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Congress Spends $146 Billion
To Extend Individual And Business
Tax Cuts; Adds New Tax Relief

he Working Families Tax Relief
I Act of 2004 (H.R. 1308), a $146
billion tax cut bill for both indi-
viduals and businesses, is headed to the
White House. After undergoing some
compromisein Conference, thebill sailed
through the House on September 23 by a
comfortable 339 to 65 margin, and was
accepted by the Senate 92-3 the same day.
Thebill now movesto the President’sdesk
for his expected signature.

The new law’s heavy lifting primarily
takes place in extending two sets of ex-
piring provisions:

(1) Four accelerated tax cuts from the
2001 and 2003 tax acts scheduled to
expire on December 31, 2004, and

(2) A package of regularly expiring
businesstax provisionsthat, for the
most part, had expired on Decem-
ber 31, 2003.

Severa new provisions are aso in-
cluded —among them anew uniform defi-
nition of achild to be used throughout the
Tax Code and an expansion of the defini-
tion of earned income to include combat
pay for purposes of the refundable child
tax credit and earned incomecredit. “Tech-
nica Corrections,” over 30 making sub-
stantive changes, round out the 150-plus
page Conference Report and Agreement.

WHAT IT MEANS

“Without this agreement, the marriage
penalty will creep back into the Tax
Code, thechild tax credit will drop from

$1,000 to just $700, the 10-percent
bracket will be applied to less income,
and the alternative minimum tax (AMT)
will affect more middle-income fami-
lies,” House Ways and M eans Chairman
Bill Thomas, R-Calif., declared after the
Conference announced the details of the
final bill. Despite some grumbling from
fiscal hawks in the House and Senate
about the lack of offsetsin the hill, law-
makers approved the package.

Caution. Althoughthenew law has
“Working Families’ initstitle, it pro-
vides tax benefits to many more tax-
payers beyond the family unit ... in-
cluding single individuals and
businesses. In addition, whilethenew
law is dso being commonly referred
to asthe“ extenders package,” severd
provisionsarenot related to extensons.
H.R. 1308 aso contains an important
“Technicad Corrections’ title, which
true to past “technical corrections,”
makes certain substantive changes.

Without these extensions, with-
holding and estimated tax paymentsfor
most taxpayers starting in 2005 would
have been noticeably higher. Many
businesses would also come up short
because some important tax credits
would no longer be available. Taxpay-
ers already in the process of year-end
tax planning should scuttle plansto ac-
celerate income into 2004 and defer
deductions into 2005 to avoid what
would have been atax increasein 2005.

Continued on page 2
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@ The new law can be

viewed two ways. The provisions
amount to a$132 hillion tax cut for
individuals and a$14 billion tax cut
for businesses. Or, they block anau-
tomatic tax increase of those
amounts. It took theimpending elec-
tion-year recess to persuade Con-
gress not to alienate voters with the
automatic tax increase. After fail-
ing to pass a hill to everyone's lik-
ing earlier thisyear, lawmakerscom-
promised. The extensions are more
temporary than some had hoped for
(especially for those who want to
make the “Bush tax cuts’ perma-
nent) and are likely to increase the
federal budget deficit higher than
many lawmakers wanted to go.

TAX CUTS FOR
INDIVIDUALS

Extensions of the $1,000 child tax credit,
the full elimination of the marriage pen-
alty inthe standard deduction and the 15-
percent tax bracket, and the full increase
in the size of the 10-percent tax bracket
result in these provisions continuing
seamlessly at their enhanced levels
through 2010.

@ These amounts equal

the fully phased-in benefits called
for in the Economic Growth and
Tax Relief Reconciliation Act of
2001 (EGTRRA). Those amounts
had been accel erated into 2003 and
2004 by the Jobs and Growth Tax
Relief Reconciliation Act of 2003
(JGTRRA). The new law now ac-
celerates them to extend beyond
2004 as needed to meet the particu-
lar year in which the same benefit
isfully phased in under EGTRRA.
Caution. Most EGTRRA ben-
efitsautomatically sunset at theend
of 2010.

