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Abstract
Buried in the fine print of President
Obama’s FY 2013 budget proposal is
an expansion of his cap on itemized
tax deductions—to now include
exemptions and exclusions. Applying
the cap to exemptions and exclusions
is yet another way the President
has devised to increase the already
sizeable tax burden shouldered by
families and small businesses who
earn $200,000 or more a year. This
policy change so badly violates the
basic tenets of sound taxation that it
is little more than a move to further
punish the most successful Americans
with yet another confiscatory tax
increase. Congress should reject
the President’s cap, like it has in the
past, and focus on revenue-neutral
fundamental tax reform that would
lower tax rates and improve neutrality
to encourage economic growth.
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tis generally known that President

Barack Obama’s fiscal year (FY)
2013 budget calls for a massive $2
trillion tax increase. This amount is
not explicitly in the budget because
it hides several tax increases in the
fine print.! Also buried deep in the
fine print is the President’s expan-
sion of his cap on itemized deduc-
tions, which, unlike in previous years,
now applies to tax exemptions and
exclusions.

The devil really is in the details in
this case. Applying the cap to exemp-
tions and exclusions is yet another
way the President has devised to
increase the already sizeable tax bur-
den shouldered by individuals and
small businesses earning $200,000 a
year or more ($250,000 for married
couples). This makes it yet another
growth-slowing tax increase in the
long list of tax increases already pro-
posed by the President.

President Obama’s cap would
slow growth even further because it
would also move taxes further from
neutrality. A proper tax code does
not influence economic decisions of
families, businesses, investors, and
entrepreneurs. Neutrality is the
standard against which tax policies
are compared in order to determine
if they influence decisions. A neutral
policy is one that does not influence,

KEY POINTS

m Buried deep in the fine print of
President Obama’s FY 2013 bud-
get is the expansion of the Presi-
dent's cap on itemized deductions
to income currently exempt or
excluded from tax.

m The income exemptions or exclu-
sions most affected would be state
and local bond interest, employer-
sponsored health insurance, and
contributions to retirement sav-
ings plans.

m The policy would slow job growth
by raising taxes for job creators,
and would slow economic growth
by moving taxes yet further from
neutrality.

m The proper treatment of tax

exemptions and exclusions is vital
for instituting a neutral tax code.
Changing their tax treatment
should not be seen simply as an
accounting exercise to raise more
revenue for the government.

m This policy change so badly vio-

lates the basic tenets of sound
taxation that it is little more than a
move to punish the most success-
ful Americans with another confis-
catory taxincrease.
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neither in a positive nor negative way,
economic choices. Policies that move
in the opposite direction of neutral-
ity, like President Obama’s applica-
tion of his cap to exemptions and
exclusions, slow growth.

Congress has rightly rejected the
President’s cap in previous years.
The inclusion of exemptions and
exclusions should give it even more
reason to do so again.

Capping Exemptions
and Exclusions

In each of his three previous bud-
gets, President Obama proposed a
cap on the itemized tax deductions
of individuals and businesses earn-
ing $200,000 or more a year. The
cap served different purposes in
previous budgets. In 2009, it was a
way to raise revenue for the impend-
ing health care bill. In 2010, it was a
way to raise more revenue for gen-
eral spending. In 2011, the President
wanted a cap as a misguided way
to “pay for” patching the alternative
minimum tax (AMT) for middle-
income taxpayers. This year, the cap
is back as an intended revenue raiser.

Inits first three iterations, the
cap restricted taxpayers’ itemized
deductions to the amount that those
deductions would have reduced their
tax bill had they paid the 28 percent
marginal rate instead of the higher
marginal rate they actually paid.?
This year, the cap still limits deduc-
tions to their value at the 28 per-
cent marginal tax rate, but now also

applies to tax exemptions and exclu-
sions as well.

President Obama provided no
details in his budget about how the
expansion of the cap would work, but
the Treasury Department reports
that, at a minimum, President
Obama’s cap would include the fol-
lowing exemptions or exclusions:

m State and local bond interest;

m Employer-sponsored health
insurance paid for by employers or
pre-tax employee dollars;

m Health insurance costs of self-
employed individuals;

= Employee contributions to health
savings accounts and Archer
Medical savings accounts; and

m Contributions to defined-contri-
bution retirement plans and indi-
vidual retirement arrangements.?

Job-Destroying Revenue Grab
Expanding the cap to exemp-
tions and exclusions greatly expands
the policy’s tax-hiking capacity. In
President Obama’s FY 2012 bud-
get, when the cap only applied to
itemized deductions, the Treasury
Department estimated that it would
raise $321 billion over 10 years.* Now
that the cap includes exemptions and
exclusions, the Treasury Department
estimates that it would raise $584
billion over 10 years.® That is an

increase of more than 80 percent.

