White Paper
on Federal Tax Reform Panel Proposals
In January 2005, President Bush created the President’s Advisory Panel on
Federal Tax Reform. The panel was directed to develop policy recommendations
to make the tax code simpler, fairer, and more conducive to economic growth.
On November 1, 2005, the Federal Tax Reform Panel delivered its final report to
Treasury Secretary John Snow. The report will serve as a starting point for the
Treasury Department’s recommendations to President Bush.
The final report can be found at: http://www.taxreformpanel.gov/final-report/,
with the Executive Summary in Chapter One. The report is a result of months of
testimony on the most popular reform plans and issues, including AMT, but it
leaves unanswered some of the essential questions about future possibilities.
Paramount among the uncertainties is how the recommendations will be revised
by Treasury and whether these changes can gain bipartisan support in Congress.
The viewpoints of the ranking members of tax-writing committees will be
critical. Many observers on and off Capitol Hill are taking a wait-and-see
approach with regard to implementation of the panel's recommendations by
Congress.
The panel has recommended two tax reform plans: the Simplified Income Tax
Plan (SITP) and the Growth and Investment Tax Plan (GITP). The two plans are
virtually identical except for the number of tax brackets and the taxation of
businesses and capital income, as discussed below. A table outlining both tax
reform plans follows this summary.
Simplification in Reporting. Form 1040 will be cut by more than half, from 75
lines to 32, allowing the form to fit on both sides of a four inch by six inch index
card.
Changes to Tax Rates, Credits and Exemptions. Under the SITP the current six
tax brackets will be reduced to four: 15 percent, 25 percent, 30 percent and 33
percent. The GITP reduces the tax brackets to only three: 15 percent, 25 percent
and 30 percent. Under both plans, the AMT and Corporate AMT tax would be
repealed. The personal exemption, standard deduction, and child tax credit
would be replaced with a Family Credit that is available to all taxpayers who are

November 17, 2005

married and/or have dependents. The Earned Income Tax Credit would be
replaced with the Work Credit and, together with the Family Credit, benefit
working taxpayers with children. Finally, the so-called marriage tax “penalty” in
the current tax code would be eliminated by making the tax benefits for married
couples twice the amount for single filers.
Itemized Deduction Changes. The plan would eliminate the state and local tax
deduction. Also, charitable contributions will no longer be itemized, but instead
would be a deduction available to all taxpayers who donate more than 1 percent
of earnings. It would also limit the employee exclusion for employer-provided
health care to $11,500 (for married) or $5,000 (for single).
The Home Credit. The plan establishes a limited home mortgage interest credit
to replace the deduction currently offered. The Home Credit would be 15 percent
of mortgage interest paid, with the phase-out limitations ranging from $227,000
to $412,000. Any amount under $227,000 would receive the full 15 percent of
mortgage interest paid benefit, with any amount over $412,000 receiving no
credit. If the amount ranges between $227,000 and $412,000, the taxpayer is able
to take less than the full 15 percent credit. To adjust for variations in housing
markets, the Home Credit limit is based on the average cost of housing within
the taxpayer’s area. The panel also recommended lengthening the time a
taxpayer must own and use a principal residence before gains from the sale of
the home can be exempt from tax. The Home Credit would apply only to a loan
secured by the taxpayer’s principal residence and used to acquire, construct, or
substantially improve that residence. The deduction for interest on mortgages
on second homes and interest on home-equity loans would be eliminated.
Savings plans. The plans include three savings accounts: Save at Work, Save for
Retirement, and Save for Family, which are very similar to the employee
retirement savings accounts, retirement savings accounts, and lifetime savings
accounts. A refundable saver’s credit and an automatic enrollment feature
would accompany the accounts. The two accounts that would operate outside of
the workplace allow maximum annual contributions of $10,000.
Investments. If the dividends are from U.S. companies and paid out of domestic
earnings, then SITP excludes 100 percent of the tax on the dividends received.
Capital gains from domestic companies' income received are 75 percent
excluded, thereby leaving a rate between 3.75 percent and 8.25 percent. Interest
income would be taxed at regular income tax rates The GITP would tax both
dividends and capital gains at the 15 percent rate applicable under current law,
with interest income also being taxed at the 15 percent rate.
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Business tax breaks. The primary differences between the SITP and GITP
involve business taxation. Rules on depreciation will allow quicker write-offs for
short-lived assets, such as computers. And more types of small firms will be
permitted to use the simpler cash method of accounting. Under the SITP, small
businesses would be taxed at individual rates, with simplified cash-basis
accounting. Under the GITP, sole proprietorships would be taxed at individual
rates and other small businesses at 30 percent on cash flow, the same rate that
would apply for larger businesses. For larger corporations, the SITP would
impose a 31.5 percent tax with accelerated depreciation reduced to four classes-two for real estate and two for other property--and a territorial tax system for
income from foreign operations. The GITP would apply expensing for all new
investment, provide no deduction for interest paid, and install a destinationbasis system with border tax adjustments. Under both plans, the corporate AMT
would be repealed.

The following tables are published in the Executive Summary of the Tax Reform
Panel’s final report.
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