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to “ the right move at the right time.”

@ The Panel’srecommen-

dationsarejust that. They are not
written with the painstaking de-
tail that the tax law would be. The
report was prepared for the mass
media and consumption by the
general public; not tax profession-
als. It paintsa very broad picture
of reform. TheTreasuryisexpected
to build on the Panel’s proposals
and refinethem. Moredetailswill
emergeasataxreformbill evolves
from the recommendations Once
abasicdirectionisset—and other
alternatives are discarded— the
monumental task of drafting an air
tight and effective new Tax Code
will begin. The ReformPanel took

TWO PATHS
TO REFORM

ThePanel’srecommendationsare grouped
into two plans. One category iscalled the
“Simplified IncomeTax Plan.” Theotheris
the" Growth and Investment Tax Plan.” The
two plans share many features, but there
areimportant differencesin the proposas
toreform businesstaxation. Both preserve
thebasictax system based onincomeresal -
ized through wages and investments.

New forms

In addition to recommending substantive
changes, the Panel also suggests some
new tax forms. Themost streamlined form
would beanew postcard-size* U.S. Indi-
vidual Income Tax Return.” “Form 1040-

Continued on page 2
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The Growth and Investment Tax
Plan would maintain the current
15 percent rate on capital gains
and dividends and would extend
that rateto interest income. Mu-
nicipal bonds would continue to
be tax exempt.

@D ThePanel believesthat

lowering theratefor interestincome
would increasetheincentivefor or-
dinary familiesto save.

@ The Panel considered

another proposal, the Progressive
Consumption Tax Plan, which
would not tax capital income. How-
ever, this proposal was not ap-
proved by the Panel.

@ The proposal also

opens up the issue of what to al-
low during a transition period. In
any event, present carryover losses
can probably be used in either
2005 or 2006 before they become
“ devalued” by offsetting gaintaxes
at a significantly lower rate.

New “Family Credit”

The Panel recommends consolidating the
standard deduction, the personal exemp-
tion, and the child tax credit into a new
“Family Credit,” whichwouldbeavailable
to all taxpayers. The age-cutoff for the
creditwould be 18, unlesstheindividual is
afull-timestudent. Inthat case, the maxi-
mum agefor the credit would be 20.

@ The standard deduc-

tion under existing law for 2005is
$5,000 for single taxpayers and
$10,000 for married couplesfiling
jointly. The personal exemption
provides adeduction of $3,200 for
household members. The child tax
creditiscurrently $1,000. Phase-
outs of both the personal exemp-
tions and child credit now exist;
the new Family Credit will be al-
lowed in full for taxpayersin any
incomelevel.

@ The Panel aso recom-

mends folding in the higher stan-
dard deduction for taxpayers with
head of household filing statusinto
thenew “Family Credit.”

Taxpayers would compute the new
“Family Credit” by starting with a base
amount for their household type and
adding amountsfor each child and other
dependents of the household. The base
amount for married coupleswith children
would be $3,300. The base amounts
would belower for unmarried taxpayers
with dependent children, $2,800, and
single taxpayers, $1,650. Taxpayers
would add to the base amount $1,500 for
each child and $500 for each dependent.

Example. Amdiaand Anthony are
married and have two children,
Francesco, age 5, and David, age,
3. Becausethey aremarried, their
base amount for the new credit
would be $3,300. Ameliaand An-
thony would add $3,000 to their
base amount ($1,500 for each child)
for atotal credit of $6,300.

@ The “Family Credit”

would beindexed for inflation.

@ All taxpayerswould be

able to claim the new credit be-
cause it would not phase out as a
taxpayer’sincomerises. The" Fam-
ily Tax Credit,” when compared to
the benefit of the standard deduc-
tion, personal exemptions, and
child credit that it replaces, cre-
atesa break-even situation for tax-
payers currently in the 25-percent
tax bracket. Those with higher
income would have done better
with deductions that offset income
taxed at a higher percentage.
However, repeal of the AMT offsets
much of that disadvantage.