The extension of the cap to
exemptions and exclusions is another
way to raise the taxes of job creators,
such as businesses that pay their
taxes through the individual income
tax, as well as investors and entre-
preneurs. The President already
wanted to raise their marginal tax
rates, their tax rates on capital gains
and dividends rates, and revive old
provisions that phased out their
personal exemptions and deductions
(PEP and Pease).

APPLYING THE CAP TO EXEMPTIONS
AND EXCLUSIONS IS YET ANOTHER
WAY TO INCREASE THE ALREADY
SIZEABLE TAX BURDEN SHOULDERED
BY FAMILIES AND SMALL BUSINESSES
EARNING $200,000 A YEAR OR MORE.

By taking even more of these job
creators’ earnings, President Obama
would further erode their already
diminished ability to make the
investments that are necessary to
create the jobs the economy so des-
perately needs.

Step in Wrong Direction.
Expanding the cap to exemptions
and exclusions would slow economic
growth not merely by taking resourc-
es from job creators, but also by
moving taxes further from neutrality.
It would also make repairing the bro-
ken health insurance market more
difficult. The new cap would do these
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things by levying tax on the follow-
ing exemptions or exclusions:

= Exemption of interest on state
and local bonds. Bonds issued
by state and local governments
generally pay a lower interest
rate than bonds with similar risk
characteristics and maturities
because they are exempt from fed-
eral income tax. The exemption
is justified by some as reflecting
federal fiscal support for state and
local governments. Others justify
the exemption as recognizing the
financing authority of another
governmental entity.

The tax policy justification is
simply that state and local govern-
ments are federally tax exempt
entities, thus they cannot deduct
their interest expense, and thus
no tax should be levied on inter-
est paid. In short, the exemption
preserves tax neutrality.

A neutral tax, in order not to
encourage or discourage bor-
rowing and lending decisions,
provides a deduction of interest
for taxable borrowers and taxes
interest earned to lenders. This is
the case for bonds issued by most
nongovernmental borrowers. In
this arrangement, the invest-
ment decision is unaffected by tax
because lenders demand a higher
interest rate than they would if
they paid no tax to meet the after-
tax rate of return on the invest-
ment they require. But borrowers
are willing to pay the higher rate
because they receive a deduction
for it. As aresult, the same amount
of investment occurs as would
have without tax.

A neutral tax can also be pre-
served by exempting interest paid

to the lender from tax, yet disal-
lowing a deduction for interest
expense to the borrower. In this
case, borrowers cannot deduct
their interest costs, so they seek
lower interest rates than if they
could take the deduction. Lenders
are willing to accept the lower
rate because they do not pay tax
on the interest they earn. As in
the first example, the amount of
investment remains the same—as
if the tax never entered into the
equation.

State and local governments are
sovereign, and so do not pay fed-
eral taxes. Since they do not pay
tax they cannot deduct their inter-
est costs. Therefore, to maintain
neutrality, it is proper to provide
an exemption for the interest
earned by the investors that buy
their bonds.

Making state and local govern-
ment bond interest taxable, as
President Obama’s cap would do
for upper-income earners, would
artificially reduce the amount of
bonds issued by state and local
governments because it would
raise the interest rate required by
bond buyers. This would shift the
allocation of investment from its
composition had taxes remained
neutral. A tax-imposed shift of
investment reduces efficiency and
therefore economic growth.

Itisunclear whether the
President’s cap would apply to
only state and local government
bonds issued after implementa-
tion of the cap, or to previously
purchased bonds as well. If it does
apply to previously purchased
bonds, the current owners of
those bonds would see the value of
their interest payments reduced

by the amount of tax they would
pay under the cap. Since these
bond owners bought the bonds
under the assumption that the
interest would be tax-exempt, and
therefore accepted a lower inter-
est rate, the President’s cap would
impose aretroactive wealth tax on
these holdings.

Other tax increases on previ-

ous investments, for instance
anincrease in the dividends tax
rate, are also retroactive taxes.
However, with other investments,
tax already applies to returns, and
investors assume the risk that tax
rates could climb in the future.
When it comes to state and local
bonds, as a matter of long-stand-
ing and widely supported practice,
no tax has ever been levied on this
form of interest income. As such,
the expectation of risk regarding
atax hike on the interest from
state and local bonds is essentially
non-existent.

Exemption for contributions
to retirement savings accounts.
A neutral tax code taxes income
only once. That means that some-
one earns income, he pays tax on
that income, and is then free to
spend it or save it without pay-

ing any additional federal tax.
Neutrality can also be maintained
if the taxpayer saves a portion of
his wages before paying tax on it,
and then pays tax on the appreci-
ated amount of that income when
he later withdraws the savings.

