TAXING FAMILIES: 

The Family in the Federal Internal Revenue Code and the Sometimes Mutually Exclusive Demands of Various Family Models on the Code

Blake Thompson and Grace Ho

Introduction

Taxation’s main purpose is to raise revenue for government. But, by providing incentives and disincentives, the manner of taxation may have an impact, whether intended or not, on the construction of the family. This paper will examine both incentives and the fairness of the tax policy’s treatment of different kinds of family organization.

In looking at how the tax code treats different conceptions of the family, it is interesting to consider various rationales for how the tax code came to be the way it is. Is Congress attempting to force a traditional conception of the family on everyone else? Or does the tax code simply favor the most common forms of the American family and provide benefits to additional family structures as they become more popular? Is Congress simply trying to find the most accurate assessment of an individual’s ability to pay taxes? Or, does Congress want to provide tax incentives for people to enter into caring relationships, since these relationships might spare the government the cost of caring for people later?

This paper will explore these questions by examining the relationships between the rules of the tax code that determine who can claim what filing status, who qualifies as a dependent, and what rate of tax will a tax filer pay as they play out within the structures of the Joint-Return System and the Earned Income Credit.

Part I: The Joint-Return System

When Congress established the joint-return system in 1948, its intent was not to incentivize any particular social behavior or to privilege formal relationships over informal relationships beyond the extent to which they were already privileged in the society at the time. Rather, the joint-return system was to solve a discrepancy between the taxation of a married couple in community property states and common law states. The joint return system nonetheless creates incentives that could affect the decision to marry, whether or not Congress intended them.

 A Historical Look at Income Tax: Did Congress have Marriage on its Mind?

Before the 1860s, the primary source of federal taxation was from excise taxes on carriages, sales of certain liquor, and the refining of sugar—operations which had no direct connection with the physical or social organization of the family. Congress enacted the first income tax legislation in 1861 and 1862 in order to fund the Civil War, and the basic structure of exemptions, graduated tax rates, and deductions introduced in the income tax law of 1862 still persists in the Internal Revenue Code as we know it today.
 The transformation of the federal system of taxation from a tariff and excise tax based system to an income and employment tax system has been complete for more than forty years.
 In 2004, the gross collection of federal internal revenues by source is partitioned as follows: 43% from income taxes; 39% from payroll taxes; 10.1% from corporate income taxes; 3.7% from excise taxes; and 4.2% from other taxes.

Since the major, structural aspects of the tax laws were put in place at a time when men traditionally worked outside the home and women worked inside the home, this dominant model of the division of labor likely influenced the structural aspects of the tax laws which persist to this day, against the emergence of more modern and flexible family models. From 1913 until 1948, the income tax treated spouses as two separate taxpayers. The adoption of the joint-return system in 1948 was an ad hoc response to the different tax liabilities shouldered by identically situated married couples depending on whether they were residents of community property or separate property states. Two Supreme Court opinions, Lucas v. Earl and Poe v. Seaborn, both decided in 1930, led to the imbalance.
 In Lucas, the Supreme Court held that earned income could not be shifted in a common law state, whereas the Court decided in Poe that in a community property state, half of the income earned by the husband was the income of the wife for federal income tax purposes.

Consequently, a husband with a wife with little or no income of her own (which was normal at the time) who lived in a common law state would bear a greater tax burden than a comparably situated husband who lived in a community property state.
 In the years following the Lucas and Poe decisions, a number of common law states adopted community property systems to entitle their residents to the benefit of Poe.
 However, in those states that resisted shifting to the community property model, husbands attempted self-help income splitting, through gifts of property or by making their wives business partners. 

In response, Congress provided for automatic income splitting between spouses as a matter of federal income tax law in 1948. Under this system, a married couple would have the same tax liability as two single persons, each with half of the couple’s income.
 The Report of the Senate Finance Committee contains the official explanation for the 1948 change: 

Adoption of these income-splitting provisions will produce substantial geographical equalization in the impact of the tax on individual incomes. The impetuous enactment of community-property legislation by States that have long used the common law will be forestalled. The incentive for married couples in common-law States to attempt the reduction of their taxes by the division of their income through such devices as trusts, joint tenancies, and family partnerships will be reduced materially. Administrative difficulties stemming from the use of such devices will be diminished, and there will be less need for meticulous legislation on the income-tax treatment of trusts and family partnerships.

None of these motivations has anything to do with the idea that spouses pool their income, act as a single economic unit, and should be taxed accordingly.
 The tax code’s shift to a community property paradigm of calculating taxable income of married couples was driven more by the desire to make tax liability uniform between community property and common law states than to organize the married couple as one economic unit.
 Nonetheless, the joint return reconceptualized the taxpaying entity from individuals to households. Married couples were now treated as a single economic unit. As a result, marriage reduced tax liability for all except the family comprised of two spouses earning the same amount of income.

The joint return has been criticized on independent but sometimes mutually exclusive grounds that (1) taxes should be independent of marriage status (i.e., marriage neutral), (2) even if partially justified by the cost of supporting a non-breadwinner in a household, the benefit allowed for married couples filing jointly was excessive, and (3) that similar benefits should be granted to other people (e.g., widowed parents) whose income also had to support more than one person.

Thus, while the joint return system has been in place since 1948, it has been recalibrated several times since then. Notably, in response to complaints from single individuals that they were paying more than their fair share of the tax burden, Congress reduced the rates for single individuals in 1969, reducing as well the relative advantage of marriage.
 Congress also provided a “head of household” rate to confer the benefits of household treatment on some families that did not contain a married couple. The current joint return system yields marriage bonuses in some situations and marriage penalties in others through a joint return rate schedule in which the brackets are wider than the brackets for single taxpayers but not twice as wide. The impact of these brackets will be illustrated in the following sections.

A Description of the Current System

Filing Status: “Married” and Not Married

The IRS understands marriage to be a legal union between a man and a woman as husband and wife. Prior to the Defense of Marriage Act (“DOMA”)
 which was signed into law in 1996, the IRS generally relied on state law to determine if a couple was married for federal income tax purposes. Since Congress enacted DOMA to limit which marriages can be recognized for purposes of federal law, DOMA’s restrictive language is applicable to the tax code.
 

Anyone not married under state law on the last day of the tax year is not married for federal tax purposes
 except that someone whose spouse died during the tax year is allowed to file joint returns on behalf of herself and her deceased spouse.
 Again, because of DOMA, the exception to this are same-sex couples whose marriage is legal under state law; they are barred from filing joint returns during marriage and after the death of a spouse.

 Thus, a taxpayer who divorced her husband in July 2004 cannot file as “married” on her 2005 return whereas a taxpayer whose spouse died in July 2004 would be able to file a joint return in 2005 for her and her late husband. 
A reason for this different treatment of the divorced and widow(er) could lie in the recognition that once a couple is divorced, they no longer share a household or income and thus cannot be required to disclose their financial, private facts to each other when it comes time to file taxes. While it is true that joint returns would not work for this reason for a divorced couple, it does not necessarily follow that this same reason is not applicable to a widow(er). The deceased spouse earns no income after death, and the surviving spouse ceases to share income with the late spouse after the time of death. The divorced and the widow(er) in the example both stopped sharing income and functioning as a household with a spouse at the same time, July 2004, yet the former does not benefit from the legal fiction that income sharing continued for the remainder of the tax year.

A consideration other than whether a taxpayer shares income with a former spouse after separation seems to underlie the allowance of the widow(er) to file jointly for the tax year in which his or her spouse dies. The fundamental difference in the endings of marriages by divorce or death is choice: the divorcee has failed, with her ex-husband, to maintain their marriage, but the widow has, in general, not been an agent in the termination of hers. From the standpoint of fairness, it seems reasonable that the IRS recognizes this distinction. On the one hand, a taxpayer who is undergoing divorce is more likely to have the opportunity to plan for herself financially, including tax considerations, before the divorce becomes official. On the other hand, a taxpayer who loses her spouse to death does not likely have the chance to arrange her fiscal affairs in anticipation of needing to file as “single” for the tax year in which her husband dies. 
The tax code provides for an exception from the married status even if a taxpayer is legally married. An individual who is married under state law can be “considered unmarried” if she has not lived with her spouse for at least the last six months of the tax year and is the primary custodian of a child and entitled to claim the exemption allowed for the child. Such an individual may file a single return using the head of household rate.