List of accelerated benefits. The
new law extends the following accel er-
ated individual tax breaks:
= $1,000-per-child tax credit, now ef-

fective through 2010.

@ This credit has been

on aroller coaster ride since 2001.
EGTRRA gradually increased the
credit between 2001 and 2010,
when it would reach $1,000. Con-
gress then accelerated the $1,000
credit amount for 2003 and 2004 in
JGTRRA. If Congress hadn't ex-
tended the higher amount in this
new law, it would have fallen back
to $700 in 2005. Now, it will re-
main at $1,000 until EGTRRA it-
self sunsets at the end of 2010. Un-
fortunately, this amount is not
indexed annually for inflation.

The expanded 10-percent tax
bracket, now effectivethrough 2010.

D EGTRRA hadsetthese
amounts at $12,000 and $6,000 un-
til after 2007, when they would rise
to the $14,000 and $7,000 levels
through 2010. JGTRRA accelerated
the $14,000 and $7,000 amounts for
2003 and 2004 only, and included
indexing after 2003. The new law
continues the $14,000 and $7,000
levels through 2010 and indexes
them for inflation. Heads of house-
holds retain $10,000 as their 10%
bracket end point.

Marriage penalty relief in the 15-

percent tax bracket, now effective

through 2010.

@D EGTRRA had sched-

uled a phased-in increase in the top
end of the 15-percent tax bracket for
married taxpayers filing jointly over
athree-year period beginningin 2005,
reaching double that of single filers
for 2008 through 2010. JGTRRA
accelerated EGTRRA ' sfully phased-
in benefit for 2003 and 2004 and the
new law finishes the job by extend-
ing the same accelerated benefit to
meet EGTRRA'stimetable.

Full marriage penalty relief in the
standard deduction, now effective

through 2010.

@ This provison accdler-
ates benefits for 2005 though 2008.
The EGTRRA fully phased-in mar-
riage penalty benefit (double the
amount of thestandard deduction given
tosingletaxpayers) sartsin2009. That
benefit had been accelerated by
JGTRRA for 2003 and 2004 only.

= Extending higher alternative mini-
mum tax exemptionsthrough 2005.

@ Thenew law givesCon-

gress one more year to dart address-
ing the problem of millionsof taxpay-
erseventudly payingAMT. EGTRRA
had increased the exemption amounts
t0 $49,000 for married individual sfil-
ing a joint return and surviving
spouses, and $35,750 for single tax-
payers. JGTRRA raised the exemp-
tionsto $58,000 and $40,250 but only
for 2003 and 2004. Now, AMT tax-
payers can enjoy the higher exemp-
tion amounts for one more year.

There’'s much more!  Despite be-
ing known as the “extenders hill,” not
all provisions are extensions. Special
tax relief aimed at low-income families
and military families was added to the
bill as urgent, “must pass’ provisions.

These include:

= Child credit. Accelerationto 2004
of the increase from 10-percent to
15-percent refundability of the child
credit for low-income families.

= Definition of child. Simplification
by providing a uniform definition of
a child throughout the Tax Code,
starting in 2005. The new law cre-
atesacommon definition of child for
the dependency exemption, child
credit, earned income tax credit, de-
pendent care credit, and head of
household filing status.

= Combat pay. Including combat pay in
earned incomefor purposes of comput-
ing the refundable portion of the child
tax credit. Allowing individualsto elect
to treat combat pay as earned income
for purposesof the earned income credit.
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= Nonrefundable personal credits.
The provision allowing nonrefundable
personal tax credits to the full extent
of regular and aternative minimum
tax liability is extended to tax years
beginning in 2004 and 2005.