New “Work Credit”
For low-incometaxpayers, theearned in-
cometax credit (EI TC) and therefundable

child tax credit would be replaced with a
new “Work Credit.” The “Work Credit”

issimilar tothe* Family Credit” but with
one important difference: it phases out
based onincome. The Panel recommends
setting the maximum agefor the credit at
18, except for full-time studentswhen the
maximum agewould be 20.

@ The “Work Credit”

would not be available to anyone
who is claimed as a dependent on
another taxpayer’sreturn.

@ Unlike the “ Family

Credit,” the “Work Credit”
would be limited to U.S. citizens
and residents.

@ The EITC does not

have a good reputation at the IRS
or in Congress. Many agency offi-
cials and lawmakers believe the
credit hasbeen widely abused. They
asofault itscomplexity, which they
argue drives taxpayers to use paid
return preparers to compute the
credit. The Panel believes that its
simplified “Work Credit” would en-
courage moretaxpayersto compute
the credit without paying a return
preparer. Taxpayers would also
havethe option of allowing the IRS
to calculatethe*Work Credit” based
on information provided on the re-
turn and “Family Credit schedule.”

Home ownership
The Panel recommends that the deduc-
tion for mortgage interest be replaced
with a new “ Home Credit.” The credit
would equal 15 percent of mortgage
interest paid by a taxpayer on a loan
secured by the taxpayer’sprincipal resi-
dence and used to acquire, construct,
or substantially improvethat residence.
Moreover, the deduction for interest on
mortgages for second homes and inter-
est on home-equity loanswould be elimi-
nated completely.

Currently, home mortgage interest
isdeductibleif it isqualified residence
interest. Qualified residenceinterestis
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interest on up to $1 million of acquisi-
tion indebtedness and interest on up to
$100,000 of home equity indebtedness
that is secured by the taxpayer’s pri-
mary or secondary residence. The
Panel’s recommendations, if adopted,
would changethis approach. The Panel
favors capping the maximum debt eli-
giblefor the“Home Credit” at 125 per-
cent of the median sale price for the
county in which the residence is lo-
cated. According to the Panel, this
would result in current limits between
approximately $22,147 and $411,704.

@ $1 million mortgages

are not uncommon in many parts
of the country as housing prices
have skyrocketed. The Panel’spro-
posal would severely curtail the
tax benefits of homeowner ship for
taxpayers in high-cost localities.

@ With interest rates at

record lows, many homeowners
have refinanced recently. The
Panel recommends phasing in
the new “ Home Credit” over a
five-year period for pre-existing
home mortgages. Even with that
phase-in, some homeownerswill
find themselves in big financial
trouble if their incomes do not
risequickly. Thisespecially will
be the case for homeownerswith
interest-only mortgages keyed
to a variable rate.

@ The National Associa-

tion of Realtors® (NAR) told CCH
that it is “startled” that the Panel
would even consider reducing the
cap. NAR shared with CCH alet-
ter it wrote to Treasury Secretary
John Snow urging “extreme cau-
tion” in his deliberations because
the “mortgage deduction is the
single most important tax provi-
sion for the nation.”

Jonathon L. Kemper, CEO of the
Mortgage Bankers Association

noted “ When [ President Bush] es-
tablished this bipartisan Panel,
he gave clear direction that any
reformmust simplify the Tax Code,
be fair, bolster economic growth,
and support homeowner ship. Un-
fortunately, the recommendations
issued today [ November 1, 2005]
that relate to the housing market
fail to meet these criteria. And,
lets face it — no matter how you
dressthisupit'sataxincreasefor
a lot of working Americans.”

@ Congressional reaction

has not been favorable. Rep. Tom
Tancredo, R-Colo., disagreed with
the Panel’srecommendationsonthe
mortgage deduction, noting, “this
tax increasewould be aimed right at
themiddleclass.”