Deductions and Exemptions

IRC §6012(a)(1) requires an individual to file an income tax return for a taxable year if gross income equals or exceeds the sum of the Deduction and the Exemption amounts available to that individual. 

Deductions

Most people can choose between taking the standard deduction amount and itemizing their deductions such as medical expenses and charitable expenses. If an individual is married filing separately and her spouse itemizes his deductions, she is not eligible to take the standard deduction amount. The amount of the standard deduction depends on an individual’s filing status (as well as whether the individual is 65 or older, blind, or claimed as a dependent by another taxpayer). The following table illustrates the 2004 standard deduction amount for an individual depending on filing status and assuming the other considerations do not apply:

	Filing Status
	Standard Deduction Amount

	Single or Married filing separately
	$4850

	Married filing jointly or qualifying widow(er) with dependent child
	$9700

	Head of household
	$7150


Personal Exemptions

There are two kinds of exemptions, personal and dependent. Both types are worth the same amount ($3100 for tax year 2004) but their rules and definitions differ. Exemptions for dependents will be discussed in the section on dependents. 

Generally, an individual can claim an exemption for herself, and if she is married filing jointly, an additional one for a spouse. If the individual is married but filing separately, she may only take an exemption for herself if she is not to be claimed as a dependent on her spouse’s return.
 Also, she may claim her spouse as an exemption only if her spouse earned no gross income, is not filing a return, and is not to be claimed as a dependent by another taxpayer. The same rules apply if an individual qualifies for head of household filing status because she is considered unmarried and wants to claim an exemption for her spouse.

Policy Considerations in light of Incentives: How the Current System Taxes across Economic Class and Allocation of Earnings

Congress adjusted the rates for single individuals in 1969 so that married couples filing jointly paid more than two single persons each with half of the combined income, but less than one unmarried person earning the whole amount. Married couples now have the benefit of income splitting and the burden of a higher rate schedule. Whether or not there is an actual “marriage penalty” under the general rate structure depends on the allocation of earnings between spouses. Those who already have a 50-50 division receive no benefit from the deemed income-splitting, and purely pay the price of the higher rates; for those who have a 100-0 division, the benefits of the split income predominate over the burden of higher rates. The marriage penalty is thus relative, and a function of the general tax schedules and degree of progressivity in the tax code. 

The joint return system as it functions within the progressive tax system creates a marriage penalty when spouses earn equal or nearly equal income. The penalty is largest in the lower and higher income brackets (see Table and Examples below). At the same time, the joint return system confers a tax benefit to single-earner married couples. This combination of rules creates incentives for the reproduction of the traditional, single-earner family model, especially among families earning in the lower and higher income brackets.

To prevent married couples from having a beneficial choice to file jointly under the married rates or not depending on their earnings allocation, Congress set a "married, filing separately" schedule at one-half that of the "married, filing jointly" schedule. Married filing separately is thus less favorable than the singles schedule.
 This is illustrated by the table below which reflects the 2005 tax rate schedules.

	
	10%
	15%
	25%
	28%
	33%
	35%

	Single
	$0- $7,300
	$7,300-$29,700
	$29,700-$71,950
	$71,950- $150,150
	$150,150-$326,450
	$326,450- no limit

	Head of Household
	$0-$10,450
	$10,450- $39,800
	$39,800- $102,800
	$102,800- $166,450
	$166,450- $326,450
	$326,450- no limit

	MF Jointly
	$0- $14,600
	$14,600-$59,400
	$59,400- $119,950
	$119,950-$182,800
	$182,800-$326,450
	$326,450- no limit

	MF Separately
	$0- $7,300
	$7,300-$29,700
	$29,700- $59,975
	$59,975- $91,400
	$91,400- $163,225
	$163,225- no limit


Spouses with equal income would suffer a marriage penalty. 

To illustrate, if cohabitating Ben and Carol both earn $70,000 of taxable income (i.e, income after deductions and exemptions), each would be liable for $14,165 as single tax filers, totaling $28,230 in income tax liability for a household that makes a taxable income of $140,000. If they married and filed jointly, their tax liability for the same income would be $28,931. This slight marriage penalty results from Congress’ steps to mitigate the marriage penalty since 2003; in 2002, a couple earning $50,000 each would lose about $1,104 in taxes if they were married and filing jointly with a $100,000 income.
 
A one-earner couple would enjoy a marriage bonus. 

The income bracket taxed at 28% for the Married Filing Jointly taxpayer is not twice as wide as the income bracket taxed at 28% on the Single schedule; thus the single-earner couple who makes between $150,150 and $182,800 will be taxed at a lower rate than they would be if they were not married and the single-earner were filing as a single person. If the earner’s taxable income was $180,000, she would be liable for $46,399 in income taxes if she were filing as single; $43,491 if filing as head of household; $40,131.50 if married filing jointly.

The significance of the penalty or bonus depends on the couple’s income bracket.

For middle income ranges of $40,000 to $50,000 a year, the marriage penalty is comparatively smaller to that suffered by a couple in the lower income bracket. Also, the push to single-earner families is smaller because the marginal rates facing a secondary earner are lower than they are for either the upper or the lower classes.
 For the high income range, the marriage penalty on two earner families becomes significant and there is a strong bias in favor of single-earner families. 

The crucial factor governing the extent of the marriage bonuses or penalties created by joint returns is the ratio of the spouses’ earnings. 

Because of progressive tax rates, two single persons with any given amount of combined income will together pay the lowest tax when they have the same income. Shifting the earnings ratio away from an equal division will increase their combined liabilities, because the marginal rate of the taxpayer to whom income is moved will be higher than the marginal rate of the taxpayer from whom income is moved. The highest marginal rates, and thus the highest combined liabilities, will result from all of the combined income being taxed to one person.
 Consider the example of cohabitating Ben and Carol who earn $70,000 of taxable income. They each paid $14,165 in taxes, and as a household, they paid $28,230. But if Ben made $35,000 and Carol made $105,000, under the progressive rate schedule, Carol’s marginal rate will increase so that her tax liability becomes $23,906 and Ben’s falls to $5,415, increasing their combined tax liability by $1,091 to $29,321. 

Even if Ben and Carol were married filing jointly, their combined taxable income of $140,000 would yield a liability of $28,931. If Ben chose not to enter the paid labor market, their taxable income would be $105,000 and their tax liability would be $19,580. We are only looking at income tax here: their net income would be $85,420 if only Carol worked. If Ben worked, their after-tax income would be $111,069. Ben’s work that commanded a taxable income of $35,000 contributed $25,649 after taxes—that is a loss of $9,351 or 27% because of the high income bracket his income was taxed in due to the stacking of his income onto Carol’s.

Now consider the more common scenario where Ben is making $105,000 and Carol is deciding whether to work for $35,000 a year. After all, men are more than five times more likely to be the single earner in single-earner households.
 The wage gap between men and women makes the wife's income less important; married working women earn, on average, 46% of what their husbands earn.
 The economic disincentive of income tax alone would make Carol’s decision not to work a rational one.
 

Thus, the current system appears to guide couples toward the traditional family model and away from the two-earner model by stacking the second earner’s income on top of the spouse’s so that even the first dollar of the second earner is taxed at a high marginal rate. While this marriage penalty would affect higher-income earners most because of the progressive tax rates, the image of two-earner families is strongest in the upper income levels: such couples tend to be younger, better educated, and have higher incomes than the more “traditional” single-earner families. That many upper-income families have resisted these incentives is testimony to the appeal of different familial models, as well as to the flexibility that money brings to ignore certain economic incentives.
 Moreover, empirical studies support the conclusion that the consideration of after-tax wages causes fairly little reduction in labor supply of married males in the U.S.
 However, regarding married females, empirical studies range from strongly supporting the inverse conclusion
 to remaining inconclusive.
 The studies that determine no conclusive causal link between taxation and married women’s decisions to enter the labor market recognize the empirical difficulty of isolating one cause for a social behavior, in light of myriad factors that contribute to decision-making such as educational opportunities for women to develop earning potential, earning opportunities for women, existence of children, and the division of labor between spouses.

