggering
amount of time has been spent converting ordinary income to capital
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259. Burman, Gates & Orzag, supra note 5, at 1094-96.
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261. Market Watch, The Advocate (Baton Rouge) (Feb. 11, 2004), at B1.
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gain.”® JGTRRA increases the incentive to engage in such activities
by reducing the maximum rate on adjusted net capital gain to 15%,
as opposed to the 35% maximum rate on ordinary income.

JGTRRA includes a few provisions that, if there were no concern
about the federal deficit, might be worth implementing. At least one
economist has praised JGTRRA'’s increase in the Section 179
expensing allowance because is provides tax simplification.?%
Section 179 allows taxpayers to deduct most, if not the full cost, of
assets, rather than reporting annual depreciation using complicated
depreciation schedules.

It also has been noted that the expansion of the 10- and 15%
income tax brackets for married couples and the child tax credit
provide some progressivity to the Internal Revenue Code by reducing
the tax liability of low- and middle-income taxpayers and offsetting
some of the regressive payroll and self-employment taxes (sometimes
collectively referred to as “social security taxes”).” The tax rate
reductions and the increase in the child tax credit under JGTRRA,
however, provide little progressivity for unmarried taxpayers with no
children.

To better appreciate the regressivity of the social security taxes,
it is useful to review the manner in which they operate in tandem with
the federal income tax. The payroll tax under the Federal Insurance
Contributions Act (“FICA”) and the self-employment tax under the
Self Employment Contributions Act (“SECA”) apply, in addition to
the federal income tax.?%

The social security taxes consist of two components; (1) old-age
survivors and disability insurance (OASDI); and (2) hospital
insurance (“HI”).2® Under FICA, an employer and an employee each
pay a tax at a rate of 6.2% of the total wages for the OASDI portion
of the tax,”’® and tax at a rate of 1.45% of total wages for the HI
portion of the tax.?”" Under SECA, a self-employed individual pays
a tax at a rate of 12.4% on the individual’s self-employment income
for the OASDI component of the tax,’? and tax at a rate of 2.9% on
the individual’s self-employment income for the HI component of the

265. Noel B, Cunningham & Deborah H. Schenk, The Case for a Capital Gains
Preference, 48 Tax L. Rev. 319, 357 (1993).
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Betty’s federal income tax liability is computed as

follows:

Adjusted Gross Income ................. $400,000
Less the Standard Deduction .............. ($4,850)
Lessone Exemption ..................... ($3.100)
TaxableIncome .............coovvnonn. $392,050
Federal Income Tax Liability . .......... $118,125%!

Betty’s total FICA and federal income tax liability for
2004 is $129,374.80 ($11,249.80, plus $118,125). Thus,
Betty pays tax on her $39,250 of taxable income at an
effective rate of 33%.

The regressive effects of the FICA tax are not as pronounced as
the regression caused by the self-employment tax because workers are
- only liable for one-half of the total amount of the FICA tax due to the
government. Nevertheless, they are regressive in that they tend to
flatten the income tax rates. With $60,000 of wages, Sam’s highest
marginal income tax bracket is 25%, whereas Betty’s $400,000 of
wages cause Betty’s highest marginal income tax bracket to be
35%.2% The effective federal income tax rate on Sam’s $52,050 of
taxable income is 19% ($9,750 federal income tax/$52,050). The
FICA tax increases Sam’s effective total tax rate by 8.5 percentage
points to 27.5%. In contrast, the effective federal income tax rate on
Betty’s $392,050 of taxable income is 30% ($118,125 federal income
tax/$392,050). The FICA tax increases Betty’s total effective tax rate
by only three percentage points to 33%.

While the expansion of the 10% and 15% income tax brackets
and the increased child tax credit under JGTRRA will provide some
relief from these effects for married couples with children, they do
nothing for single taxpayers without children. Moreover, because the
social security taxes apply to wages and self-employment income of
each spouse, the income tax reductions and the increased child tax
creditunder JGTRRA actually may not have such a significant impact
on two-earner married couples. Congress could better reduce the
regressivity of the social security taxes for all individual taxpayers by
reforming the social security taxes, rather than relying on the income
tax.

281. Betty’s $118,125 federal income tax liability for 2004 is computed by
reference to Rev. Proc 2003-85 § 3.01 Table 3, 2003-49 LR.B. 1184, as
$92,592.50, plus $25,532.50 (35% of $72,950 ($392,050 - $319,100)).

282. Rev. Proc. 2003-85 § 3.01 Table 3, 2003—49 L.R.B. 1184.



