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HEARING ON ALTERNATIVE MINIMUM TAX

WEDNESDAY, MARCH 7, 2007

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,
Washington, DC.

The Subcommittee met, pursuant to notice, at 2:00 p.m., in room
1100, Longworth House Office Building, Hon. Richard E. Neal
(Chairman of the Subcommittee), presiding.

[The advisory announcing the hearing follows:]

o))



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SELECT REVENUE MEASURES

FOR IMMEDIATE RELEASE CONTACT: (202) 225-5522
February 28, 2007
SRM-1

Neal Announces Hearing on the Alternative
Minimum Tax

House Ways and Means Select Revenue Measures Subcommittee Chairman Rich-
ard Neal (D-MA) announced today that the Subcommittee on Select Revenue Meas-
ures will hold a hearing on the Alternative Minimum Tax (AMT). The hearing will
take place on Wednesday, March 7, 2007, in the main Committee hearing
room, 1100 Longworth House Office Building, beginning at 2:00 p.m.

The Subcommittee will examine the growing scope of the AMT and its interaction
with individual-based tax provisions, including the tax cuts enacted since 2001. In
view of the limited time available to hear witnesses, oral testimony at this hearing
will be from invited witnesses only. However, any individual or organization not
scheduled for an oral appearance may submit a written statement for consideration
by the Committee and for inclusion in the printed record of the hearing.

BACKGROUND:

The Alternative Minimum Tax (AMT) is a parallel income tax originally designed
to ensure that taxpayers with substantial economic income pay at least some min-
imum level of tax. However, the AMT was never intended to reach middle-income
taxpayers nor to become the tax system applicable to most taxpayers.

To calculate the AMT, taxpayers first determine tax liability under the regular
income tax, and then add back certain “preference” items to taxable income. After
deducting an exemption amount under AMT, taxpayers pay whichever is higher
under the regular income tax or AMT. Personal exemptions, the itemized deduction
for state and local taxes, and miscellaneous itemized deductions together account for
90% of the preference items added back under the AMT, with state and local taxes
almost half of that amount.

There are two main reasons for the increase in the number of taxpayers affected
by the AMT. First, the tax cuts under the regular income tax that were enacted as
part of the Economic Growth and Tax Relief Reconciliation Act of 2001, the Jobs
and Growth Tax Relief Reconciliation Act of 2003, and the Working Families Tax
Relief Act of 2004 have narrowed significantly the differences between regular and
AMT tax liabilities for middle and higher income individuals. Second, regular in-
come tax brackets are indexed for inflation but the AMT thresholds are not. This
has, over time, reduced further the differences between regular income tax liabilities
and AMT liabilities at lower income levels.

The combination of the two factors stated above means that, absent Congressional
action on this issue, the number of taxpayers that will be affected by the AMT will
grow significantly. The number of taxpayers subject to the AMT is expected to jump
from 4.2 million in 2006 to 23 million in 2007. Taxpayers filing joint returns with
no dependents could be subject to the AMT at income levels as low as 75,395 in
2007, assuming that temporary protections for personal non-refundable credits and
the higher exemption levels are not extended. By 2016, if the recently enacted tax
cuts are extended, tax experts estimate that the number of taxpayers paying the
AMT will increase to more than 48 million. High income states such as New Jersey,
New York, Connecticut, the District of Columbia, and California have the highest
percentage of taxpayers subject to the AMT.

In announcing the hearing, Chairman Neal said, “The AMT was originally en-
acted to ensure that a small group of high-income individuals who man-
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aged to avoid paying any income tax would pay at least a minimum amount
of tax. The role of the AMT today has changed significantly. The AMT has
become a stealth tax on far too many working families. We are committed
to fully understanding the scope of this problem so that we can find a solu-
tion and prevent millions of working families from a massive and unex-
pected tax increase.”

FOCUS OF THE HEARING:

This hearing will explore the history of the AMT and how it has grown to affect
many more taxpayers than at its inception.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
hitp:/ |waysandmeans.house.gov, select “110th Congress” from the menu entitled,
“Committee Hearings” (http:/ /waysandmeans.house.gov /| Hearings.asp?congress=18).
Select the hearing for which you would like to submit, and click on the link entitled,
“Click to provide a submission for the record.” Once you have followed the online
instructions, completing all informational forms and clicking “submit” on the final
page, an email will be sent to the address which you supply confirming your interest
in providing a submission for the record. You MUST REPLY to the email and AT-
TACH your submission as a Word or WordPerfect document, in compliance with the
formatting requirements listed below, by close of business Wednesday, March 21,
2007. Finally, please note that due to the change in House mail policy, the U.S.
Capitol Police will refuse sealed-package deliveries to all House Office Buildings.
For questions, or if you encounter technical problems, please call (202) 225-1721.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mitters are advised that the Committee relies on electronic submissions for printing the official
hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http:/ /waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

——

Chairman NEAL. I call this meeting of the Subcommittee on Se-
lect Revenue Measures to order, and would have everybody please
take their seats.
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This is the first hearing of the Select Revenue Measures Sub-
committee, and I think it’s appropriate that the subject we will dis-
cuss today is the alternative minimum tax (AMT), or as some refer
to it, the ATM machine for our Federal Government.