Policy Considerations in light of Fairness
Equal treatment of the law is a basic concept of fairness. To tax according to the taxpayer’s ability to pay would fit this tenet, and progressivity is in line with this goal. But, when the unit on which tax is levied shifts from an individual to a household, the filer’s ability to pay becomes less clear. Given the added cost of a dual-earner couple, it is far from clear how stacking the second earner’s income on that of the first for taxation taxes fairly. The single-earner couple that earned the same amount of taxable income as the dual-earner couple (who each earned half of the total income) would not be taxed an amount additional to what the tax would be if the couple were filing as single; nor would the single-earner couple expend as many resources as the dual-earner couple in order to participate in the labor force.

A rationalization of the household as the taxable unit lies in the belief that the household will pool resources and consume goods as a group. Assuming that this is a solid reason to make a household the taxable unit, why is the joint-return system only available to the formally married? The act of becoming legally married does not necessarily effect a couple’s ability to pay. Many couples cohabitate before marriage; simply getting married will not in itself decrease the couple’s ability to pay, especially if they maintain the same standard of living as they did before marriage. 

More strikingly, cohabitating individuals, of various sexual orientations and numbers, may share a primary residence, pool resources, and consume goods as a group, yet they are not eligible to file a joint return. They share the functional relationship that the joint-return system supposedly supports. Excluding all but the legally married from the joint-return system is irreconcilable with justifying the joint-return system on the basis of taxing as a unit those who pool resources. 

Alternatives

Flat Tax

The current payroll tax is mostly a flat tax, as the rate is 7.65% (1.45% funds Medicare and 6.2% funds Social Security) up to the first $90,000. Above $90,000, the taxpayer is still taxed at 1.45% for Medicare but the Social Security tax phases out. If income tax reform were to follow suit and tax all income at one rate, the second-earner in a married couple would no longer be worse off than a cohabitating second-earner, and the single person earning $100,000 a year would no longer pay more income tax than the single-earner married couple earning $100,000: the income tax would be marriage neutral.

But, this plan fails the fairness consideration. To illustrate, an individual earning $30,000 a year would be left with $24,900 after a 17% tax rate while an individual earning $100,000 would be left with $83,000. Supporters of a flat income tax believe in an absolute value of the dollar and refuse to recognize that the actual worth of one dollar is relative to how many dollars one earns, or they maintain that a person who makes ten times as much as another should pay ten times more in taxes and no more.

Income Splitting


If the flat tax option is dismissed, then progressivity must remain an element of the income tax. It is impossible to have an income tax with progressive marginal rates and joint returns for married couples, and avoid marriage bonuses or penalties. The more progressive the tax, the larger the marriage penalties become and the greater the discouragement of working wives. At high income levels, as illustrated in the earlier Ben and Carol example, marriage penalties can range into five figures and can exceed ten percent of a married couple’s total tax liability. Anecdotes of high income couples considering divorce to save taxes have appeared in the media, as has speculation that the new rates will discourage wives of high income husbands from taking or keeping jobs.

A joint-return system can be designed to have only marriage bonuses by making the tax rate brackets for married couples twice as wide as the brackets for single taxpayers. The effect is the same as allowing two single persons to split their incomes evenly between them. A joint-return system could also be designed to produce only marriage penalties by taxing combined spousal income at the same rates applicable to a single taxpayer. The effect is the same as requiring two single persons to report their combined income on one person’s return. 

This would lead to a large increase in the marriage bonus, or a large increase in the singles penalty—depending on one’s point of view. However, not only would income-splitting cost the government a large amount of lost revenue,
 it also would likely give rise to the volume and types of complaints that prompted Congress to decrease the tax rate for singles in 1969. 

Taxing Individuals
The marriage penalty could also be eliminated by returning to the system that existed in common-law property states before 1948 when each individual was taxed on her own income. The U.S. is among a minority of developed nations that taxes married couples: three other developed nations tax married couples jointly as does the U.S. and four others tax family members as a single entity.
 Criticisms of this proposal includes the increase in tax burden of married couples who now benefit from the marriage bonus, and the increase in burden on Congress to make rules—and on the tax system to enforce rules—to resolve questions of income attribution (i.e., rules that will discourage income-splitting).

Mitigating the Marriage Penalty

The conflict between the goals of marriage neutrality and taxing couples with equal incomes the same would not matter as much in the current system if the marriage bonuses and penalties were small. In 1995, the Senate considered a proposal to set the standard deduction for joint filers to twice that for single filers which would have reduced the marriage penalty for couples who did not itemize their deductions by raise the standard deduction for married couples filing jointly to twice that of single filers over the course of 10 years.
 The Tax Reform Act of 2003 did take steps to mitigate the marriage penalty, including increasing the standard deduction and the 15% tax bracket for joint filers to twice that for single filers.
 The effect has been to reduce or eliminate the marriage penalty for lower and middle-income couples.

Part II: Earned Income Credit 

The Earned Income Credit (EIC), defined in section 32 of the Internal Revenue Code, was established in 1975 as an alternative to welfare.
 Enlarged greatly by the Revenue Reconciliation Act of 1993, the vision of the EIC is to help lower income working people. The EIC does this by providing for a credit against taxes owed, which means that the amount of the credit is subtracted from the total tax owed, regardless of the taxpayer’s marginal tax rate. Additionally, the EIC is refundable, meaning that low-income taxpayers may actually receive a check if the amount of the EIC is greater than the amount of tax they owe.
  Because the tax credit is meant as an incentive for poor people to work, it starts at zero at very low income levels, plateaus at a certain level of income, but then is gradually phased out as income levels rise further.
 

The EIC has become a significant income support program in the U.S. In tax years 2002 and 2003, over 20 million individuals and families in the U.S. received the EIC in amounts that totaled over 37 billion U.S. dollars.
 Some even regard the EIC as a demonstration of the power of the tax system to affect behavior and deal with issues beyond what one would normally considered within the realm of taxation.
 For example, its goals include reducing the tax burden on these individuals, supplementing wages, and providing incentive to work. An individual who has earned no income
 is not eligible for EIC. From another perspective, a primary flaw of the EIC is that its calculation is so enormously complicated that many who are entitled to it do not claim it,
 and those who do often need help from professional tax preparation businesses who prey on their vulnerable position (both from an information and economic standpoint) to loan them their anticipated refund amount for exorbitant processing fees and interest rates.

The EIC Eligibility Rules

Single or married people who worked part-time or full-time at any point during the tax year and file a tax return can qualify for EIC. The amount of the credit depends on the individual’s income and the number of children in her household. If the credit amount is greater than the amount of taxes owed, the balance is paid to the taxpayer. The EIC offsets any additional taxes the worker may owe such as payroll taxes. The amount of EIC a taxpayer can receive depends on her filing status and whether she is supporting any qualifying dependents.
 Taxpayers who choose to file as “married filing separately” cannot apply for EIC. Thus, a couple that is separated but not divorced would not be EIC eligible unless they were willing to file jointly. The one situation in which the couple would not face this bar from EIC is if the taxpayer is married but her spouse did not live with her in the same household for more than six months during the year; then, she could file as head of household and still apply for EIC.

The chart below illustrates that while the amount of EIC a taxpayer is due is related to the taxpayer’s filing status and earned income, the truly determinative factor is the number of qualifying children in the household.
 Notably, the EIC benefits only respond to families with up to two children, beyond which the EIC does not make adjustments. Compare this rule with the Child Tax Credit discussed in Part II. 

