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The President is committed to reducing the 
deficit through a balanced approach—one 
that restrains spending across the budget, 
including in the tax code; asks the wealthiest 
among us to contribute to deficit reduction; and 
lays the foundation for future growth� That is 
why the President is calling on the Congress 
to undertake comprehensive tax reform to cut 
rates, cut inefficient tax breaks, cut the deficit, 
and increase jobs and growth in the United 
States—while observing the “Buffett Rule” 
that people making over $1 million should not 
pay lower taxes than the middle class� 

Tax reform is critical to rebuilding our 
economy to be stronger and more stable than 
in the past�   Two of our biggest economic 
challenges—creating jobs and reducing long-
term deficits—both depend on a simpler, fairer, 
more progressive tax system than we have 
today�  

The Administration believes, like many 
others, that tax cuts play an important role in 
job creation�  But the Administration believes 
that broad tax cuts for the middle class—
rather than for only the wealthiest one or two 
percent of Americans—are far more effective 
at creating jobs and growing the economy�   
When millions of middle class families across 
the country have more money in their bank 
accounts to spend in their communities, 
businesses large and small can grow, innovate, 
invest, and hire�  The success of the American 
economy has long been built on the vibrancy 
of our middle class, and our efforts to create 
a tax system that is fairer, simpler, and more 
progressive reflect that reality�

Tax reform is also an important part of 
reducing our long-term deficits and placing 
our country on a fiscally sustainable path�   
We cannot address a deficit a decade in the 
making through spending cuts alone—that 
is, unless we, as a country, agree to cut every 
program in the entire budget by more than a 
quarter, including all defense spending, Social 
Security and Medicare benefits, and veterans’ 

benefits, along with everything else�   The 
Administration believes in a balanced approach 
that cuts spending responsibly, but also asks 
the most well-off in society—many of whom, 
through loopholes and other exemptions, pay 
less in taxes than most middle class families—
to contribute their fair share towards reducing 
the deficit and healing our economy�

CompreHensive Tax reform

The tax code has become increasingly 
complicated and unfair� Changes enacted 
during the previous Administration were 
skewed in favor of the wealthiest taxpayers 
and reduced the tax code’s overall progressivity�  
Under today’s tax laws, those who can afford 
expert advice can avoid paying their fair 
share and interests with the most connected 
lobbyists can get exemptions and special 
treatment written into our tax code� While 
many of the tax incentives serve important 
purposes, taken together the tax expenditures 
in the law are inefficient, unfair, duplicative, 
or even unnecessary� The corporate tax system 
provides special incentives for some industries, 
like oil and gas producers, yet fails to provide 
sufficient incentives for companies to invest in 
America� Because our corporate tax system is 
so riddled with special interest loopholes, our 
system has one of the highest statutory tax 
rates among developed countries to generate 
about the same amount of corporate tax 
revenue as our developed country partners 
as a share of our economy; this, in turn, hurts 
our competitiveness in the world economy� In 
addition, a large fraction of the tax code is now 
temporary and expires periodically, adding 
uncertainty for households and businesses, 
and complicating the fiscal outlook�

The result is a tax code that neither 
serves the American people nor our economy� 
Recent data show that the tax code places a 
relatively light tax burden on the wealthiest 
Americans� As Warren Buffett has pointed 
out, his effective tax rate is lower than his 
secretary’s, although this is not true for 
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many small business owners and others who 
primarily receive labor income�  The tax code 
also places a substantial compliance burden 
on taxpayers� For instance, taxpayers filing 
Form 1040 spent an average of 21 hours 
preparing their returns and most taxpayers—
about 60 percent—find themselves paying tax 
preparers to fill out their returns� We have 
not had a comprehensive reform of our tax 
code in a generation� The last time we had 
one, the Internet was a small tool used by 
researchers, the Euro did not exist, and global 
supply chains and commerce were far less 
developed� The time has come for tax reform 
to modernize our tax code, make it fairer, and 
to reduce its complexity� 

That is why the President is calling on the 
Congress to enact comprehensive tax reform 
that meets five principles (see box above)� 
This will make our tax code simpler, fairer, 
and more efficient—and end a system that 
allows households making millions of dollars 
annually to pay lower tax rates than middle-
class families�

This tax reform would make an important 
contribution as part of a balanced plan to 

reduce the deficit� For individuals, the high-
income tax cuts enacted in 2001 and 2003 
would be allowed to expire and additional 
inefficient tax breaks would be cut to raise 
an additional $700 billion while observing 
the Buffett Rule and making the tax code fair 
for all Americans� For corporations, deficit 
neutral tax reform would make businesses 
pay for the cost of any of the roughly $300 
billion in temporary tax breaks over the 
next decade that would be continued as 
part of the reform but have generally been 
deficit financed in the past, like the Research 
and Experimentation credit� Together, 
individuals and corporations would be 
contributing roughly proportionately to 
deficit reduction�

speCifiC measures To CuT ineffiCienT 
Tax Breaks and improve ComplianCe

The President recognizes that comprehensive 
tax reform will take time and will not be easy�  
However, the President also believes that the 
Joint Committee must take action now that 
locks in improvements in our tax code that 
increase fairness and efficiency while helping 
put the Nation on a sustainable fiscal course�  

PRINCIPLES FOR TAX REFORM

1. Lower tax rates. The tax system should be simplified and work for all Americans 
with lower individual and corporate tax rates and fewer brackets.

2. Cut Inefficient and Unfair Tax Breaks. Cut tax breaks that are inefficient, unfair, 
or both so that the American people and businesses spend less time and less money 
each year filing taxes and cannot avoid their responsibility by gaming the system.

3. Cut the deficit. Cut the deficit by $1.5 trillion over the next decade through tax 
reform, including the expiration of tax cuts for single taxpayers making over $200,000 
and married couples making over $250,000.

4. Increase job creation and growth in the United States. Make America stronger 
at home and more competitive globally by increasing the incentive to work and invest 
in the United States.

5. Observe the Buffett Rule. No household making over $1 million annually should 
pay a smaller share of its income in taxes than middle-class families pay. As Warren 
Buffett has pointed out, his effective tax rate is lower than his secretary’s. No house-
hold making over $1 million annually should pay a smaller share of its income in 
taxes than middle-class families pay. This rule will be achieved as part of an overall 
reform that increases the progressivity of the tax code.
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To begin the national conversation about 
tax reform, the President is offering a 
detailed set of specific tax loophole closers 
and measures to broaden the tax base 
that, together with the expiration of the 
high-income tax cuts, would be more than 
sufficient to hit the $1�5 trillion target for 
tax reform and  cut inefficient expenditures 
as well as move the tax system closer to 
observing the Buffett Rule� These measures 
include: cutting tax preferences for high-
income households; eliminating special tax 
breaks for oil and gas companies; closing the 
carried interest loophole for investment fund 
managers; and eliminating benefits for those 
who buy corporate jets� It is incumbent on 
everyone who supports comprehensive tax 
reform to not only call for lower rates but 
to identify specific tax loopholes and tax 
expenditures that they would be willing 
to reform or eliminate as part of a reform 
effort� The President is making good on this 
commitment by putting forward a specific, 
scorable set of tax expenditure reforms�

Tax reform should draw on items listed here, 
together with the elimination of additional 
inefficient tax breaks, to finance the reduction 
of marginal rates and comport with the 
Buffett Rule� If the Joint Committee is unable 
to undertake comprehensive tax reform, the 
President believes these measures should 
be enacted on a standalone basis� Although 
this would fall short of the President’s five 
principles for reform, it would move the tax 
system closer to several of them�

This fallback of allowing the high-income 
tax cuts to expire, and enacting specific 
loophole closers and base broadeners, would 
lock in deficit reduction from tax changes 
that is as specific and certain as the deficit 
reduction coming from the President’s 
proposed spending reductions, and would be a 
critical part of a  balanced plan to put America 
on a course towards fiscal sustainability� This 
would significantly improve the country’s 
fiscal standing, represent an important step 
toward more fundamentally transforming our 
tax code, and serve as a strong foundation for 
economic growth and job creation�

The measures that could contribute 
to comprehensive tax reform or, absent 
such reform, act as a backstop, include 
bringing fairness to the individual tax code, 
incorporating measures in the American Jobs 
Act, closing business loopholes and broadening 
the business tax base, eliminating fossil fuel 
preferences, reforming the treatment of 
insurance companies and products, reforming 
the U�S� international tax system, and other 
changes� These proposals would generally 
become effective on January 1, 2013�

Bring Fairness to the 
Individual Tax Code

Allow the 2001 and 2003 high-income tax 
cuts to expire and return the estate tax 
to 2009 parameters. The tax cuts for those 
with household income above $250,000 per 
year passed in the Bush Administration were 
unfair and unaffordable at the time they were 
enacted and remain so today� In December 
2010, congressional Republicans insisted on 
extending them through 2012 and threatened 
to allow taxes to increase on middle-class 
families if the Administration did not agree� 
Not extending the middle-class tax cuts would 
have hurt our nascent economic recovery, and 
would have imposed an enormous burden on 
working families� The Administration remains 
opposed to the extension of these high-income 
tax cuts past 2012 and supports the return of 
the estate tax exemption and rates to 2009 
levels� This would reduce the deficit by $866 
billion over 10 years�

Measures Incorporated in 
the American Jobs Act

Reduce the value of itemized deductions 
and other tax preferences to 28 percent 
for families with incomes over $250,000. 
Currently, a millionaire who contributes 
to charity or deducts a dollar of mortgage 
interest, enjoys a deduction that is more than 
twice as generous as that for a middle-class 
family� The proposal would limit the tax rate 
at which high-income taxpayers can reduce 
their tax liability to a maximum of 28 percent, 
affecting only married taxpayers filing a joint 
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return with income over $250,000 (at 2009 
levels) and single taxpayers with income 
over $200,000� This limit would apply to: all 
itemized deductions; foreign excluded income; 
tax-exempt interest; employer sponsored 
health insurance; and selected above-the-line 
deductions� The proposed limitation would 
return the deduction rate to the level it was 
at the end of the Reagan Administration� It 
would reduce the deficit by $410 billion over 
10 years�

Tax carried (profits) interests as 
ordinary income. A partnership does not 
pay income tax; instead, the income or loss 
and associated character flows through to 
the partners who must include such items on 
their individual income tax returns� Certain 
partners receive a partnership interest, 
typically an interest in future profits, in 
exchange for services (commonly referred to 
as a “carried interest”)� Current law taxes the 
recipient of a carried interest on the value 
at the time granted, which may be based on 
the value the partner would receive if the 
partnership were liquidated immediately 
(for example, the value of an interest only 
in future profits would be zero)� Because the 
partners, including partners who provide 
services, reflect their share of partnership 
items on their tax return in accordance with 
the character of the income at the partnership 
level, long-term capital gains and qualifying 
dividends attributable to carried interests may 
be taxed at a maximum 15-percent rate (the 
maximum tax rate on capital gains) rather 
than at ordinary income tax rates� 

The President is proposing to designate a 
carried interest in an investment partnership 
as an “investment services partnership 
interest” (ISPI) and to tax a partner’s share of 
income from an ISPI that is not attributable 
to invested capital as ordinary income, 
regardless of the character of the income at 
the partnership level� In addition, the partner 
would be required to pay self-employment 
taxes on such income, and the gain recognized 
on the sale of an ISPI that is not attributable 
to invested capital would generally be taxed as 
ordinary income, not as capital gain� However, 

any allocation of income or gain attributable 
to invested capital on the part of the partner 
would be taxed as ordinary income or capital 
gain based on its character to the partnership 
and any gain realized on a sale of the interest 
attributable to such partner’s invested capital 
would be treated as capital gain or ordinary 
income as provided under current law� This 
would reduce the deficit by $13 billion over 10 
years�

Eliminate special depreciation rules 
for corporate purchases of aircraft. Under 
current law airplanes used in commercial and 
contract carrying of passengers and freight 
can be depreciated over seven years� Airplanes 
not used in commercial or contract carrying of 
passengers or freight, for example corporate 
jets, are depreciated over five years� The 
proposal would change depreciation schedules 
for corporate planes that carry passengers 
to seven years, effective for tax years after 
December 31, 2012� This would reduce the 
deficit by $5 billion over 10 years�

Eliminate oil and gas tax preferences. 
Current law provides a number of credits and 
deductions that are targeted towards certain 
oil and gas activities� In accordance with the 
President’s agreement at the G-20 Summit 
in Pittsburgh in December 2009 to phase 
out subsidies for fossil fuels so that we can 
transition to a 21st Century energy economy, 
the President is proposing to repeal a number 
of tax preferences available for fossil fuels� 
The Administration proposes repealing the 
following tax preferences available for oil and 
gas activities beginning in 2013: 1) the use of 
percentage depletion with respect to oil and 
gas wells; 2) the ability to claim the domestic 
manufacturing deduction against income 
derived from the production of oil and gas; 3) 
the expensing of intangible drilling costs; 4) 
the deduction for costs paid or incurred for 
any tertiary injectant used as part of a tertiary 
recovery method; 5) the exception to passive 
loss limitations provided to working interests 
in oil and natural gas properties; and 6) two-
year amortization of independent producers’ 
geological and geophysical expenditures, 
instead of allowing amortization over the same 
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seven-year period as for integrated oil and gas 
producers� This would reduce the deficit by $41 
billion over 10 years�

Modify tax rules for dual capacity 
taxpayers. The Administration proposes 
tightening the foreign tax credit rules that 
apply to taxpayers that are subject to a 
foreign levy and that also receive (directly or 
indirectly) a specific economic benefit from 
the levying country (so-called “dual capacity” 
taxpayers)� This would reduce the deficit by 
$10 billion over 10 years� 

Close Business Loopholes and 
Broaden the Business Tax Base

Repeal last-in, first-out (LIFO) method of 
accounting for inventories. Under the LIFO 
method of accounting for inventories, the cost 
of the items of inventory that are sold is equal 
to the cost of the items of inventory that were 
most recently purchased or produced� For many 
businesses where the price of goods in inventory 
rise over time, like oil and gas companies, the 
LIFO approach allows firms to artificially lower 
their tax liability� The President’s proposal would 
repeal the use of the LIFO accounting method for 
Federal tax purposes, effective for taxable years 
beginning after December 31, 2012� Assuming 
inventory costs rise over time, taxpayers 
required to change from the LIFO method 
under the proposal generally would experience 
a permanent reduction in their deductions for 
cost of goods sold and a corresponding increase 
in their annual taxable income as older, cheaper 
inventory is taken into account in computing 
taxable income� Taxpayers required to change 
from the LIFO method also would be required 
to report their beginning-of-year inventory at 
its first-in, first-out (FIFO) value in the year of 
change, causing a one-time increase in taxable 
income that would be recognized ratably over 
10 years� This would reduce the deficit by $52 
billion over 10 years� 

Repeal lower-of-cost-or-market inventory 
accounting method. The President’s plan 
would prohibit the use of the lower-of-cost-
or-market and subnormal goods methods of 
inventory accounting, which currently allow 

certain taxpayers to take cost-of-goods-sold 
deductions on certain merchandise before the 
merchandise is sold� The proposed prohibition 
would be effective for the first taxable year 
beginning after December 31, 2012, and any 
resulting income inclusion would be recognized 
over a four-year period� This would reduce the 
deficit by $8 billion over 10 years�

Eliminate preferences for the coal 
industry. The Administration proposes 
repealing the following tax preferences 
available for coal activities beginning in 2013: 
1) expensing of exploration and development 
costs; 2) percentage depletion for hard mineral 
fossil fuels; 3) capital gains treatment for 
royalties; and 4) the ability to claim the 
domestic manufacturing deduction against 
income derived from the production of coal 
and other hard mineral fossil fuels� This would 
reduce the deficit by $2 billion over 10 years�

Reform Treatment of Insurance 
Companies and Products

Modify rules that apply to sales of life 
insurance contracts. The seller of a life 
insurance contract generally must report 
the difference between the amounts received 
from the buyer and the adjusted basis for 
the contract as taxable income� When death 
benefits are received under the contract, the 
buyer is taxed on the excess of those benefits 
over the amounts paid for the contract, 
unless an exception to a “transfer-for-value 
rule” applies� Information reporting may not 
always be required in circumstances involving 
the purchase of a life insurance contract� 
In response to the growth in the number 
and size of life settlement transactions, the 
proposal would expand information reporting 
on the sale of life insurance contracts and the 
payment of death benefits on contracts that 
were sold, and would modify the “transfer-
for-value” exceptions to prevent purchasers of 
policies from avoiding tax on death benefits 
that are received� The proposal would apply 
to sales or assignment of interests in life 
insurance policies and payments of death 
benefits for taxable years beginning after 
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December 31, 2012� This would reduce the 
deficit by $1 billion over 10 years�

Modify dividends-received deduction 
(DRD) for life insurance companies’ 
separate accounts. Under current law, 
a life insurance company is required to 
“prorate” its net investment income between 
a company’s share and a policyholder’s 
share� The result of this proration is used to 
limit the funding of tax-deductible reserve 
increases with tax-preferred income, such as 
certain corporate dividends and tax-exempt 
interest� The complexity of this regime has 
generated significant controversy between 
life insurance companies and the Internal 
Revenue Service (IRS), particularly with 
regard to the dividends-received deduction 
for such companies’ separate accounts� In 
some cases, the existing regime produces a 
company’s share that exceeds the company’s 
actual economic interest in the underlying 
income� The proposal would replace this 
regime with one that is much simpler� Under 
the proposal, the DRD with regard to general 
account dividends would be subject to the 
same flat proration percentage that applies to 
non-life insurance companies under current 
law (15 percent); the DRD with regard to 
separate account dividends would be based on 
the proportion of reserves to total assets of the 
account� This would reduce the deficit by $5 
billion over 10 years�

Expand pro rata interest expense 
disallowance for corporate-owned life 
insurance (COLI). The interest deductions of 
a business other than an insurance company are 
reduced to the extent the interest is allocable 
to un-borrowed policy cash values on life 
insurance and annuity contracts� The purpose 
of this pro rata disallowance is to prevent the 
deduction of interest expense that is allocable 
to inside buildup that is either tax-deferred 
or not taxed at all� A similar disallowance 
applies with regard to reserve deductions of an 
insurance company� A current-law exception to 
this rule applies to contracts covering the lives 
of officers, directors and employees� Under the 
proposal, the exception for officers, directors 
and employees would be repealed unless those 

individuals are also 20-percent owners of the 
business that is the owner or beneficiary of the 
contracts� Thus, purchases of life insurance 
by small businesses and other taxpayers that 
depend heavily on the services of a 20-percent 
owner would be unaffected, but the funding 
of deductible interest expenses with tax-
exempt or tax-deferred inside buildup would 
be curtailed� The proposal would apply to 
contracts issued after December 31, 2012, 
in taxable years ending after that date� This 
would reduce the deficit by $6 billion over 10 
years�

Reform the U.S International Tax System

Defer deduction of interest expense re-
lated to deferred income. Under current 
law, a taxpayer that incurs interest expense 
properly allocable and apportioned to foreign-
source income may be able to deduct that 
expense even if some or all of the foreign 
source income is not subject to current U�S� 
taxation� To provide greater matching of the 
timing of interest expense deductions and 
recognition of associated income, the proposal 
would defer the deduction of interest expense 
properly allocable and apportioned to foreign-
source income to the extent the U�S� taxation 
of such income is deferred� This would reduce 
the deficit by $36 billion over 10 years�

Determine the foreign tax credit on a 
pooling basis. Under the proposal, a taxpayer 
would be required to determine foreign tax 
credits from the receipt of a dividend from a 
foreign subsidiary on a consolidated basis for 
all its foreign subsidiaries� Foreign tax credits 
from the receipt of a dividend from a foreign 
subsidiary would be based on the consolidated 
earnings and profits and foreign taxes of all 
the taxpayer’s foreign subsidiaries� This would 
reduce the deficit by $53 billion over 10 years�

Tax excess returns associated with 
transfers of intangibles offshore cur-
rently. The IRS has broad authority to 
allocate income among commonly controlled 
businesses under section 482 of the Internal 
Revenue Code� Notwithstanding the transfer 
pricing rules, there is evidence of income 
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shifting offshore, including through transfers 
of intangible rights to subsidiaries that bear 
little or no foreign income tax� Under the 
proposal, if a U�S parent transfers an intangible 
to a controlled foreign corporation (CFC) in 
circumstances that demonstrate excessive 
income shifting from the United States, then 
an amount equal to the excessive return would 
be treated as subpart F income� This would 
reduce the deficit by $19 billion over 10 years�

Limit shifting of income through 
intangible property transfers. The 
definition of intangible property for purposes 
of the special rules relating to transfers of 
intangibles by a U�S� person to a foreign 
corporation (section 367(d) of the Internal 
Revenue Code) and the allocation of income 
and deductions among taxpayers (section 482) 
would be clarified to prevent inappropriate 
shifting of income outside the United States� 
This would reduce the deficit by $1 billion over 
10 years�

Limit earnings stripping by expatriated 
entities. Under the proposal, the rules that 
limit the deductibility of interest paid to 
related persons subject to low or no U�S� tax 
on that interest would be amended to prevent 
inverted companies from using foreign-related 
party and certain guaranteed debt to reduce 
inappropriately the U�S� tax on income earned 
from their U�S� operations� This would reduce 
the deficit by $4 billion over 10 years�

Other Changes

Reinstate Superfund taxes. The 
President is proposing to reinstate the 
taxes that were deposited in the Hazardous 
Substance Superfund prior to their expiration 
on December 31, 1995� These taxes, which 
contributed to financing the cleanup of the 
Nation’s highest risk hazardous waste sites, 
are proposed to be reinstated for periods (excise 
taxes) or tax years (income tax) beginning 
after 2012, with expiration for periods and tax 
years after 2021� The proposed taxes include 
the following: 1) an excise tax of 9�7-cents-per-
barrel on crude oil and imported petroleum 
products; 2) an excise tax on hazardous 

chemicals listed in section 4661 of the Internal 
Revenue Code (26 U�S�C� § 4661) at rates that 
vary from 22 cents to $4�87 per ton; 3) an excise 
tax on imported substances that use listed 
hazardous chemicals as a feedstock (in an 
amount equivalent to the tax that would have 
been imposed on domestic production of the 
chemicals); and 4) a corporate environmental 
income tax imposed at a rate of 0�12 percent 
on the amount by which the modified AMT 
income of a corporation exceeds $2 million� 
This would reduce the deficit by $19 billion 
over 10 years�

Make unemployment insurance (UI) 
surtax permanent. The net Federal UI tax 
on employers dropped from 0�8 percent to 0�6 
percent with respect to wages paid after June 
30, 2011� The President’s plan would extend 
the 0�8 percent rate permanently, effective as 
of June 30, 2011� This would reduce the deficit 
by $15 billion over 10 years�

Increase certainty with respect to 
worker classification. Under current 
law, worker classification as an employee 
or as a self-employed person (independent 
contractor) is generally based on a common-
law test for determining whether an 
employment relationship exists� Under a 
special provision (section 530 of the Revenue 
Act of 1978), a service recipient may treat a 
worker who may actually be a common law 
employee as an independent contractor for 
Federal employment tax purposes if, among 
other things, the service recipient has a 
reasonable basis for treating the worker as an 
independent contractor� If a service recipient 
meets the requirements of this special 
provision with respect to a class of workers, 
the IRS is prohibited from reclassifying the 
workers as employees, even prospectively� The 
special provision also prohibits the IRS from 
issuing generally applicable guidance about 
the proper classification of workers� 

The President’s plan would permit the IRS to 
issue generally applicable guidance about the 
proper classification of workers and to permit 
the IRS to require prospective reclassification 
of workers who are currently misclassified 
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and whose reclassification is prohibited 
under the special provision� Penalties would 
be waived for service recipients with only 
a small number of employees and a small 
number of misclassified workers, if the service 
recipient had consistently filed all required 
information returns reporting all payments 
to all misclassified workers and the service 
recipient agreed to prospective reclassification 
of misclassified workers� It is anticipated that 

after enactment, new enforcement activity 
would focus mainly on obtaining the proper 
worker classification prospectively, since in 
many cases the proper classification of workers 
may not be clear� The proposal would be 
effective upon enactment, but the prospective 
reclassification for those covered by the special 
provision would not be effective at least one 
year after the date of enactment� This would 
reduce the deficit by $8 billion over 10 years�
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