TAX RELIEF
FOR BUSINESSES

Businesses, large and small, aso benefit
from the new law, receiving $14 hillion
in tax breaks through 2005. These busi-
ness incentives were not expected to be
included in the final bill. At the last
minute, some of the business extenders
that had beeninthefloundering ETI/FSC
bill were moved into the extenders pack-
age as a more reliable vehicle for pas-
sage. Business extenders are different
from individual extenders, however, in
that most of them have already expired.
Caution. Thenew law generally
extends these provisions retroac-
tively to when they expired.
The business extenders include:
= Theresearch and development tax
credit is extended for amounts paid
or incurred after June 30, 2004 and
before 2006.

@D ove s3billionin

R& D creditsare claimed eachyear by
someof America shiggest companies.
They had been hoping for an expan-
sonof theresearch tax credit, but came
away with only an extension.

= Thewelfare-to-work and work op-
portunity tax creditsare extended for
wages paid or incurred for qualified
individuals starting work after 2003
and before 2006.

@ Many businesseshave

been lobbying for extensions of
thesetwo credits, which reward em-
ployersfor hiring economically dis-
advantaged individuals. The
WOTC can reach as high as $2,400
for each employee. The maximum
welfare-to-work credit is$8,500 per
employee. On September 10, more

than 2,000 companies wrote to
President Bush reminding him that
they had hired qualified workersin
2004 based on the expectation that
these credits would be extended.

The enhanced deduction for chari-
table contributions of qualified
computersis extended for contribu-
tions made in tax years beginning af-
ter 2003 and before 2006.

@ To encourage corpo-

rate donations of computers and re-
lated equipment, Congress has ex-
tended a special tax break. The
enhanced incentive, which allows a
deduction in excess of basis, is
availablefor somecorporations. Do-
nations generally must be made to
libraries and schools.

Expensing of environmental
remediation costs. Thistreatmentis
extended for expenses paid or in-
curred after 2003 and before 2006.
Therenewable-sourceener gy credit
isextended for facilitiesplaced in ser-
vice after 2003 and before 2006.
Suspension of the marginal-well
net-incomelimitation isextended for
tax years beginning after 2003 and
before 2006.

Indian employment tax credit is
extended to tax years beginning be-
fore January 1, 2006.

Accelerated depreciation for business
property on Native American reser-
vations is extended to property placed
in service before January 1, 2006.

Other important incentivesinclude:
Teacher’sclassroom expensededuc-
tion is extended for 2004 and 2005.

@ The Nationa Educa

tion Association in Washington, D.C.
reports that the “average teacher
spends about $450 of his or her own
money each year on books and sup-
plies. Eighty percent report pending
$1,000 or more” This incentive a-
lowsprofessiona educatorsto deduct,

above-the-line, up to $250 of out-of-
pocket classroom expenses. The de-
duction is available to K-12 teachers,
ingructors, counselors, principas, and
aides. The deduction had expired at
the beginning of this year. The new
law extendsit for 2004 and 2005.

Repeal of the credit phase-out for
qualified electric and clean fuel ve-
hicles for property acquired in 2004
and 2005.

Contributions to Archer Medical
Savings Accounts (MSAS) are ex-
tended through 2004 and 2005.

@ Archer MSAs have not

fulfilled theinitid vision of many law-
makers. Participation has lagged and
now they haveanew competitor: Hedlth
SavingsAccounts(HSAS). DanPerrin,
Executive Director of the HSA Codi-
tioninWeashington, D.C. told CCH Tax
& Accountingthat HSAsare* supplant-
ing M SAsinthemarketplace. Ninety-
ninepercent of thetime, consumersare
convertingtoHSAS” Perrinpredicted
thet thistrend would continue unabated
in2005. MSA baancesmay berolled
over into HSAs

Liberty Zoneincentivesare extended
through 2009 (to help taxpayers in
New York City devastated by the 9-
11 terrorist attacks).

Qualified ZoneAcademy Bondsre-
ceive special treatment through 2005.
Cover over of rum excise taxes to
Puerto Ricoand the U.S. Virgin Idands
isextended at $13.25 per proof gallon
through December 31, 2005.