EIC Eligibility and Benefits Chart for 2004

	Filing Status
	# of Qualifying Children
	Maximum Adjusted Gross Income to be EIC Eligible
	Maximum EIC
	Adjusted Gross Income to receive Maximum EIC

	Single or Head of Household (25-65)
	0
	$11,490
	$390
	$5,500-$6,000

	Married filing jointly
	0
	$12,490
	$390
	$5,500-$7,000

	Single or Head of Household (25-65)
	1
	$30,338
	$2,604
	$8,000-$14,000

	Married filing jointly
	1
	$31,338
	$2,604
	$8,000-$15,000

	Single or Head of Household (25-65)
	>1
	$34,450
	$4,300
	$11,000-$14,000

	Married filing jointly
	>1
	$35, 450
	$4,300
	$11,000-$15,000


A taxpayer with two (or more) qualifying dependents earning wages up to $14,000 (or $15,000 if married filing jointly) receives the maximum EIC of $4,300. The subsidy diminishes as earnings go higher, ultimately becoming $0 at earnings of $34,450 (or $35,450 if married filing jointly) in a household with two (or more) qualifying dependents.

The EIC’s Interaction with Other Social Programs

The EIC does not count as income in determining eligibility for programs such as cash assistance, Medicaid, food stamps, SSI, or public housing.

In general, filing for EIC does not create “public charge” problems for immigrants as it is not seen as an indication that the immigrant is unable to support herself financially.
 In order for legal immigrants to be eligible for the EIC, they must have a social security number, reside in a main home that is within the United States, and they must have been a “resident alien for tax purposes” for the entire tax year. Being a “resident alien for tax purposes” usually entails having a permanent resident card but the status may also be attained if the individual falls under the categories of Asylee, Refugee, or Temporary Protected Status; Amnesty Temporary Residents and Amnesty Family residents who have been granted Family Fairness or Family Unity Status;
 and applicants for these and other immigration statuses. In order for their children to qualify as a dependent, the child has to have lived with the taxpayer for more than six months of the year the children seek to be considered qualifying children.

The EIC and Non-Traditional Families

After the EIC rules were revised in 2002, a working custodial parent could claim the EIC even if the parent is living with another relative who earns more. In a three-generational household, only one person is eligible to claim the EIC even if more than one family member works and makes an income that would qualify for the EIC. While a child’s parent has priority to claim the EIC, if she chooses not to, an eligible grandparent may claim it.

If the parents are divorced, the one who lived with the child for more than half of the year is entitled to file for EIC regardless of which parent claims the child as the dependent. If both parents lived with the child for more than six months, either could claim the EIC and they would just have to decide who will. If both parents claim the EIC, then the IRS would determine which parent will be accorded the EIC. The IRS will favor the parent who lived with the child the longest. If both parents lived with the child for the same amount of time, the IRS will prefer the parent with the highest adjusted gross income. The parent who does not claim the child for the EIC could still file separately as a worker without qualifying children.

If a couple lives together with their child, and is not married—either out of choice or legal ineligibilty—then one of them would file for EIC as single or head of household with one qualifying child. The other member of the couple could file for EIC as a single worker with not qualifying children. 

Thus, in some ways the EIC eligibility rules prioritize parents. Taxpayers with no children and little earnings qualify for little or nothing, and those with children can claim EIC even if they are living with relatives who earn more. Yet, in other ways the EIC eligibility rules fail to treat equally less traditional models, which, ironically, benefits those less traditional families by shielding them from the severe marriage penalty in the EIC system. 

For instance, when a single parent is already working and qualifying for the full EIC, marriage to another worker can result in an EIC penalty. The combined earnings leads the former single parent’s EIC to be reduced since the family income has been pushed up enough that the family qualifies for less than the former single parent qualified for alone. Consider the EIC eligibility of two couples each with two children and each with a combined taxable earned income of $30,000 for tax year 2004. Non-married Norman and Nancy and married Mark and Mary each makes $15,000, generating a combined income for each couple of $30,000. Norman and Nancy would each be able to claim one child for EIC purposes and receive $2,453 in EIC: their household would be eligible to receive $4,906 in EIC. Mark and Mary, married filing jointly, would be eligible for $1,156 in EIC. 

In the case of couples, the EIC strongly discourages marriage. This EIC structure thus helps reproduce, among the lower income classes, a form of family organization that is traditionally considered not as valuable or legitimate as marriage. For a couple who is raising two children on a combined income of $30,000—keeping in mind that would mean childcare must be outsourced as well—divorce or non-marriage instead of marriage may not only be preferable but necessary.
 The severe marriage penalties of the EIC are not unknown to Congress. In 2000, the Senate proposed to increase the phase-out range by $2,500 for married couples who received the EIC specifically to address the marriage penalty,
 but the bill that included a version of this proposal was vetoed in August 2000.
 There appears to have been no further efforts to mitigate the marriage penalty for EIC-eligible taxpayers that have passed into law. This government-generated economic pressure on lower income classes not to marry will further the lack of social capital garnered by this group as they continue to be described as breeding children out of wedlock presumably out of a lack of awareness, intelligence, or morality.

Part III- Tax Policy Related to Children and Dependents

The part of the paper addressing tax provisions for children and dependents will proceed in three main sections. The first section will lay out the definitions of a dependent and a “qualifying child.” The second section will lay out the various tax provisions that provide benefits for taxpayers with children and dependents. The final section explores issues of fairness and incentives created by these provisions.

The Difference between a Dependent and a Qualifying Child

Prior to the 2005 tax year, each of the various credits and deductions related to having children and dependents had a different definition of who “counted.” As a result of 2004 legislation, however, there is now a unified set of terminology that is used throughout the tax code. 

Tax benefits relating to children and dependents typically fall into two categories. The first are benefits that flow only to taxpayers who have a “qualifying child,” as defined by the tax code and described below. The second category consists of benefits which flow to any taxpayers with a “dependent,” which is defined much more expansively than the qualifying child. Specifically, the definition of a dependent includes a “qualifying child,” but also includes another category of people who the tax code calls “qualifying relatives,” notwithstanding the fact that one does not have to be a relative in order to qualify.

All the provisions relating to children and dependents now apply either to qualifying children specifically or to dependents generally. Within these general categories, each provision still has a couple of distinctive definitional features that the paper will note in a later section. First, however, we will describe the common components that make up the general definitions for a qualifying child and a qualifying relative. 

Defining the Qualifying Child

The common definition of the qualifying child includes four main components.

Relationship

An individual can meet the definition of a qualifying child if the individual is a child (including stepchild or foster child), sibling (including stepsibling), or descendent of a child or sibling of the taxpayer.
 This means that the definition includes grandchildren, nieces and nephews. This definition, however, rules out the use of the benefit in cases where a taxpayer is caring for an elderly relative, such as a parent, grandparent, aunt or uncle. It further rules out the availability of these tax benefits for people who care for non-relatives.

Residence
In order to be a qualifying child, the child must generally have the same principal residence as the taxpayer for more than half the year.
 However, for the purposes of some provisions, including the personal exemption for dependents, there is an exception for divorced and separated parents. In those situations, a non-custodial parent can have a qualifying child if the parents both agree to give the exemption to that parent. This is usually the result of a negotiation, and often ends up giving the exemption to the parent who can most benefit from the exemption based on their tax bracket. 

Age
The definition of qualifying child varies from provision to provision. The general rule, however, is that a qualifying child must be under the age of 19, or under the age of 24 if the child is a full time student.
 There are, however various exceptions. In order to qualify for the tax credit for child and dependent care, a child must be under the age of 13, and the child tax credit is only available for children under the age of 17.

Support

For all of the benefits except for the Earned Income Tax Credit, the qualifying child cannot provide more than one-half of his or her own support.
 Despite this, there is no requirement that the taxpayer claiming the child for tax purposes actually provide the support for the child. That is, financial support could be mainly provided by another adult. 
Rules for When Two Individuals Claim the Same Qualifying Child
For all of the main tax benefits, each child may be claimed by only one relative. In situations where there is a dispute over who can claim the child, the code provides a system of tiebreakers.
 First, parents have priority over non-parents in claiming the qualifying child.
 Second, if both taxpayers are parents, the benefit goes to the parent with whom the child lived for the longest time during the year.
 Finally, if both taxpayers are parents and the child spent equal amounts of time with each parent, or if neither taxpayer is a parent, then the benefit is awarded to the taxpayer with the highest adjusted gross income.
 