@ The Panel would keep

the current exemption for gainsfrom
the sale of aprincipal residence, but
wouldincreasethetimeframefrom
two out of five yearsto three out of
fiveyears.

Charitable giving
When President Bush organized the
Panel, he gave it very limited marching
orders. One order was for the Panel to
keep in mind the traditional generosity
of Americans and the importance of en-
couraging charitable contributions.
The Panel wants to expand the de-
duction for charitable contributions,
which is currently limited to taxpayers
who itemize their deductions, to all tax-
payers. Contributions exceeding one
percent of income would be deductible.

@ The Panel did not say,

but it can beinferred, that taxpayers
who give more than one percent of
their income to charity would have
to continue to substantiate their
contributions.

Taxpayersover age65would beable
to make tax-free gifts from traditiona
IRAsdirectly to charitable organizations.

Taxpayerswould not haveto go through
the two-step reporting process of includ-
ing the amounts in income only to de-
duct them as a charitable deduction.

@ This proposa has been
made before by the White House and
membersof Congress. Most recently,
it was discussed when Congresswas

cratingtheHurricaneKatrinardief bill.

In a related proposal, taxpayers
would be able to sell property without
recognizing gain and receiveafull chari-
table deduction if they donate al of the
proceedsto acharity. Proceeds must be
donated to a charitable organization
within 60 days of the sale.

Finally, charitieswould be required
toreport large giftsto the IRSand to the
taxpayer. Large gifts would be gifts of
$600 or more.

@ The Panel aso recom-

mended improved rulesfor apprais-
as of property and that Congress
review standards for qualifying for
and maintaining tax-exempt status
of charitable organizations.

Health insurance coverage
Employer-provided health insurance
coverageiscurrently not taxed. Itisnot
subject to payroll taxes and recipients
do not havetoincludeitintheir incomes.
Employers also benefit. They can de-
duct the costs of health insurance cov-
erage provided to employees.

ThePanel initially considered elimi-
nating entirely the exclusion for employ-
ees. Instead, the Panel decidedto capit.
The exclusion for employer-provided
health insurance would be limited to
$11,500for familiesand $5,000 for single
individual s (the projected national aver-
age for premiums in 2006). These
amountswould beindexed for inflation.

@ Like its recommenda-

tion to prune the mortgage interest
deduction, the Panel’s proposed cap
for health insurance coverage has
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generated anegative response from
groups representing employers and
insurers. Bonnie B. Whyte, Presi-
dent of the Employers Council on
Flexible Compensation, noted that
limiting the employer provided
health insurance coverage will “be
a tax increase for middle-income
workers and will only increase the

out-of -pocket health expenses for
Americans.” Karen Ignagni, Presi-
dent of America’sHealth Insurance
Plans, stated that “our polling con-
sistently shows that voters want
Congress to strengthen, not
weaken, tax incentivesthat helpin-
dividuals and employers afford
health care coverage’

Quick View - Changes Affecting Individuals

Tax Provision Impacted

Simplified Income Tax Plan

Households and Families

@ The Panel was very

much aware of the rising cost of
health care and the practice of pro-
viding excessively generous plans
to high-income employees. The
Panel predicted that capping the
exclusion would “make workers
more cognizant of the amount they
spend on health insurance...and

Growth and Investment Tax Plan

Tax Rates

Four Tax Brackets (15 percent, 25 percent,
30 percent, and 33 percent)

Three tax Brackets (15 percent, 25 percent,
and 30 percent)

Alternative Minimum Tax

Repealed

Personal Exemption

Replaced with Family Credit, which is available to all taxpayers. Allows a $3,300 credit for
married couple; $2800 for unmarried individuals with a child; $1650 for singles; and
$1,150 for dependent taxpayers (additional $1,500 credit for per child, and $500 for each

“other” dependent).

Earned Income Tax Credit

Repealed, replaced with Work Credit (and coordinated with the Family Credit). The maxi-
mum credit for a working family with one child is $3,570. For families with two or more

children, it is $5,800.