The current tax code falls well
short of this standard by double-
taxing savings, but for more than
30 years has been taking small
steps towards neutrality with the
growth of traditional 401(k) and
individual retirement accounts
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(IRA5s). For the most part, taxpay-
ers put pre-tax income into these
retirement savings plans, where it
builds up without any additional
taxes on any investment income or
interest the account earns. When
they withdraw the money after
retirement, they pay tax on the
amount that they have withdrawn
as they would under a neutral tax
system.

President Obama’s cap would turn
back the progress these accounts
represent. His cap would make
contributions to these accounts
deductible only at the 28 percent
rate, instead of the 35 percent
rate the saver should receive as
he does under current law. This
change would apply to taxpay-
ers who earn $200,000 a year or
more, and would not change how
disbursements from the accounts
are taxed after the savers retire.
The cap would in essence make a
retirement savings plan closer to
anormal savings plan. It would
reduce the incentive for taxpayers
to save for retirement, and lower
investment across the economy
as taxpayers consumed more of
their income rather than saving it
for retirement. Lower investment
slows job creation and economic
growth.

Exclusion for employer-provid-
ed health insurance premiums.
Premiums for employer-provided
health insurance, both the portion
of the premium paid by employ-
ers and employees, is tax-exempt.
Income used to pay premiums for
non-employer based plans is fully
taxable.

This tax bias is one of the funda-
mental flaws of the health insur-
ance system and it is long overdue
for Congress to fix it. President
Obama’s cap would make fix-

ing it more difficult. Properly
eliminating the bias would mean
subjecting employer-paid premi-
ums to income and payroll taxes.
Congress would then use the
resulting additional tax revenue
to reduce taxes on income used to
purchase health insurance on the
open market. Many tax and health
care reform plans would replace
the open-ended exclusion with a
tax credit that taxpayers could
claim for premiums paid up to the
value of the credit.

THE CAP WOULD REDUCE THE
INCENTIVE FOR TAXPAYERS TO

SAVE FOR RETIREMENT, AND LOWER
INVESTMENT ACROSS THE ECONOMY
AS TAXPAYERS CONSUMED MORE OF
THEIR INCOME RATHER THAN SAVING
IT FOR RETIREMENT.

An interim step would place a
limit on the tax preference for
employer-paid premiums, above
which the premium payments
would be included in taxable com-
pensation for workers.® Although
details are scarce, it appears that
President Obama’s cap would

not function like a true limit on
the tax exemption for employer-
provided plans. Rather, it would
simply limit the tax preference
available to a taxpayer to the
value that would exist if the entire
premium were tax-exempt at

the 28 percent tax bracket. That

means that a taxpayer in the 35
percent bracket will still get a tax
break, but it will be proportionally
reduced so that the value is lim-
ited to what it would be in the 28
percent bracket. This would create
aweaker disincentive for enroll-
ing in expensive insurance plans
than would a proper limit on the
exclusion, because the higher the
premium, the higher the tax break,
even in the 28 percent bracket.

Another defect of the President’s
proposal is that the revenue raised
would be spent on other programs,
while leaving the tax bias against
insurance plans not purchased
through employers firmly in place.
Without this revenue to offer tax
relief for non-employer-based
health plans, Congress will have

a significantly tougher job finding
the resources to alleviate the bias.

Focus on Tax Reform

Changing the tax treatment of
exemptions and exclusions should
not be seen simply as an account-
ing exercise to raise more revenue
for the government to spend—as
President Obama envisions it. The
proper treatment of tax exemptions
and exclusions is vital to instituting
aneutral tax code. Congress should
only change their tax treatment to
improve neutrality, or, in cases like
the exclusion for employer-provided
health insurance, where reform is
necessary to alleviate issues cre-
ated by current exemptions and
exclusions.

President Obama’s cap would
move taxes further from neutral-
ity, which will harm economic
growth. Just as troubling, there is no
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evidence that the President consid-
ered the serious consequences before
deciding to expand his cap to exemp-
tions and exclusions.

This policy change so badly
violates the basic tenets of sound
taxation that it is little more than a
move to further punish the most suc-
cessful American workers, investors,
entrepreneurs, and businesses with

yet another confiscatory tax increase.

For these reasons Congress
should reject the President’s cap,
like it has in the past, and focus on
revenue-neutral fundamental tax
reform that would lower tax rates
and improve neutrality to encourage
economic growth.

—Curtis S. Dubay is a Senior
Analyst in Tax Policy in the Thomas
A. Roe Institute for Economic Policy
Studies at The Heritage Foundation.