Defining the Qualifying Relative

For the benefits that are available to taxpayers with dependents, a taxpayer can claim the benefit if she has either a qualifying child or a qualifying relative. In order to claim a qualifying relative, a taxpayer can claim any relative from a defined list that includes most relatives with reasonably direct relationships, including parents, in-laws, aunts and uncles, cousins, but not including relatives like great-aunts or second cousins. These relatives can be claimed regardless of whether they live with the taxpayer, as long as they earn less than the exemption amount of $3,100 and have to have more than half of their support provided by the taxpayer.
 Further, a child of the taxpayer who because of her age might not otherwise meet the definition of a qualifying taxpayer could still be counted as a qualifying relative. In addition, anyone who lives with the taxpayer, including non-relatives, can be claimed as a qualifying relative, as long as they are part of the taxpayer’s household.
 

Main Tax Benefits for Children and Dependents

This paper will address six main tax benefits for families with children in this country. Two of the largest expenditures in the tax code, the child tax credit and the earned income credit, require a qualifying child.
 Other benefits, including the exemption for dependents, the head of household filing status, the child and dependent care credit, and the deduction for medical expenses, require only a dependent. The table below shows the relative magnitude of some of the major provisions.

	Tax Provision
	Type of Child/Dependent Required
	2005 Tax Expenditure (in billions)


	Child Tax Credit
	Qualifying Child
	46.6

	Earned Income Credit
	Qualifying Child
	39.0

	Deduction for medical expenses 
	Dependent
	7.6


	Child and Dependent Care Credit
	Dependent
	3.0

	Head of Household Filing Status
	Dependent
	Not available

	Additional Exemption for Dependents
	Dependent
	Not available


Each of the tax provisions benefiting children and dependents (with the exception of the Earned Income Credit, which was described in Part II), is summarized below. An analysis of the impact of the rules for determining who qualifies follows.

Child Tax Credit

The Child Tax Credit provides for a tax credit of $1000 for each child under the age of 17, regardless of whether the taxpayer earns any income.
 It was adopted because Congress believed that “that the individual income tax structure does not reduce tax liability by enough to reflect a family's reduced ability to pay taxes as family size increases” and that such a tax credit “will better recognize the financial responsibilities of raising dependent children, and will promote family values.”
 The CTC is conceived of as middle class tax relief, meaning that it is generally not available to most poor taxpayers eligible for the EIC,
 and also phases out at higher levels of income.
 In addition, unlike the EIC, where the credit is capped at two children, under the CTC the taxpayer gets a credit for each qualifying child with no limit. 

Exemption for Dependents

Section 151 of the Internal Revenue Code provides for exemptions (a deduction of around from your taxable income) for any number of people that meet the definition of a dependent. The deduction is adjusted for inflation each year and is set at $3,200 for 2005.
 One idea behind the exemption is that the amount of the exemption approximates the cost of supporting a child at the poverty level.
 The effect of the exemption has been characterized as leveling an income tax only on “clear income,” meaning income above and beyond what it would take to support a family at the poverty level.
 More than likely, the exemption amount was a result of political compromise rather than a principled determination of how much it costs to raise a family, but it certainly goes at least part of the way toward that goal. There is no limit to the number of dependents that a taxpayer may claim,
 and the deduction is phased out for taxpayers at higher income levels.

Child or Dependent Care Credit

This credit is limited to taxpayers who paid for care for their dependents
 so that they could work or look for work.
 The amount of the credit is a percentage (ranging from 20% to 35%, depending on income) of the child or dependent care expenses paid by the taxpayer to a care provider.
 However, the credit has a fairly low limit, meaning that only up to $3,000 of expenses for a taxpayer with one child, and $6,000 for a taxpayer with two ore more children, are eligible to be considered.
 The cap on the expenses does not increase further if the taxpayer has more than two children and does not phase out completely at any income level, although the percentage applied in calculating the credit drops down to 20% at incomes above $43,000. This credit is also limited to taxpayers with dependents under the age of thirteen or dependents who or incapable of caring for themselves.
 

Finally, this credit is only available to taxpayers with earned income. In the case of married taxpayers, the expenses will only be recognized up to the value of the earned income of the spouse with the least income. That is, if one (or both) spouses have no earned income (and thus can theoretically take care of their child), then no credit is available.
 

Head of Household Filing Status

The head of household filing status provides for a tax rate structure for unmarried individuals who are supporting a dependent.
 The benefit of this status is that the head of household marginal tax rates are effectively lower than the tax rates for other single people. For instance, the 15% tax bracket for a single person begins at $29,700 of income for a single person, but does not start until $39,800 for a person filing under head of household status.

Medical Care

The government allows taxpayers to exclude from income the value of employer provided medical care for both the taxpayer and any spouses or dependents.
 The code also allows a taxpayer to deduct the cost of medical expenses of dependents as long as they exceed 7.5% of the adjusted gross income of the taxpayer.
 This can result in substantial tax savings for some taxpayers.

Fairness to Different Kinds of Taxpayers with Dependents

Having laid out the various tax benefits available to people taking care of children or dependents, we now move on to address various alternative family structures and how the income tax treats these families. Clearly, there are almost endless varieties of family structures that the IRS might encounter. 
 And while we should not expect income tax law to account for every possible variation in family structure, the tax code already does account for such rarities as parents of kidnapped children.
 

We can look at these exclusions or inclusions of different family structures through two lenses. First, we might ask if a given provision is fair or unfair to a certain family structure. Second, we might ask if a certain tax provision provides incentives for people to create certain types of family structures. The tax code as a whole obviously creates strong behavioral incentives in business and work choices. And while it is less likely that tax provisions would create strong enough incentives to affect choices about intimate family decisions, there may be rare situations in which borderline decisions are swayed by tax considerations.

General Inclusiveness

On balance, the tax code’s treatment of children and dependents is relatively inclusive, much more so than one might expect. It certainly does not reflect an unwillingness to consider alternate family structures. In particular, the definition of a dependent is quite broad. It includes two significant categories of people that are not part of a traditional nuclear family. First, it includes family members who do not live with the taxpayer as long as the taxpayer supports them, and second, it includes non-relatives as long as they live with and are supported by the taxpayer. 

One might wonder why the definition is so broad. A couple of reasons present themselves. First, Congress might have seen the broad definition of a dependent as a way to incentivize people to take care of others and thus reduce the burden on the government to take care of those who need help. Second, given that the legislative process is certainly a compromise of many different interests, it makes sense that the tax code would reflect to some extent the diversity of families that exist in this country. If, for instance, a Congressman was raised by an aunt, uncle, or grandparent, it would be easy to see how that family type would be included in the definition. 

Even with the broad definition of a dependent, there are still a number of family structures that are either only partially recognized or not recognized by the tax code. They are described below:

Taxpayers Caring for Non-Relatives

On the broadest level, the first question we should ask is whether the tax code primarily includes only relatives in its definition of children and dependents. The answer to this question is mixed. The tax benefits that include any dependent include “qualifying relatives,” a term that somewhat paradoxically includes non-relatives if they live with the taxpayer and earn less than the exemption amount. However, the earned income credit and the child tax credit, two of the largest tax expenditures in this country, limit benefits only to those who care for qualifying children, which does not include non-relatives. 

This mixed response indicates that the Congress has shown some willingness to recognize that American households sometimes include non-family members. This seems like the fairest way to do things, since these tax benefits presumably recognize the increased cost of caring for someone else, and those costs likely do not vary based on whether or not the person is a family member.

In looking at the child tax credit and the earned income credit, we see that the code has taken a more conservative approach and has not included non-relatives. This could be justified by the argument that Congress has simply chosen to target additional tax subsidies at taxpayers who take care of their own children. Given that the traditional American household consists mainly of family members, it is easy to see how the law has drawn the line in this way. However, as family structures become more and more diverse, it bears noting what kinds of families this definition excludes.
 For instance, it excludes taxpayers who take in (without formally adopting) a runaway child, someone who takes in an immigrant child whose parents are temporarily still in their home country, and someone who cares for children while their parents are in jail or in the hospital for an extended period of time. 