Marriage Penalty

Home Mortgage Interest

All tax brackets, family credits, and taxation of Social Security benefits for couples will be

double the rate for singles.

Other Major Credits And Deductions

The new Home Credit will be equal to 15 percent of mortgage interest paid, and available
to all taxpayers. The mortgage is limited to the average regional price of housing (from

$227,00010 $412,000).

Charitable Giving

Deduction will be available to all taxpayers who give more than 1 percent of their income.

Rules implemented to curb abuses.

Health Insurance

All taxpayers may purchase health insurance with pre-tax dollars up to the amount of the
average premium (approximately $5,000 for individuals and $11,500 for a family).

Education

Taxpayers will be able to claim the Family Credit for some full-time students. Proposal

creates simpler savings plans.

State & Local Taxes

Defined Contribution Plans

State and local taxes will not be deductible

Individual Savings and Retirement

Consolidated into Save at Work Plans with simple rules. Implements “AutoSave” features to]

help workers save.

Defined Benefit Plans

No change recommended

Retirement Savings Plans

Will become Save for Retirement Accounts, which are available to all taxpayers and

capped at $10,000 per year.

Education Savings Plans

Health Savings Plans

Will become Save for Family Accounts, which are available to all taxpayers and capped at
$10,000 per year. Will cover education, medical expenses, new home costs, and retire-

ment savings needs.

Dividends Received

Will exclude 100 percent of dividends if U.S.
companies paid from domestic earnings.

Taxed at 15 percent rate.

Capital Gains Received

Will exclude 75 percent of corporate capital
gains of U.S. companies paid out of domes-
tic earnings.

Taxed at 15 percent rate.

Interest Received (other than tax exempt
mutual bonds)

Taxed at regular income tax rates.

Taxed at 15 percent rate.

Social Security Benefits

Will be a simple deduction instead of three-tiered structure. Married taxpayers with less
than $44,000 in income, and singles with less than $22,000 in income (indexed for infla-
tion) will pay no tax on Social Security benefits.
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lead some workersto reduce the
amount of insurance purchased
and pay more health care costs
directly.”

Uninsured individuals. The Panel
recommends giving uninsured individu-
as anew tax deduction to help pay for
the cost of health insurance. Families
without employer-provided insurance
would beeligiblefor an $11,500 deduc-
tion. Single taxpayers could claim a
$5,000 deduction.

@ This case is one of

the few where the Panel recom-
mends a deduction rather than
acredit.

Education benefits

Congress has used tax incentives to
encourage education and help stu-
dents (and parents) pay for higher edu-
cation. Theresult is a plethora of tax
breaks. The Panel discovered what
many practitioners already know: tax-
payers do not understand how the vari-
ous education tax credits and deduc-
tionswork and they often fail to maxi-
mizetheir tax breaks.

The Panel recommends eliminat-
ing the HOPE and Lifetime Learning
Credits, the above-the-line deduction
for education expenses, and the de-
duction for interest paid on student
loans. In their place, the Panel pro-
poses a new “Family Credit,” $1,500
credit for all familieswith full-time stu-
dents age 20 and under.

State and local taxes

Another proposal fueling significant
controversy isthe Panel’s recommen-
dation to abolish the current deduc-
tion for state and local taxes. The Panel
concluded that these expenditures
should be treated like any other non-
deductible personal expense. Accord-
ing to the Panel, residents of low-tax
jurisdictions should not have to sub-
sidize government services provided
in high-tax areas.

@ In 2004, Congress al-

lowed taxpayersto elect to deduct
state and local income taxes or
state and local sales taxes. The
Panel appearsto favor eliminating
the deduction for both.

@ Someimmediately com-

plained that this recommendation
clearly favors “red” over “blue”
states. As federa revenue shar-
ing decreases, stateswill continue
tofeel pressuretoraisetaxes. Real
estate and income taxes are the
flash points here. This and the
mortgage interest deduction pose
the most difficult challenges to
making this plan work.