Tax incentivesfor investment in the
District of Columbia are extended
through December 31, 2005. This
extension includes the special zero
percent capital gainsrateand the D.C.
first-time homebuyer’s credit.

@ The new law aso au-

thorizesthe IRSto continueto share
tax and return information with other
federal agencies, states and law en-
forcement, especially to combat ter-

CCH

TAX BRIEFING




!05; Legislation Update

rorism. Congress also authorized
continuation of parity in application
of certain mental health benefits.

WINNERS
AND LOSERS

First, therearenolosersinthistax hill ...
for now. All provisions give away tax
dollarsthat otherwise had been scheduled
to be collected ... more than $132 billion
worth over the next five years. The hill
contains no revenue offsets.

@ No revenue raisers

were included, even in the form of
provisionsto collect more from tax
shelter participants — almost
everyone's bad guy lately. How-
ever, many economistsforecast that
the cost of the cuts will be paid by
the public in one way or another
through less spending for social ser-
vices and/or increased taxes later,
inanother form. Otherscounter that
the economic prosperity triggered
by these cuts will pay for them.

Winning Individuals
Individuals who file joint returns and
have children under age 17 benefit the
most. They get the advantages of mar-
riage penalty relief, thelower 10-percent
bracket, the $1,000 child credit and, if
applicable, the higher AMT exemption.
Next, al married taxpayers, whether
filing jointly or not, benefit aslong astheir
income puts them above the 10-percent
bracket. They can use marriage penalty
relief for the 15-percent bracket. Any
married taxpayer can benefit from the
increased standard deduction, whether or
not he or she files jointly. The higher
AMT exemption isalso available.
Individuals, married and unmarried,
benefit from extension of the higher
child credit. All individuals aso ben-
efit from the increase in the end point
for the 15-percent tax bracket.
Teachers benefit from the extension
of theabove-the-linededuction for class-
room expenses.
Military families benefit from hav-

Comparison of Impact of New Law on 2005 Taxes

Married Filing Jointly Tax Brackets

2005 with New Law

2005 Taxable Income ....... Tax Rate
$0-$14,600 ...oovvveenn. 10%
$14,601-$59,400 ................. 15%
$59,401-$119,950 ............... 25%
$119,951-$182,800 ............. 28%
$182,801-$326,450 ............. 33%
Over $326,450 .........ccccuu... 35%

2005 without New Law

2005 Toxable Income........ Tax Rate
$0-512,000 ..., 10%
$12,001-$53,450 .....ccuvveeen... 15%
$53,451-$119,950 ..o 25%
$119,951-$182,800 ............... 28%
$182,801-326,450 ................. 33%
Over $326,450 ......ccovvveeeeennn. 35%

Standard Deduction

Married Filing Jointly

2005 with new law: .....ooovvvviiiiiiiiiiiiiiiiinnnn.
2005 without new law: .........ccccccviiiiiinnn.

Married Filing Separately

2005 with new law: .....oovvvvviiiiiiiiiiiiiiinnnns
2005 without new law: ........cccocviiiiieinnn.

................................................... $10,000
..................................................... $8,700

..................................................... $5,000
..................................................... $4,350

10-Percent Bracket Level

2005 with new law: .....oovvvviiiiiiiiiiiiiiinnns
2005 without new law: .........ccccevviiiiieennn.

................................... $14,600 or $7,300
................................... $12,000 or $6,000

Child Tax Credit

2005 with new law: .....oovvvvviiiiiiiiiinnn.
2005 without new law: ........ccooeeiiiiieee.n.

