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March 4, 2005

The President's Advisory Panel on Federal Tax Reform 
1440 New York Avenue, N.W. 
Suite 2100 
Washington, D.C. 20220


RE:
Comment Letter on Revising the Internal Revenue Code to Make it Simpler 


and Fairer for American Families

Dear Panel Members:


The Human Rights Campaign (“HRC”) applauds the efforts being undertaken by the President's Advisory Panel on Federal Tax Reform (the “Panel”) to construct a fairer and simpler Internal Revenue Code (the “Code”) for American families.  HRC is a bipartisan organization that works to advance equality based on sexual orientation and gender expression and identity to ensure that gay, lesbian, bisexual and transgender Americans can be open, honest and safe at home, at work and in the community.  Founded in 1980, HRC has close to 600,000 members.  


As demonstrated by the 2000 Census, there is a significant percentage of American families whose makeup is different from what was once considered a traditional family.  Recent studies show that there are more than three million same-sex couples living in committed, long-term relationships.  These couples are paying taxes and raising children.  Data also shows that there are over one million children being raised by same-sex couples. Even more significant to your efforts to reform our tax laws, these numbers are growing.


The Code – in its current form – results in unfair treatment of families headed by lesbian and gay couples.  HRC strongly encourages the Panel to adopt proposals that will remedy this unfair treatment.  The following is a limited sample of tax provisions that result in inequitable tax consequences for gay and lesbian couples and their children; we would be happy to provide a more exhaustive review of such provisions in subsequent submissions to the Panel.

1. Definition of “Dependent”


26 U.S.C. § 152 provides a definition of “dependent” that is repeatedly used throughout the Code in determining a taxpayer’s eligibility for and/or the amount of various tax deductions, credits or other tax savings.  This definition, as amended by the Working Families Tax Relief Act of 2004 (the “Act”) (P.L. 108-357, effective January 1, 2005), fails to recognize the important and very real familial relationships of the millions of American families led by gay and lesbian couples.  Specifically, it excludes children who live in the same home as the taxpayer and receive more than half their financial support from the taxpayer but who are not the taxpayer’s biological or adopted child.  For example, a child who lives with his or her parent and the parent’s domestic partner cannot qualify as the “dependent” of his or her parent’s partner even if the partner lives with the child and provides more than half of his or her financial support.  Because sixty percent of children raised by same-sex couples live in states that do not permit same-sex domestic partners to legally adopt their partner’s children, gay and lesbian parents often have no means by which to qualify their child as a “dependent” under the Code.  


Numerous Code provisions incorporate by reference section 152’s definition of “dependent” and its definition of a “qualifying child” in determining the application of various tax rules, including the Earned Income Tax Credit (“EITC”), 26 U.S.C. § 32, the Child Tax Credit, 26 U.S.C. § 24, Health Flexible Spending Accounts (“Health FSAs”), 26 U.S.C. § 125, and the “Head of Household” definition for purposes of determining a taxpayer’s standard deduction, 26 U.S.C. § 2.  Unless and until the definition is changed to better recognize the American families being led by gay and lesbian individuals, millions of Americans will continue to confront unjust tax consequences.  Ultimately, it is the children in these families that suffer from the resulting reduction in these families’ economic security.


2.
Tax on Employer-Provided Health Benefits to Domestic Partners


Current rules under the Code regarding employer-provided heath care place undue burdens on both employers that provide health care coverage to domestic partners and on the employees who depend upon these benefits to provide security for their families.  Employers that provide health benefits to their employees typically pay a portion of the premium –if not the entire premium.  Currently, the Code provides that the employer’s contribution of the premium for an employee’s spouse is excluded from the employee’s taxable income.  An employer’s contribution for the domestic partner’s coverage, however, is included in the employee’s taxable income as wages.  For many employees this can result in several thousands of dollars in additional tax liability and can deter use of the coverage.  Employers that provide domestic partner coverage are also burdened under current rules because when contributions for domestic partner benefits are included in employees’ wages, employers pay higher payroll taxes.  Additionally, employers must maintain separate payroll functions for the income tax withholding and payroll tax of employees who receive domestic partner coverage.   Thus, the employer is penalized for making a sound business decision that contributes to stability in the workforce and expands health insurance coverage for American families.
3.
Negative Gift Tax and Estate Tax Implications for Domestic Partners


Under current rules, a husband and wife may make unlimited transfers of capital or income between themselves and such transfers are not taxable to either the husband or wife as transferor or transferee.  In contrast, when an individual transfers an asset to his or her domestic partner, the individual is liable for tax on the fair market value of the transferred asset.  For example, if an individual is in a long-term committed relationship with his domestic partner and desires to put the domestic partner on the title to his house, the individual would be subject to tax equal to the fair market value of the asset transferred (i.e., 50% of the fair market value of the house at date of transfer).  In addition to exempting transfers between a husband and wife while both are alive, the Code also exempts amounts transferred to a surviving spouse from a decedent’s taxable estate.  For same-sex couples who are legally barred from marriage, this exemption is not available.  The practical effect of these two rules is that, in contrast to married couples, domestic partners are unduly burdened by substantial tax liabilities.
4.
Taxation of Retirement Savings


Under current law, when a retirement plan participant dies, plan benefits must be distributed in a lump sum or remain in the plan to be distributed in accordance with the minimum distribution requirements of Code section 401(a)(9).  In practice, plan sponsors typically distribute plan benefits in a lump sum to the beneficiary, which results in current taxation.  This problem does not exist if the beneficiary is the deceased participant’s surviving spouse because the surviving spouse may transfer plan benefits to an IRA or a retirement plan in which he or she is a participant.  This entitlement is valuable because (a) it allows the surviving spouse to defer taxation of the proceeds, often until the survivor is in a lower tax bracket during retirement; and (b) it protects the surviving spouse from being forced to withdraw from an investment account when its value may be depressed.  Because gay and lesbian couples are treated as strangers under federal tax and pension law, the surviving partner beneficiary is forced to take the benefits in a lump sum and pay tax immediately (often at a higher rate than normal because the lump sum pushes the beneficiary into a higher tax bracket).  One approach available to the Panel with respect to the rollover of plan benefits, and more generally with respect to employer-provided benefits, would be to allow individuals to select a designated beneficiary under a retirement or health plan who would have the same rights as a spouse under the Code.


The above examples describe but a few of the rights and benefits under the federal tax code that are denied to lesbian and gay families.  The Panel’s efforts to make the Code simpler and fairer presents a unique and needed opportunity to address this inequity and relieve millions of working American families from unfair tax burdens.  Indeed, the Panel cannot truly achieve its objective of remedying the tax complexities and inequities that currently exist for both individuals and businesses without correcting the inequities gay and lesbian Americans face.  We would welcome the opportunity to meet with or testify before the Panel to discuss in greater detail the inequitable treatment of gay and lesbian families under the Code.  We are hopeful that your consideration of our views and your examination of current policies will contribute to meaningful reform of the Internal Revenue Code.  



We appreciate the opportunity to provide our views on this very important subject.
Sincerely,
David M. Smith

Vice President, Policy and Strategy 
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