Fringe benefits

The Panel recommends eliminating
the current tax law preferencesfor em-
ployer-provided fringe benefits. The
Panel specifically mentioned child
care, life insurance and education
fringe benefits.

@ According to the

Panel, the“favorabletax treatment
of fringe benefitsresultsin an un-
even distribution of the tax bur-
den as workers who receive the
same amount of total compensa-
tion pay different amounts of tax
depending on the mix of cash
wages and fringe benefits.”

@ The Panel’s recom-

mendation in thisarea will defi-
nitely need to be elaborated on
by the Treasury. The Panel ap-
pears to have lumped all types
of fringe benefitsinto one catch
all category.

REFORMS FOR RETIREES/
OTHER SAVERS

Although the Panel’s recommenda-
tions for overhauling IRAs, 401(k)s,
and other savings vehicles did not get

as much media attention as some of
the other proposals, they would be
sweeping in their scope. The current
alphabet soup of savings plans would
all disappear. Intheir place, taxpayers
could choose from “ Save-at-Work,”
“ Save-for-Retirement” and “ Save-for-
Family” plans.

@ The Panel’s recom-

mendation to abolish IRAS,
401(k)s, 403(b)sand similar plans
appearsto berooted in adislike of
their complicated and often con-
flicting rules. No one set of rules
governsall retirement savingsve-
hicles. However, even under the
Panel’s recommendation, differ-
ences would have to be ad-
dressed. The Panel seems to rec-
ognize this when it recommends
that small employers (10 or fewer
employees) be given someflexibil-
ity; for example, not havingtofile
annual returns.

@ “ Without the upfront de-

duction, we believe many work-
ers currently saving in their
401(k) will choose not to save,”
Brian Graff, Executive Director
and CEO of the American Society
of Pension Professionals and Ac-
tuaries, predicted.

Save-at-Work

“ Save-at-Work” accounts would re-
place 401(k)s, SIMPLE 401(k)s, Thrift
plans, 403(b) plans, governmental
457(b) plans, SARSEPSs, and SIMPLE
IRAs. To encourage employees to
save, the Panel recommends a feature
it calls “Auto Save.” Among other
things, employeeswould automatically
become participantsin their employer’s
Save-at-Work plan unlessthey choose
actively not to participate.

@ According to the

Panel, “Save-at-Work” plans
would follow the “ existing contri-
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bution limits and rules for 401(k)
plans but the plan qualification
ruleswould be greatly simplified.”
For 2005, taxpayers can elect to
defer up to $14,000in a401(k).

@D under the* simplified
Income Tax” plan, the “ Save-at-
Work” accounts would be struc-
tured liketraditional IRAs. Contri-
butions would be deductible.
Withdrawalswould be taxed as or-
dinary income. Under the Growth
and Investment Tax Plan, contri-
butions would be made on an af-
ter-tax basis and withdrawals
would not be taxed.

Save-for-Retirement
These accounts would replace tradi-
tional IRAS, Roth IRAS, nondeductible
IRAS, deferred executive compensation
plans, and what the Panel calls, “tax-
free inside buildup of the cash value
of life insurance and annuities.” Tax-
payers would use “Save-for-Retire-
ment” accounts to supplement their
“Save-at-Work” accounts. Taxpayers
would be ableto save up to $10,000, or
the amount of earningsif less, in these
tax-free plans. Contributionswould be
made with after-tax dollars and earn-
ingswould grow tax-free.

The Panel recommendsindexing the
annual contribution limit for inflation.

@ “ Save-for-Retirement”

accountswould be opento all tax-
payers. The Panel recommends
no income threshold, as exists for
many current savings plans.

@ The obligations on em-

ployers to continue existing re-
tirement accounts, although no
further contributions may be
madeto them, isunclear. Employ-
ersthinking of starting retirement
plans for employees either in
2005 or 2006 may decide to sit
on the sidelines until administra-

tive responsibilities, and their at-
tendant expenses, are sorted out.