The AMT is an issue that I have been battling for almost a dec-
ade. That’s right, almost ten years. I first filed legislation trying to
protect middle income families from the reach of the AMT back in
1998. I would note that the ranking Republican on this Sub-
committee, my friend Mr. English, has also filed legislation to re-
peal AMT, reaching back to 1999.

As Ambrose Bierce once wrote, “A patience is a minor form of de-
spair, disguised as virtue.” I think, as it relates to AMT, Mr.
English and I have both proved our virtue.

The AMT is a bipartisan problem, and we are seeking bipartisan
solutions. It is a parallel and stealth tax system, estimated to hit
23 million taxpayers this year, if we do not extend a $50 billion
patch to the system. Can you imagine a $50 billion patch?

For those of you who appreciate classic, or older cars, like I do,
you know how expensive it is to keep them up and running each
year. At some point, though, you wonder if it’s worth the effort.
Many car owners simply resort to cheaper fixes—from a different
day and age, it was called Bondo—to patch up the car, but it’s
never pretty, and eventually you have to commit to major overhaul.
We are at that point with the AMT.

The coat of Bondo that we put on year after year is just delaying
the inevitable conclusion that this is a system that doesn’t run very
well. The testimony we will hear today on that point is quite dra-
matic. This year, a family of four earning just $66,000 could be hit
by AMT. By the end of the decade, virtually all families earning
between $75,000 and $100,000 a year with 2 children will be pay-
ing higher taxes, due to the AMT.

At my direction, the Committee staff prepared for each Member
today specific estimates showing the growth of AMT, by Congres-
sional district, for 2007. It’s important to see how this will be im-
pacting our constituents. State and local taxes and personal exemp-
tions—that is, children—are the top reasons taxpayers get pushed
into a family—unfriendly AMT.

This system, originally designed to catch millionaires who were
avoiding taxes with excessive deductions, has gone seriously awry.
It is my intention to offer a permanent solution to AMT, and not
just another coat of Bondo.

This series of hearings will assist the Subcommittee in finding
and potentially recommending that solution. Today’s hearings will
explore the history, the background, and policy reasons for AMT.
At our next hearing, two weeks from now, we will hear more of a
firsthand experience from those impacted by AMT.

I am pleased to welcome our witnesses today. From the Treasury
Department, we have Mr. Eric Solomon, the assistant secretary for
tax policy, who will explain the position of the Administration,
surely a partner in any ultimate solution.

We are very fortunate, also, to have Ms. Nina Olson, the Na-
tional Taxpayer Advocate, who is exactly what her title says: our
advocate. She has recommended for years that AMT be repealed,
because of the burden it places on individual taxpayers.
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We are also pleased to welcome today Dr. Len Burman, the direc-
tor of the Tax Policy Center. If you read pretty much any article
or paper on the AMT, you will see Len Burman quoted, or his work
cited,liln the footnote. We are fortunate to have his expertise today,
as well.

I also want to welcome Dr. Alan Viard, resident scholar at the
American Enterprise Institute (AEI). Dr. Viard has written on the
problems in the AMT, both at AEI and at his former position as
an economist with the Federal Reserve Bank in Dallas.

St. Augustine said that, “Patience is the companion of wisdom,”
and I know Mr. English, from previous get-togethers, we are both
acolytes of St. Augustine. Today we await your wisdom, and we
certainly expect to find common ground for a solution. At this time
I would like to recognize my friend, Mr. English, for an opening
statement.

Mr. ENGLISH. I want to thank you, Mr. Chairman, and I par-
ticularly want to thank you for calling today’s hearing on the AMT,
and assembling this panel, which I think offers a diversity of in-
formed viewpoint on how to address this problem.

This initial examination is enormously timely, and hopefully will
yield a dialog that can point us in the direction for a possible solu-
tion in this Congress, or in the near future, to deal with this grow-
ing monster of an AMT.

The most recent attempts with the AMT have been through the
use of patches. Yes, that’s been a temporary expedient, which has
yielded bigger and bigger problems each time. The AMT still re-
mains a source of complexity for American taxpayers, and in my
view, a drag on economic growth. I believe a comprehensive solu-
tion is the most desirable outcome.