This type of judgment does not seem fair to these different types of families. It seems to provide a financial benefit for those who fulfill what many might see as a moral obligation (to care for your own children) while not similarly providing a benefit to those who, out of a sense of charity, agree to care for those who are not their relatives. 

In addition to a fairness issue, however, the “relationship” requirement provides an incentive for taxpayers to establish formal relationships with people they care for. This would most often arise in the situation where an adult is deciding whether or not to adopt a child they are already caring for. None of the individual tax provisions for children provide an enormous amount of money, but between all the provisions a taxpayer could benefit by thousands of dollars by adopting a child that the taxpayer previously had no formal relationship with.

Favoring Parents over Non-Parents – The Tiebreaker Rules

Unlike the previous section, in which we examined whether a benefit should be extended to additional taxpayers, the tiebreaker rules illustrate a zero sum game in which the tax benefits are allocated to either one taxpayer or another. If two people both wish to claim the same qualifying child, the code uses a tiebreaker rule through which parents have priority over non-parents.

This is an example of the code using the strength of a blood relationship as a proxy for determining the strength of actual bonds between people. The main benefit of this type of rule is that it avoids the administrative challenge of having the IRS conduct complex factual determinations about who is actually caring for the children. However, this rule fails to acknowledge the complexity that exists in some households by favoring formal blood ties at the expense of less formal ties established through other means, such as emotional or financial support provided by one person to another. 

This could result in some unfairness in situations where non-parents are actually doing more of the care giving. The good news is that this is a rare situation, given that it would only arise when two adults (one parent and one non-parent) living in the same household were fighting over who would receive the tax benefit. And in the end, it seems impossible for the tax code to avoid using administrative shortcuts and proxies for actual care giving.    

Taxpayers Caring for Parents

As the age demographics of the American population change, caring for elderly parents is becoming larger and larger job for our society. However, tax policy seems to have not yet fully recognized this. As noted earlier, Congress has added more and more tax benefits to try to offset the financial burden of caring for children.
 However, it has been slower in making a commitment to recognizing and alleviating the financial burden of caring for elderly adults. Of the six tax benefits available to taxpayers taking care of children and dependents, two of the largest ones (the CTC and EIC) are not available for those caring for their parents. Further, other tax benefits may not be available if the elderly parent has some small amount of income that exceeds the exemption amount.

The fact that Congress has been hesitant to use the tax code to alleviate the financial burden of adults caring for their elderly parents should and probably will change. First, rising health care costs often make the cost of caring for elderly relatives significantly higher than the cost of caring for young children.
 Second current issues with the social security system make it likely that more and more children will have to care for their parents when social security checks are not sufficient. Finally, senior citizens are a powerful political lobby, making it even more likely that Congress will use the tax system to address the costs that many Americans bear in caring for their elderly parents.

Divorced Couples

Somewhat surprisingly, the tax code actually bestows something of a benefit on divorced couples. Often, when two parents divorce, a lengthy negotiation ensues whereby items of economic value are divided between the two parties. Among the items on the negotiating table, typically are exemption for dependents and the child tax credit. These credits can be claimed by either parent pursuant to an agreement between the two parties. This means that the parties typically elect to give the credits and deductions to the party who can most benefit from them based on their respective tax brackets. Then, the tax savings that result from that decision are effectively split between the two parties by giving some other benefit to the party who does not get the tax benefits. 

This effectively puts the divorced parents ahead of where two parents who were never married would be. In the situation of two never married parents, the credits and deductions must be given to the parent where the child spent the most time, regardless of which parent could most benefit from the deduction. This precludes the parties from making an agreement whereby the parent with the most to gain takes the deduction, and the other parent is rewarded with something else of value. 

This tax treatment might be justified by arguing that in the end, the child is the beneficiary of allowing the parent with the most favorable tax position to claim these benefits and deductions. However, this does not explain why children of never married parents should not receive the same benefit that divorced parents receive with respect to the dependency deduction and the child tax credit. 

However, there are places in the code where divorced parents do not receive special treatment. With respect to the earned income credit and the child and dependent care credit, a child only qualifies with the parent whom he or she lived with for more than half the year. Interestingly, this is one of several examples where Congress has been willing to grant less flexibility with the EIC than with the child tax credit, indicating that it is less willing to provide for flexibility in the tax code where poor people are concerned, and where a refund is possible. While wealthier parents can negotiate the child tax credit back and forth, poor parents do not have the benefit of giving the tax credit to the parent who can best use it. This could be justified by arguing that the EIC should only go to the household the child lives with, and that the EIC must go to a family in need. However, given the nature of negotiations of these credits and deductions, it is likely that in the end the child and the poor parent would benefit, even if it were possible that a parent who is not poor would also benefit.

Parents Paying Family Members for Child Care

One interesting feature of the child and dependent care credit is that taxpayers are not allowed a credit for childcare expenses paid to individuals, only childcare providers, meaning that you could not get a credit for paying a family member or friend to care for your child.
 This provision is justified as a means of preventing fraud, but it also has a perverse incentive. If allowed, a taxpayer would likely prefer to have her child cared for by a family member (like an aunt) than by strangers. Further, the aunt who is thinking about taking a job caring for children would often rather care for her nieces and nephews than for strangers. Thus, this provision has two likely effects. First, this provision closes down an opportunity for a government policy to improve the strength of familial bonds that would often take place when one family member takes care of another. Second, the quality of care that children receive is likely to be lower when children cared for by non-relatives, as one would expect that childcare providers would care better for their own relatives than for strangers.

Financial Support Generally Not a Requirement

It is interesting that with respect to qualifying children, there is no requirement that the person claiming the child actually financially support the child. Instead, there is simply a requirement that the child not support himself or herself. The financial support question only arises with respect to taxpayers taking care of dependents other than their children. The residence requirement in the qualifying child definition makes it more likely that the person claming the benefit actually supports the child, but there is no requirement of that. For instance, consider a case of two parents who were never married and have a son who lives with his unemployed father for eight months of the year. Even if the mother provides an overwhelming percentage of financial support, the father would still receive all the tax benefits. Again, this represents a decision by Congress to choose a more formal, administratively simple solution over one that would require the parties or the IRS to make a more difficult factual determination about who actually provides more financial support to the child. 

Part IV – An Application to Some Example Families
Having now addressed each of the tax provisions that affect children and families, we move on to analyze how the tax code functions as a cohesive whole to benefit certain types of families. The charts below assess the overall income tax burden of a number of different family types at different income levels. These charts do not include payroll taxes, in order to keep the charts simple and because payroll taxes do not vary with regard to family type. However, it should be noted that payroll taxes are a significant portion of the tax burdens of most individuals and families, and thus the differences in income tax levels here seem proportionally larger here than if payroll taxes had been included. 
Married vs. Unmarried Couples

One of the first and most obvious comparisons, as discussed in Part I, is between unmarried couples without kids and married couples without kids. This is in some ways the most straightforward comparison because it compares two sets of people who are in almost exactly the same situation except for their formal family status. 

The simplest comparison, as shown in Table 1, arises if both partners in the couple make equal income. With this assumption, as the table below notes, the married couple encounters a marriage penalty at the $10,000 income level, no marriage penalty or marriage bonus at the $70,000 level, and a very small marriage penalty again at the $140,000 level. The reason for the difference at the $10,000 level is the Earned Income Credit, which includes a significant marriage penalty.
 At the $70,000 level, because the married filing jointly bracket is exactly twice the size of the single individuals tax brackets, the two couples tax burdens are exactly the same. Finally, at the $140,000 level, the married couple again pays higher taxes than the unmarried couple because the tax bracket for married people is not quite twice as large as the tax bracket for single people. 