@ Roth IRAswould be au-

tomatically converted to “ Save-
for-Retirement” accounts. Other
accounts, such as traditional
IRAs, would be converted into
“ Save-for-Retirement” accounts
by subjecting the value of the ac-
counts to taxes once, similar to
how traditional IRAs are con-
verted at the present time to Roth
IRAS.

“Save-for-Retirement” accounts
would retain one important feature of
IRASs. Individualscould withdraw funds
tax-free only after the age of 58 or inthe
event of death or disability.

@ No minimum distribu-

tion ruleswould apply.

Save-for-Family

These accounts would replace
Coverdell Education Savings Ac-
counts (ESASs), Qualified Tuition Plans
(529 plans), Archer Medical Savings
Accounts (MSAs), Health Savings
Accounts (HSASs), and Flexible Spend-
ing Arrangements (FSAs). Contribu-
tions would be made on an after-tax
basis. Earningswould grow tax free.

@ Taxpayers could also

use “Save-for-Family” plans to
supplement their retirement savings.

Distributions would be tax free if
they are used for:
= Health or medical costs;
m Education or training expenses; and
m Purchases of aprimary residence.
Funds would be available tax free
at any timeto taxpayerswho are age 58
or older. The Panel also recommendsal-
lowing all taxpayersto withdraw up to
$1,000 tax free each year for any rea-
son. However, amountsover $1,000 that
are not for health or medical costs, edu-

cation or training expenses, or pur-
chases of aprimary residence would be
subject to an additional 10 percent tax.

@ No minimum distribu-

tion ruleswould apply to “ Save-for-
Family” accounts.

Refundable saver’s credit

For lower-income taxpayers, the Panel
recommends replacing the current
credit for qualified savings contribu-
tions with a new refundable “ Saver’s
Credit.” Thecredit would reward tax-
payers for saving. Single taxpayers
with incomes of $25,000 or lesswould
qualify aswould married couples with
incomes of $40,000 or less. The maxi-
mum annual contribution eligible for
the credit would be $2,000 and the maxi-
mum credit rate would be 25 percent.

Social Security benefits

Individuals would not be taxed on their
Social Security benefitsif theirincomeis
lessthan $44,000 for married couplesand
$22,000 for single taxpayers. Individu-
als with incomes above these amounts
would include between 50 and 85 per-
cent of their benefitsin their taxablein-
comes depending on their income level.

@D ThePanel deliberately

made the threshold amount for mar-
ried couples twice the amount for
single taxpayers to help erase the
“marriage penalty.” The amounts
would beindexed for inflation.

@ Taxable retirement

plan distributions may make
Social Security benefits taxable
in many cases. Itisalsounclear
whether the $44,000 and
$22,000 cut-offs will be an all
or nothing proposition. This
provision may take back much
of the benefits of qualified de-
ferred compensation plans for
those taxpayers who may oth-
erwise escape tax on Social Se-
curity benefits.
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REFORMS TARGETING
BUSINESSES

“Thetax rulesfor business ... have be-
comeacomplicated mess,” the Panel dis-
covered. Businesses are required to
keep elaborate and burdensomerecords,
especialy for inventoriesand depreciable
assets. For small business, the compli-
ance burden isheavy, especialy relative
toincome. Reducing recordkeeping and
paperwork will encourage more small
business activity, the Panel predicted.

@D Under Rev. Proc. 2002-

28, somesmall businesseswith gross
receiptslessthan $10 million canal-
ready use cash-basis accounting.

Two alternatives. ThePanel’spro-
posals for business tax reform for
business tax are grouped under the
Simplified Income Tax Plan and the
Growth and Investment Tax Plan.
Both plans would remove impedi-
ments to saving and business in-
vestment, but use different ap-
proaches. The treatment under the
Simplified IncomeTax Planwould be
close to the current system, while
thetreatment under the Growth and
Investment Tax Plan followsacon-
sumption tax model and would be
more far-reaching. Though differ-
ent, the two systems would rely on
similar principles:

Simplifying the Tax Code for small
business;

= Eliminating the double taxation of
U.S. corporate earnings,

= Providing more equitable treatment
for different types of business in-
vestment; and

= Updating the international tax rulesto
reducedistortion and improvefairness.