....................... $1,000 per qualifying child
.......................... $700 per qualifying child

Alternative Minimum Tax

2005 with new law: .....oovvvvviiiiiiiinnnn.
2005 without new law: ........cccoeeiiiieee.n.

ing combat pay used to figure income
for purposes of qualifying for the earned
income and child tax credits.
Example: A married couplefiling
jointly with total taxable income of
$100,000 will pay $145 less in in-
cometaxesin 2005 than in 2004 due
to indexing. However, if Congress
had not extended the current tax pro-
visons, the amount of their income
taxed at 10 percent had been sched-
uled to shrink from $14,300 to
$12,000, and the top of their 15-per-
cent bracket had been scheduled to
step down from $58,100 to $53,450,
leaving more of their incometaxable
inthe 25-percent bracket. Thenet ef-
fect for the joint filers with taxable
income of $100,000 would have been
atax increase of $580. Add two chil-
dren to this example, and the couple
would have paid another $600 or
$1,180 moretax in 2005 thanin 2004.

Winning Businesses
Any businessthat can take advantage of
any of the following itemsin 2005 ben-

......... $58,000 or $40,250 AMT exemption
......... $45,000 or $33,750 AMT exemption

efits from the new law:

= The research and development tax
credit.

= Thewelfare-to-work and work oppor-
tunity tax credits.

= The deduction for contributions of
computers.

= Environmental remediation cost ex-
pensing.

= The renewable-source energy credit.

= Suspension of the marginal-well net-
income limit.

= The credit for qualified electric and
clean fuel vehicles.

= Liberty Zone activities.

= |ndian employment credit.

= Accelerated depreciation on Native
American reservations.

Tax shelter investors. ThelRSis
pursuing abusive tax shelters with a
vengeance. It has loudly complained
to Congress that it needs stiffer penal-
tiesto back up current anti-abuserules.
However, a package of such penalties,
which would have been revenue rais-
ers, was rejected as being inappropri-
ate for this bill.
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MORE EXPIRING
PROVISIONS NEED
ATTENTION SOON

Among those “extenders’ that didn’t

make the cut to be included in the new

law are three major items:

= Efforts have begun aready to makethe
15% and 5% capital gainstax rates per-
manent. The rates are scheduled to go
back up to 20% and 10% starting in
2009. Starting in 2009, aso, dividend
income will no longer receive the pref-
erential capitdl gainsrate.

= Extension of the increase in the sec-
tion 179 expensing limits also needs
to be addressed soon. After 2005, the
$100,000 limit (indexed for inflation)
is scheduled to revert to the pre-2003
$25,000 level. Since this provision
benefits small business, an extension
islikely to be passed next year.

= Finally, bonus depreciation expires
this year, and may not be extended.
The Bush Administration maintains
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that bonus depreciation was intended
only as a short-term stimulus after 9-
11 and that it has doneiits job.

TECHNICAL
CORRECTIONS

The new law devotes a separate title to
“Technical Corrections’, covering 15 ma-
jorissues. TheConferencereported that
these corrections have no revenue effect
because they reflect the intent of current
law. However, some of them do have a
substantive impact.

Health savings accounts: Amounts
digtributed from HSAs are not counted in
determining theamount of health coverage
tax credit anindividud isdligibletoreceive.

Dividendsrate. Thenew law clari-
fiesthat the extraordinary dividend rule
applies to trusts and estates as well as
individuals. It also provides clarifica-
tion of 2002-2003 transition rules.

Sock holding period. The new law
permits taxpayers to satisfy the stock
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holding period requirements when they
acquire stock on the day before the ex-
dividend date.

Bonus depreciation. Bonus depre-
ciation property includes property subject
to the section 263A capitalization rulesby
reason of having along useful life.

Five-year NOL carryback. Only
NOLsarising intax yearsending in 2001
and 2002 qualify for the five-year NOL
carryback period.

Coverdell education savings ac-
counts. The new law corrects changesto
coordinatetherulesfor Coverdel accounts
withtheHopeand Lifetime Learning cred-
itsand qualified tuition programs.

AMT capital gain. The new law
provides that the maximum amount of
adjusted net capital gain eligiblefor the
5-percent rate under AMT isthe excess
of the maximum amount of taxable in-
come that may be taxed at arate of less
than 25 percent under the regular tax,
over the taxable income reduced by the
adjusted net capital gain.
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