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Summary

The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA)
increases the child tax credit from its prior law level of $500 to $1,000. Thisincrease
is phased in gradually over a 10-year period. The 2001 Act also makes the credit
refundablefor all families and changes how the refundability of the credit iscalcul ated.
Finally, the 2001 Act alows the child tax credit to be taken in full against both an
individua’ s regular and aternative minimum tax.

The EGTRRA tax cuts are scheduled to expire at the end of calendar year 2010.
In the 107" Congress, the House passed several bills that would have extended the
EGTRRA tax cuts beyond 2010. The Senate did not adopt these bills. Itislikely that
the 108" Congress will revisit the issue of making the EGTRRA tax cuts permanent.

Additionally, in response to continued sluggish economic performance, President
Bush unveiled a new tax stimulus plan in early January 2003. As part of his stimulus
plan, President Bush has proposed accelerating the phase-in of some of the EGTRRA
tax cut provisions. The President’ s proposal includesincreasing the child tax credit to
$1,000 effectivein 2003. The Treasury Department estimates that the 10-year revenue
cost of these change would be $91 billion.

This report will be updated as legidation action warrants.

Background

The child tax credit wasinitially enacted as part of the Taxpayer Relief Act of 1997.
Congress passed the credit because it believed that the tax structure did not adequately
reflect afamily’ sreduced ability to pay taxesasfamily sizeincreased. Thedeclineinthe
real value of the persona exemption over timewas cited as evidence of thetax system’s
failure to reflect a family’s ability-to-pay. Congress believed that the child tax credit
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wouldreducefamilies' tax liabilities, would better recognizethefinancial responsibilities
of child rearing, and would promote family values.*

For tax year 1998, families with qualifying children were allowed a credit against
their federal income tax of $400 for each qualifying child. For tax years after 1998, the
credit increased to $500 per qualifying child.

When first enacted, the child tax credit was refundable only for families with three
or more qualifying children. The maximum refundable child tax credit waslimited tothe
extent that the taxpayer’ s Social Security taxesandincome taxes exceeded thetaxpayer’s
earned income tax credit.?

The 2001 Act

The Economic Growth and Tax Relief Reconciliation Act of 2001 (H.R. 1836) was
approved by both chambers of Congresson May 26, 2001 and signed by President George
W. Bush on June 7, 2001 (P.L. 107-16). The Act made three major changesto the child
tax credit.

First, the Act gradually increases the child tax credit to $1,000 between 2001 and
2010. For calendar years 2001 through 2004 the credit will be $600; for calendar years
2005 through 2008 the credit will be $700; for calendar year 2009 the credit will be $800;
and for calendar year 2010 the credit will be $1,000.

Second, the 2001 Act makes the credit refundable for all families (under prior law,
the credit wasrefundable only for familieswith three or more children), and changes how
the refundability of the credit is calcul ated.

Under the 2001 Act, for families with less than three qualifying children, the
maximum refundable credit cannot exceed 10% of ataxpayer’ s earned income in excess
of $10,000. For instance, in 2001, if ataxpayer had $17,000 of earned income and one
qualifying child, then the taxpayer would receive arefund of the full amount of the child
tax credit of $600. Thisisbecause the taxpayer’s earned incomein excess of $10,000is
$7,000 and 10% of thisamount is$700, which isequal to or greater than the $600 credit.

For families with three or more children, the maximum refundable child tax credit
islimited to the extent that the taxpayer’s Social Security taxes and income taxes exceed

1U.S. Congress, Joint Committee on Taxation, General Explanation of Tax Legislation Enacted
in 1997, December 1997.

2 A refundabletax credit meansthat evenif you do not oweany federal incometaxes, you are still
entitled to the credit (within certain limits). For example, in tax year 2000, ataxpayer with three
qualifying children, $26,350 of income, and filing ajoint return would have had afederal income
tax liability, before any tax credits, of $750. The taxpayer would have been entitled to an earned
incometax credit of $1,011 and child tax creditsof $1,500. If thetaxpayer paid $2,016 of Social
Security taxes, then the taxpayer’ s Social Security taxes and income taxes combined would have
equaled $2,766 and would have exceeded the taxpayer’s earned income tax credit by $1,755.
Hence, the $1,500 in child tax credits would have been fully refundable for this taxpayer even
though he would have paid no income taxes.
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the taxpayer’ s earned income tax credit (the same rules as prior law) or to the extent of
10% of their earned income in excess of $10,000. In these cases, the taxpayer can use
whichever method results in the largest refundable credit for which the taxpayer is
eligible. For calendar years 2005 and later, the applicable percentage is raised to 15%.
The $10,000 threshold isindexed for inflation starting in 2002.

The Act’ sthird major change would permanently allow the child tax credit to offset
ataxpayer’s aternative minimum tax (AMT) liability. The interaction of the child tax
credit and the individual AMT has been an area of growing concern.

Usually, personal tax creditsarelimited in that they cannot be used to reduceregular
income tax liability below an individual’s AMT. For example, consider the case where
ataxpayer hasaregular incometax liability, before credits, of $600, iseligiblefor a$600
child tax credit, and hasan AMT liability of $350. Under prior federal incometax rules,
the taxpayer would be allowed to use only $250 of the child tax credit to reduce his
regular income tax to $350 (the same but no lower than the AMT).

Under the 2001 Act, the taxpayer will be allowed to apply the full amount of the
child tax credit against both his regular income tax and his AMT. Using the example
above, the taxpayer would take the full $600 child tax credit and hence eliminate al of
hisincome tax liability.

The Joint Committee on Taxation has estimated that these changes to the child tax
credit will reduce federa revenue by $61.4 billion over the fiscal year period 2001
through 2006 and $171 billion over the fiscal year period 2001 through 2011. The total
cost of the child tax credit, including the 2001 Act modifications, will approach $173
billion over the fiscal year period 2001 through 2006.

However, al of the changesin the Economic Growth and Tax Relief Reconciliation
Act of 2001(including theincreasein the child tax credit) will expire (sunset) after 2010.
Congress included the sunset in EGTRRA to avoid a Byrd rule violation in the Senate.
TheByrd ruleprohibits “extraneous matter” in reconciliation legislation. Under therule,
extraneous matter includes, among other things, language that would cause an increase
the budget deficit (or reduce budget surpluses) in afiscal year beyond those covered by
the reconciliation legidation. Asaresult of the Byrd rule, EGTRRA contained language
providing for the expiration of all of its provisions at the end of calendar year 2010.

Other Child Tax Credit Provisions

The 2001 Act did not changethe prior law provision regarding who qualifiesfor the
child tax credit or the provision that phases out the credit for upper-income taxpayers.

To qualify for the credit, the child must be an individual for whom the taxpayer can
clam a dependency exemption. That means the child must be the son, daughter,
grandson, granddaughter, stepson, stepdaughter, or aneligiblefoster child of thetaxpayer.
The child must be under the age of 17 at the close of the calendar year in which the
taxable year of the taxpayer begins.

Thechildtax creditisphased out for taxpayerswhose adj usted grossincomes (AGlIs)
exceed certain thresholds. For married taxpayersfiling joint returns, the phaseout begins
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at AGI levelsin excess of $110,000, for married couples filing separately the phaseout
beginsat AGI levelsin excess of $55,000, and for singleindividualsfiling aseither heads
of households or as singles the phaseout begins at AGI levelsin excess of $75,000. The
child tax credit is phased out by $50 for each $1,000 (or fraction thereof) by which the

taxpayer's AGI exceeds the threshold amounts. These phaseout thresholds are not
indexed for inflation.