Table 1 – Married Couples vs. Nonmarried Couples (Assuming Dual Equal Earners)
	
	Wages/AGI
	Standard Deduction and Exemptions
	Taxable Income
	Tax Due Before Credits
	EIC
	Income Tax Paid

	Unmarried Couple
	$10,000
	$16,400
	0
	0
	$768
	-$768

	Married Couple
	$10,000
	$16,400
	0
	0
	$285
	-$285

	
	
	
	
	
	
	

	Unmarried Couple
	$70,000
	$16,400
	$53,600
	$7,310
	$0
	$7,310

	Married Couple
	$70,000
	$16,400
	$53,600
	$7,310
	$0
	$7,310

	
	
	
	
	
	
	

	Unmarried Couple
	$140,000
	$16,400
	$123,600
	$24,230
	$0
	$24,230

	Married Couple
	$140,000
	$16,400
	$123,600
	$24,339
	$0
	$24,339


However, if the two partners in the couple have unequal incomes, as shown in Table 2 for couples where one spouse earns 80% of their joint income and the other earns 20%, the situation changes. At the $10,000 income level, a (smaller) marriage penalty still exists because of the disadvantage for married people in the EIC. However, at higher income levels, the marriage penalty is instead a marriage bonus, in part because the high earner in the unmarried couple will find him or herself in a higher tax bracket.

Table 2 – Married Couples vs. Nonmarried Couples (Assuming 80%/20% Earning Ratio)
	
	Wages/AGI
	Standard Deduction and Exemptions
	Taxable Income
	Tax Due Before Credits
	EIC
	Income Tax Paid

	Unmarried Couple
	$10,000
	$16,400
	0
	0
	$440
	-$440

	Married Couple
	$10,000
	$16,400
	0
	0
	$285
	-$285

	
	
	
	
	
	
	

	Unmarried Couple
	$70,000
	$16,400
	$53,600
	$9,195
	$0
	$9,195

	Married Couple
	$70,000
	$16,400
	$53,600
	$7,310
	$0
	$7,310

	
	
	
	
	
	
	

	Unmarried Couple
	$140,000
	$16,400
	$123,600
	$26,175
	$0
	$26,175

	Married Couple
	$140,000
	$16,400
	$123,600
	$24,339
	$0
	$24,339


Finally, in Table 3 we see that comparing a married couple where only one spouse works to an unmarried couple where only one person works, the marriage bonuses get even bigger. Even at the $10,000 income level, there is a marriage bonus, and at the higher income levels, the bonus reaches between $4,000 and $7,000.

Table 3 – Married Couples vs. Nonmarried Couples (Assuming Single Earner)
	
	Wages/AGI
	Standard Deduction and Exemptions
	Taxable Income
	Tax Due Before Credits
	EIC
	Income Tax Paid

	Unmarried Couple
	$10,000
	$16,400
	0
	0
	$132
	-$132

	Married Couple
	$10,000
	$16,400
	0
	0
	$285
	-$285

	
	
	
	
	
	
	

	Unmarried Couple
	$70,000
	$16,400
	$53,600
	$12,115
	$0
	$12,115

	Married Couple
	$70,000
	$16,400
	$53,600
	$7,310
	$0
	$7,310

	
	
	
	
	
	
	

	Unmarried Couple
	$140,000
	$16,400
	$123,600
	$31,410
	$0
	$31,410

	Married Couple
	$140,000
	$16,400
	$123,600
	$24,339
	$0
	$24,339


This reflects the basic dilemma of the current income tax rate schedules, as discussed in Part I. If the tax brackets for married people are exactly twice as wide as for single people, then there will be no marriage penalty for dual earner couples with equal incomes and a marriage bonus for couples with unequal incomes. However, if the married person’s tax bracket is less than twice as wide as the single individual’s tax rate schedule to reduce the marriage bonus, then a marriage penalty crops up for couples with two equal earners. 

Finding the fairest solution to this problem is especially important for a few reasons. First, the number of couples who have chosen to live together for a significant period of time before marrying has grown significantly in recent years.
 Second, the fact that homosexual couples cannot be recognized as married under current federal tax law obviously places the burdens and benefits of the marriage penalty and marriage bonus disproportionately on those couples. A solution to this dilemma can perhaps be found by considering the prevalence of dual equal earner couples vs. single earner couples in our country. Fifty years ago, dual earner couples with relatively equal incomes were very rare. Today, they are more common, but still not the majority. About 25% of married couples today have an “egalitarian” earnings relationship, defined as each partner earning between forty percent and sixty percent of the total income of the couple.
 Thus, one could argue that it is not justified that the married couple and unmarried couple are treated the least fairly in the most common situation, where there are two unequal earners in the household, as is the case now. If (or when) the egalitarian couple becomes the most common, it would make more sense to further eliminate the marriage penalty for the egalitarian couple, even if it creates a marriage bonus in the then less common situation of a unequal earning couple.

Married Couple with No Kids vs. Married Couple with Two Kids

Table 4 compares the amount of income taxes paid by a married couple without kids and a married couple with two kids. The presence of the two children decreases income tax owed by about $2,000 at all income levels.
 

Table 4 – Comparing Married Couples with No Kids and Two Kids

	
	Wages
	Deductions and Exemptions
	Taxable Income
	Tax Due Before Credits
	Child Care Tax Credit
	CTC
	EIC
	Income Tax Paid

	Married Couple with 2 Kids
	$10,000
	$22,800
	$0
	$0
	$0
	$0
	$4,010
	-$4,010

	Married Couple with 0 Kids
	$10,000
	$16,400
	$0
	$0
	$0
	$0
	$285
	-$285

	
	
	
	
	
	
	
	
	

	Married Couple with 2 Kids
	$70,000
	$22,800
	$47,200
	$6,350
	$1,200
	$2,000
	$0
	$3,150

	Married Couple with 0 Kids
	$70,000
	$16,400
	$53,600
	$7,310
	$0
	$0
	$0
	$7,310

	
	
	
	
	
	
	
	
	

	Married Couple with 2 Kids
	$140,000
	$22,800 
	$117,200 
	$22,630 
	$1,200
	$0 
	$0 
	$21,430 

	Married Couple with 0 Kids
	$140,000
	$16,400 
	$123,600 
	$24,339 
	$0 
	$0 
	$0 
	$24,339 


Looking at these numbers, one question to ask is whether the tax code is generally “fair” with respect to individuals with children generally. The tax benefits for raising children are definitely less than what most parents spend on their children, which have been estimated at between $7,000 and $16,000 a year, depending on the age of the child and the income level of the parents.
 This raises the question: Should the government provide additional support in the tax code so that having (additional) children does not reduce a family’s standard of living? Individuals without children might argue that having a child provides significant social value (happiness) to parents, and the government does not need to compensate those parents as if child rearing were an unwanted burden. Others, however, might argue that the tax code is not going to convince people to have more or less kids, so we are better off trying to ensure that the children that are being raised in our society are provided for.

There are at least three possible reasons why the government might want to partially or fully offset the costs of raising children. 

The first reason is related to the purpose of the income tax, which is to assess a level of tax based on the taxpayer’s ability to pay. Having a child clearly and unavoidably reduces the taxpayer’s ability to pay taxes, and it therefore makes the most sense to assess their ability to pay only after considering their expenses in raising children. 

The second reason is an economic reason, that the high costs of childcare distort the job selection process, particularly for low-income taxpayers and second earners, and thus hurts the economy.
 If the costs of child care approach the financial benefits of work, there is limited incentive to work, and greater incentive to stay home and take care of children. 

The final reason is a moral argument that we do not want to send a family into poverty because of their choice to have a child. This final reason is most compelling if we look at this from the child’s perspective. Having children grow up in poverty is neither good for society nor fair to the individual children, and creating a tax system which mitigates the steep cost of raising children might have a positive effect on society as a whole. 