The AMT is a classic example of the rule of unintended con-
sequences. Created in the 1960s, it was created by a majority that
insisted it would only affect the rich. The tax was dramatically
broadened again in the 1980s and 1990s. Tax increases,
masquerading as reform, is what gives this legislative process a
bad name. I hope that we can avoid similar mistakes in the weeks
and the months to come.

In my view, the policy challenge facing this Subcommittee and
this Congress is the desperate need to reform the entire tax code.
One of the strongest arguments for doing that is the continued ex-
istence of the AMT.

I understand we may hear an argument being made today that
the AMT is falling on more families because of the tax cuts enacted
in 2001 and 2003. This logic would maintain that if income taxes
are increased, less people would be subjected to the AMT. That’s
not my approach to reform. I would argue that this line of thinking
abandons the facts. The AMT is growing so significantly because
the tax brackets were never indexed for inflation. No American is
worse off under recent tax relief, and fewer taxpayers are subject
to the AMT than otherwise would have been the case.

After—and I approached this hearing today with an open mind—
after today, I think we may be able to conclude that the real solu-
tion is tax reform and, above all, abolishing the AMT. I am sorry
to see that we missed an opportunity to do that in 1999, as a result
of a Presidential veto, but it is my hope that this Subcommittee
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will play a central role in developing a creative policy response that
will point us in the right direction.

Again, I am grateful to you, Mr. Chairman, for initiating this
process. Thank you.

Chairman NEAL. Thanks, Phil. Without objection, any other
Members wishing to insert statements as part of the record may
do so. All written statements written by the witnesses will be in-
serted into the record as well.

Mr. Solomon. Thank you.

STATEMENT OF ERIC SOLOMON, ASSISTANT SECRETARY FOR
TAX POLICY, U.S. DEPARTMENT OF THE TREASURY

Mr. SOLOMON. Mr. Chairman, Ranking Member English, and
distinguished Members of the Committee, thank you for the oppor-
tunity to discuss the issue of the individual AMT.

The AMT was intended to deal with a relatively small but impor-
tant issue. Unfortunately, the AMT illustrates how a good faith at-
tempt to address an issue in the income tax system can have enor-
mous, undesirable consequences. Today, the AMT is imposing bur-
dens on millions of taxpayers who are not its intended targets. It
is complex, and it frustrates millions of taxpayers who have to cal-
culate their taxes twice, once under the regular tax system, and a
second time under the AMT tax system.

The predecessor of the AMT, the minimum tax, was first enacted
in 1969 to ensure that a small group of high-income individuals
who had managed to avoid paying Federal income tax would pay
at least a minimum amount of tax. More than 37 years of changes
to the tax code have transformed the original minimum tax into
the current AMT.

The AMT is a second income tax that operates parallel to the
regular income tax. The AMT has its own tax base, exemption
amounts, tax rates, and usable tax credits. The AMT tax base
starts from taxable income, as defined under the regular income
tax, but the base is broadened by adding back certain tax pref-
erences, such as itemized deductions for State and local taxes, the
standard deduction, and personal exemptions. The AMT tax base
is reduced by an AMT exemption, which varies by filing status but
not by family size. The AMT exemption is phased out above certain
income levels. Beginning with the Economic Growth and Tax Relief
Reconciliation Act of 2001 (P.L. 107-16), Congress has included
provisions in its tax relief bills to extend and increase the AMT ex-
emption temporarily, thus preventing a large increase in the num-
ber of AMT taxpayers.

For 2006, the AMT exemption was $62,550 for married taxpayers
filing jointly, and $42,500 for unmarried taxpayers. Since 1993, the
first $175,000 of taxable income for AMT purposes is taxed at a 26
percent rate, and amounts above $175,000 are taxed at a 28 per-
cent rate. However, because the AMT exemption is phased out,
some taxpayers face a marginal effective AMT tax rate of up to 35
percent.

The temporary extensions of the higher AMT exemptions and al-
lowance of the full use of most personal tax credits—which have
come to be known as the AMT patch—expired at the end of 2006.
The President’s Fiscal Year 2008 budget includes a proposal to ex-
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tend the AMT patch through 2007, with the AMT exemptions in-
creased for 2007 to hold the number of taxpayers affected by the
AMT at approximately four million.

The AMT exemption in effect through 2006 has kept the vast
majority of taxpayers from being subject to the AMT. However, if
the AMT patch is not extended, or the AMT is not otherwise ad-
dressed, the number of taxpayers projected to be affected by the
AMT will rise sharply from 4 million in 2006 to 25 million in 2007.
The AMT will increasingly affect middle-income taxpayers unless
action is taken.

The AMT also increasingly affects families with children, because
it does not allow deductions for personal exemptions. Moreover, the
AMT exemption includes a significant marriage penalty, which can
worsen the effect of AMT on married couples.

