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Income Taxes

The Economic Growth and Tax
Relief Reconciliation Act of 2001
became law in June. During the

next ten years it lowers income tax rates,
phases out the estate tax and raises IRA
contribution limits. Virtually all tax-
payers will benefit, including real estate
professionals and investors.

Tax rates decline. The table shows
income tax rate reductions. For 2001, all
tax rates higher than 15 percent are re-
duced by one-half of a percentage point.
Also during 2001, the federal govern-
ment is sending special “advance pay-
ment” refund checks to taxpayers in lieu
of reducing the 15 percent tax bracket
rate. Single taxpayers received as much
as a $300 refund, and married taxpayers
filing joint tax returns received as much
as $600.

Starting in 2002, a new 10 percent tax
bracket will replace part of the 15 per-
cent tax bracket. By 2006, the top tax
rate will fall from 39.6 percent to 35
percent. The other three tax rates that
are more than 15 percent will each
decline 3 percentage points by 2006.

Many taxpayers will benefit from an
increase in the child tax credit, which
will be $600 per dependent child from
2001–2004, a $100 increase. After 2004,
the credit will rise until it reaches $1,000
per dependent child in 2010. Dependent
children must be age 17 or younger for
the credit to apply. The credit phases
out for high-income taxpayers starting
at $75,000 adjusted gross income for
singles and $110,000 for married tax-
payers filing jointly.

Other tax reductions are scheduled to
begin in later years. The “marriage tax,”

a hidden tax affecting married couples,
will gradually be reduced starting in 2005.
The law in effect now limits itemized
deductions and personal exemptions as
taxpayers reach higher income levels.
Starting in 2006, the new law will gradu-
ally reduce these limits, allowing more
in deductions. By 2010, high-income tax-
payers will be able to use all of their
deductions and exemptions.

Estate tax phases out. The act pro-
vides for a reduction followed by an
elimination of the estate tax, a relevant
issue for the real estate industry, as
properties would no longer be taxed as
they pass from one generation to the
next. The heirs would instead assume
the basis of the deceased taxpayer.

The phaseout begins in 2002. Top es-
tate and gift tax rates slowly drop from
55 percent to 45 percent by 2007. The

minimum size of an estate subject to the
estate tax rises from $675,000 to $1
million in 2002. The gift tax is not phased
out entirely, as the estate tax is in 2010.

The new law contains an unusual “sun-
set provision.” If Congress takes no
further action, the estate, gift, and gen-
eration-skipping transfer rules in effect
prior to the act will become law once
again on January 1, 2011. Specific fea-
tures of the estate tax phaseout will be
discussed in an upcoming Tierra Grande.

IRA limits rise. The $2,000 limit for
contributions to Roth and deductible
IRAs will rise to $3,000 from 2002 to
2004. After 2004, the limit will continue
to increase, reaching $5,000 by 2008.
Starting in 2009, it will rise annually
based on inflation. Individuals age 50
and older are permitted to make addi-
tional annual IRA contributions of $500
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from 2002 to 2005 and $1,000 in 2006
and thereafter.

Educational IRA limits are raised to
$2,000 per child per year starting in
2002, up from $500. Contributions will
no longer be deductible, but earnings
will accumulate tax-free. The adjusted
gross income phaseout range for joint
filers increases from $150,000–$160,000

to $190,000–$220,000. The range for
single filers is one-half that of joint filers.
Other educational benefits provided by
the new law include a deduction for
qualified higher education expenses and
an expansion of qualified tuition pro-
grams that can be offered by states.

The Economic Growth and Tax Relief
Reconciliation Act of 2001 contains a

number of complexities. Consultation
with an accountant, attorney or real es-
tate professional is recommended.

Dr. Stern (stern@indiana.edu) is a research fellow
with the Real Estate Center at Texas A&M Uni-
versity and a professor of accounting in the Kelley
School of Business at Indiana University.