@ Martin Regalia, chief
economist of the U.S. Chamber of
Commerce in Washington, D.C.,
told CCH that “the Chamber isneu-
tral while we evaluate the [Panel’s)|
recommendations.”

Simplified Income Tax Plan
Under thisplan, thetax system would be
simplified, subsidies for favored indus-
tries and activities would be removed,
and business income would be taxed
more uniformly at alower overal rate.
Businesses would be divided into three
categories for tax purposes:

m Small businesses

m Medium-sized businesses

m | arge businesses

@ Anentity’sgrossreceipts
would beaveraged over threeyearsto
determine the business' category.

Small businesses. Businesses with
under $1 millionin grossreceiptswould
be taxed at individual rates (top rate of
33 percent); would use simplified cash-
basis accounting for most items (other
than land and buildings); and could im-
mediately expenseinvestments, such as

Quick View - Changes Affecting Businesses

Tax Provision Impacted

Tax Rates

Simplified Income Tax Plan

Small Business
Businesses will be taxed at individual tax rates.

tools, software, and equipment (other
than land and buildings).

@ According to the

Panel, allowing small businesses
to use the cash method of account-
ing would simplify taxesfor more
than 22 million small businesses,
over 95 percent of all businesses.
Companies could use their exist-
ing records to establish income
and expenses.

Medium-sized businesses. Busi-
nesseswith $1 to 10 millionin grossre-
ceipts would use the simplified cash
method but would be required to depre-
ciate equipment and other capital expen-
ditures. Only businesses in inventory-
intensive industries would be required
to use an inventory method.
Rules concerning contributions, dis-
tributions, allocation of income, and liqui-
dationswould besmplified and mademore
uniform for pass-through entities, such as
LLCs, partnershipsand Scorporationswith
recei ptsunder $10 million. Thisrecommen-
dation also appliesto small businesses.
Large businesses. For large busi-
nesses that have over $10 million in
gross receipts:
= Thetoptax ratewould be 31.5 percent
(down from 35 percent);

= Simplified accelerated depreciation
would be used for investment, using
fewer rates and asset classes,

= No changein thetreatment of interest
paid or received;

Growth and Investment Tax Plan

Sole proprietorships taxed at individual
rates, but other small businesses will be
taxed at 30 percent.

Record Keeping

Simplified cash-basis accounting

Business cash-flow tax

Investment

Tax Rates

Calls for immediate expensing except for land and b

Large Businesses
31.5 percent

uildings covered by the Simplified Income Tax Plan.

30 percent

Investments

Calls tor simplitied accelerated depreciation

Expensing for all new investments

Interest paid

No change recommended

Not deductible (except financial institutions)

Interest received

No change recommended

Not taxable except for tinancial institutions.

International Tax System

Territorial tax system

Destination-basis (border tax adjustments)
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m The corporate AMT would be re-
pealed; and
= |nternational income would be taxed
under aterritorial tax system.
Pass-throughs. Pass-through entities
withincomeover $10millionwouldbetaxed
a theentity level like corporations. About
150,000 active businessescomewithinthis
category. Owners would not be taxed on
digtributionsof U.S. incomeand would ex-
clude 75 percent of the capital gainsonthe
sdeof aninterestintheentity. Entitieswith
income below $10 million could chooseto
be taxed as a corporation. Passive invest-
ment entities, such asmutual funds, would
be treated the same as under current law.

@ This treatment would

substantially reducethe use of part-
nerships and other pass-through
entities as tax shelters. It would
also smplify theindividual income
tax return of an entity’s owner.