Which of these three rationales has motivated Congress? Given the mechanisms Congress has chosen, it is most likely the first or the second reason. If the moral rationale was the most compelling, it would have suggested a solution that creates additional tax benefits for poor families with children, but not necessarily wealthier families. However, Congress has generally taken the opposite approach. It has devoted $10 billion more to the child tax credit than the earned income credit. Further, the EIC, the only tax credit targeted directly at poor families, was first created as a flat amount regardless of how many children the family had. It now provides a somewhat larger (but not quite twice as large) credit for two children as opposed to one. However, parents with three or more children receive the same credit as those with two children. This stands in contrast to the child tax credit, targeted at the middle class, which provides an equally large credit for each child, regardless of the size of the family and the number of children. 

Thus, we see that Congress seems hesitant to fully commit to the idea of using the tax code to support the ability of poor families to have additional children without sinking the families into poverty. One can speculate that Congress is worried about the incentive for poor mothers to have children. It is extremely unlikely that the tax code will influence the decisions of middle and upper class taxpayers to have children. The size of the tax benefits for children are likely not nearly large enough to alter such an important and personal decision. However, with respect to poor Americans, economics could play a significant factor in deciding whether or not to have kids. Poor parents may decide on their own that they are unable to financially support additional children, or the tax code might reduce the financial disincentive to have a child.

The current law seems to reflect the (more conservative) concern that creating government programs that provide more money for each additional child will result in poor mothers having kids in order to gain the additional cash benefit.
 The caricature of the “welfare queen” exemplifies precisely those kinds of worries. However, this policy choice seems misguided. First, given that the costs of raising a child are always less than the tax benefits, the current tax benefits are not creating an incentive to have an additional child, only reducing the disincentive. Given that, it makes little sense that poor women would have a child just for the cash benefit, since they would always come out with even less resources than when she started. And second, this policy decision rests on the belief that poor parents can and should be discouraged from having children. One would hope we would at least aspire to a society when someone’s financial situation would not determine their ability to have children. Further, these kinds of disincentives do not seem to actually work, as poor people are more likely to have additional children than wealthier people are. If poor people continue to have children, it would make sense to at least partially offset the costs to avoid punishing children for the circumstances in which they grow up.

Single Person v. Married Couple

In thinking about tax fairness, the married couple is usually compared (as we have done above) to the unmarried couple. By ensuring that we keep rates for married couples and unmarried couples roughly comparable (in order not to create an incentive or disincentive to marry), we have made the married filing jointly tax bracket roughly double the size of the single individual’s tax bracket. For instance, the 25% tax bracket kicks in at $29,700 for single individuals, and at $59,400 for married people. 

This policy decision has interesting effects on a comparison between a household containing one single individual with a household containing two married people. As we see in Table 5, the married couple pays about $300 less in taxes at the $10,000 level, about $4,800 less at the $70,000 level, and about $7,100 less at the $140,000 income level. 

Table 5 – Comparing a Single Person to a Married Couple

	
	Wages
	Deductions and Exemptions
	Taxable Income
	Tax Due Before Credits
	EIC
	Income Tax Paid

	Single Person
	$10,000
	$8,200
	$1,800
	$180
	$132
	$48

	Married Couple
	$10,000
	$16,400
	$0
	$0
	$285
	-$285

	
	
	
	
	
	
	

	Single Person
	$70,000
	$8,200
	$61,800
	$12,115
	$0
	$12,115

	Married Couple
	$70,000
	$16,400
	$53,600
	$7,310
	$0
	$7,310

	
	
	
	
	
	
	

	Single Person
	$140,000
	$8,200
	$131,800
	$31,410
	$0
	$31,410

	Married Couple
	$140,000
	$16,400 
	$123,600 
	$24,339 
	$0 
	$24,339 


Part of this difference (about $1500 at the $70,000 and $140,000 income levels
) is due to the second personal deduction and exemption that a married couple has. This personal exemption and deduction theoretically covers the basic costs of having an additional person in the household. However, the reason for the remainder of the difference is harder to explain.

One way to think about this is to consider why a woman who makes $70,000 should see her tax bill drop by one third just for getting married to someone with no income. There are two possible reasons. The first is that the personal exemption does not really cover the entire cost of having an additional person in the household. That is, a single person with $70,000 in income is “richer” than a married couple with $62,000. Under this theory, it could make sense to reduce the tax burden of the married couple. However, we would then immediately run into the problem of an increased marriage bonus. This simply serves to illustrate that the goal of equality between single people and married people is at odds with the goal of equality between married couples and unmarried couples. 

Married Filing Jointly v. Married Filing Separately

Taxpayers who are married do not have to file a joint return. They can elect to file as married, filing separately. Typically, this is not a good choice because it is the highest tax rate. It is the same as if each spouse doubled their income, computed the tax using the joint tax-rate schedule, and then split the result in half. The results for a married couple where one spouse earns $56,000 and one spouse earns $14,000 are shown in Table 6.
Table 6 – Married Filing Jointly vs. Married Filing Separately Assuming 80%/20% Earnings Split

	
	Wages/AGI
	Deductions and Exemptions
	Taxable Income
	Income Tax Paid

	Married Filing Jointly
	$70,000
	$16,400
	$53,600
	$7,310

	Married Filing Separately
	$70,000
	$16,400
	$53,600
	$9,623


Married filing separately is primarily for those spouses who do not trust each other. This might occur when the spouses do not want to incur joint and several liability for a joint return,
 when the spouses do not want the other to know their income, or for those spouses who are still married but are not really talking to each other. 

While these situations may not be the most common, it is worth considering the implications that the tax code may have on the way spouses interact. For instance, an estranged couple who refuse to divorce for religious, cultural, or other reasons must choose whether to compromise their desire for secrecy from their spouse in order to minimize tax liability. As noted above, the decision to file jointly could save them over $2,000.
 

Effectively, a couple that trusts each other and is open to each other about finances will generally not need to consider whether to file separately. It should be noted, though, that there are a few cases in which filing separately can make good tax sense. For instance, if one partner has high medical expenses that could only be deducted by filing separately, it could actually save money.

Conclusion 

Returning to the questions raised in the introduction about why the tax code treats different conceptions of the family the way it does, it seems that there is no all-encompassing answer. At times, the tax code seems to favor a traditional family structure, and at times the code is more inclusive than we expect. Even the same rules can favor different family structures depending on the income level of the family and the income allocation within the family. However, some patterns are discernible.

While the tax code does not force a “traditional” conception of the family (i.e., single-earner married couple with two children) on society, it does seem to accept that model as the norm against which the basic rules are drawn. It follows that many of the provisions favor taxpayers who fit the traditional model, which, in turn, create a privately appreciable and publicly perceptible mechanism to valorize a particular model of household organization.

Further, even as the tax code tends to be inclusive for many taxpayers, this is not as much the case for low-income earners. This is especially significant because the less a taxpayer earns, the more influence small economic incentives will have on their behavior.  The Earned Income Credit, which is the main tax benefit for low-income earner, is significantly more restrictive than other counterparts principally available for higher income taxpayers. The EIC includes a very significant marriage penalty, is limited to no more than two children, and does not provide the divorced parents the ability to allocate the credit as they see fit. These policy choices are in contrast to the Child Tax Credit and the exemption for dependents, which have none of these features. To what extent wealthier individuals adjust their private decisions regarding division of market and non-market labor in a relationship, child birth, care of dependents, marriage and divorce based on the impact of tax laws is unknown. However, given the desperate economic situation that many EIC taxpayers face, it is possible that these provisions will affect decisions like whether a taxpayer has additional children, whether she chooses to cohabitate instead of marrying, and whether she adopts the child of an incapacitated relative instead of watching the child enter the foster care system. 
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� Some deductions are limited by a percent of the adjusted gross income. For example, a taxpayer’s medical deductions are allowed only to the extent they exceed 7.5% of her adjusted gross income. Miscellaneous itemized deductions must exceed 2% of AGI before they are allowed. In the right situation, one spouse may have substantial deductions that are erased by the income of the other spouse. For example, assume one spouse has $3,000 in medical deductions and an adjusted gross income of $10,000, while the other spouse has no medical expenses and an adjusted gross income of $50,000. Filing separately would require a reduction of only $750 (7.5% of $10,000) rather than $4,500 (7.5% of $60,000) -- a net additional itemized deduction of $2,250.--CITE
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