Elimination of business tax cred-
its and deductions. Over 40 business
tax breaks, such as the research credit
and the new domestic manufacturing de-
duction, would be eliminated, including
the deduction for state and local taxes.
Accelerated depreciation would remain
available. Thissimplified depreciation
system would reduce the number of as-
set categoriesfrom nineto four and pro-
videlevel depreciation for each category.

Foreign Income. Activebusinessin-
come earned abroad generally would not
be taxed. Dividends paid by acontrolled
foreign corporation from “active’ earn-
ingswould betax free; paymentsthat are
deductible abroad, such as royalties and
interest, would be taxable in the United
States Domestic expensesthat generated
foreign income could not be deducted
againg U.S.income. ThePanel noted that
this treatment of foreign income would
not divert investment abroad.

@ To address the prob-

lem of corporate inversions, the
Simplified Income Tax Plan would
treat abusinessasaU.S. resident if
its place of “primary management

and control” islocated in the United
States, regardliess of the country
wherethe entity isformed.

Growth and

Investment Tax Plan

Small business: For small businesses

(gross receipts under $1 million),

proprietorshipswould be taxed at individua

rates, and other small businesseswould be

taxed at 30 percent. The Pandl recommends

theimmediate expensing of investments.

Mid- and Large-size businesses:

For large and mid-sized businesses, the

Panel recommends:

m A 30 percent tax rateon all businesses,
regardless of their legal structure;

m Expensing of al new investment ex-
penses;

= Makinginterest not deductibleandinter-
et earned not taxable (providing equal
treatment of debt and equity financing);

= Repeal of the corporate AMT; and

m Taxinginternational income under the
destination-basis (border tax adjust-
ments) system.

@ For most businesses, ex-

isting net operating losseswill be
devalued, unless Congress comes
up with a straightforward rule.

Under the Growth and Investment
Plan, abusinesstax would beimposed on
thedifference between cash received and
cash paid out. Thisisknown asthe sub-
traction method. Thismethod iscloser to
current methods of accounting, compared
to the credit method consumption tax.

@ The business tax rate

(30 percent) would be the same
as the top individual tax rate un-
der the Growth and Investment
Tax Plan, reducing tax planning
aimed at shifting income.

@ By dlowing theexpens-
ing of all new investment, the new
system would not discriminate be-
tween different types of assets and
would provide the same deduction
for adollar invested.

@ Eliminating the inter-
est deduction eliminates the dis-
tinction between debt and stock
financing. However, interest
earned would be taxable for fi-
nancial services businesses.

Losses. Losses would not be re-
fundable but interest would be provided
on loss carryforwards. The Panel con-
sidered but rejected a proposal to allow
the trading of losses from one firm to
another, because this could encourage
tax avoidance schemes.

International Taxation. The“desti-
nation-bass’ schemeof international taxa-
tion treats all domestic consumption
equaly. Thisimposesthesametax oncon-
sumption that occursin the United States,
regardless of where the good was pro-
duced. Incomefrom abroad (export sales)
isexcluded and amanufacturer receivesa
“border tax adjustment” that provides a
rebate of the tax on the production cost.

What’s Next
Rather than being the metaphorical deer
frozen in headlights, taxpayers are hop-
ing to have enough warning of pending
changesto antici pate how they might best
react. Transitional ruleswill be needed to
minimize the windfall—and shortfall—
that sometaxpayerswill experiencefrom
any mgjor shiftintheincometax system.
The question remainshow precisely those
transition ruleswill need to be drafted.
Transitional effects would be more
of anissueunder the Growth and Invest-
ment Plan, so thetax Panel recommends
that transition relief be provided under
this plan. Transition from the current
system to a dramatically different tax
system has been a major concern of tax
reformersfrom the beginning.
Taxpayersthat can anticipate where
the tax benefits (and traps) will appear
during transition periods will be re-
warded. It appearsthat even absent sig-
nificant transition rules, most tax reform
provisionswill not take effect before 2007,
making 2006 an extremely critical year to
stay on top of proposals and structure
transactions accordingly.
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