Unlike the regular tax, the AMT tax system is not indexed for
inflation. The AMT exemption, the exemption phase-out, and the
boundary between the two AMT tax rates are all fixed in nominal
terms. Since these AMT parameters are not indexed, whereas the
main parameters of the regular income tax are indexed annually
for the effects of inflation, over time the AMT itself has become a
significant issue.

If the AMT exemption had been indexed to inflation beginning in
1984, when the regular income tax brackets were indexed, the ex-
emption in 2007 would be almost $81,000 for married taxpayers fil-
ing jointly, and $61,000 for unmarried individuals. With these in-
dexed exemption amounts, only about two million taxpayers would
be affected by the AMT in 2007.

We share the concerns of taxpayers and Congress about the in-
creasing scope of the AMT. We believe that a permanent solution
is essential for the continued functioning of our individual income
tax system. We look forward to working with this Committee and
others in the Congress on a permanent solution to this difficult and
important issue. However, until a long-term solution has been en-
acted, it is essential that we prevent an ever-larger share of tax-
payers from being affected by the AMT. We are committed to help-
ing ensure that middle-income taxpayers are not affected by the
AMT this year or in the future.

Thank you, again, Mr. Chairman, Ranking Member English, and
Members of the Committee, for the opportunity to appear before
you today. I would be pleased to answer any questions that you
might have.

[The prepared statement of Mr. Solomon follows:]

Statement of Eric Solomon, Assistant Secretary for Tax Policy, U.S.
Department of the Treasury

WASHINGTON, D.C.—Mr. Chairman, Ranking Member English, and distin-
guished Members of the Committee, thank you for the opportunity to discuss the
issue of the individual alternative minimum tax.

The individual alternative minimum tax, or AMT, was intended to deal with a rel-
atively small but important issue. Unfortunately, the AMT has created a far larger
issue than the one it was intended to address.

The Administration is very concerned about the adverse effects of the AMT. It is
complex and frustrates the millions of taxpayers who have to calculate their taxes
twice—once under the regular tax system and a second time under the AMT tax
system. Taxpayers find that benefits otherwise provided under the regular tax sys-
tem are taken away by the AMT, or they do the double calculations only to find
that they are not subject to the AMT.



History of the AMT

The predecessor of the AMT—the minimum tax—was first enacted in 1969 to en-
sure that a small group of high-income individuals who had managed to avoid pay-
ing federal income tax would pay at least a minimum amount of tax. In 1969, Treas-
ury Secretary Barr noted in his testimony before the Joint Economic Committee of
Congress that 155 taxpayers with incomes over $200,000 paid no tax in 1966. Even
though the minimum tax reduced the number of high-income taxpayers who other-
wise would have paid no income tax, it has never been completely successful in at-
taining the original goal of ensuring that all high-income taxpayers pay at least
some tax. More than 37 years of legislative changes to the tax code have trans-
formed the original minimum tax into the current AMT.

Structure of the AMT

The AMT is a second income tax that operates parallel to the regular income tax.
The AMT has its own tax base, exemption amounts, tax rates, and usable tax cred-
its. A taxpayer’s AMT liability is essentially the excess of the liability calculated
under the AMT tax system over the liability calculated under the regular income
tax.

The AMT tax base starts from taxable income as defined under the regular in-
come tax, but the base is broadened by adding back certain tax preferences. Pref-
erences include, for example:

¢ the itemized deduction for State and local taxes,

¢ the itemized deduction for certain miscellaneous expenses exceeding two per-
cent of adjusted gross income (AGI),

¢ the itemized deduction for medical expenses to the extent it represents medical
expenses of less than 10 percent of AGI,

¢ the standard deduction, and

¢ personal exemptions.

A number of other items are treated as AMT preferences totally, or to the extent
they are AMT preferences, must be calculated differently for AMT purposes. These
include items such as incentive stock options, the net operating loss deduction, and
investment interest expenses. The largest AMT preference items are the regular tax
State and local tax deduction and personal exemptions.

The AMT tax base is reduced by an AMT exemption which varies by filing status
but not by family size. From 1984 through 1992, the AMT exemption was $40,000
for married taxpayers and $30,000 for unmarried taxpayers. In 1993, it was in-
creased to $45,000 for married taxpayers and $33,750 for unmarried taxpayers. Be-
ginning with the Economic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA), Congress has included provisions in each of the major tax relief bills to
increase the AMT exemption temporarily, thus preventing a large increase in the
number of AMT taxpayers. For 2006, the AMT exemption levels were $62,550 for
married taxpayers filing joint returns and $42,500 for unmarried individuals.

The AMT exemption begins to be phased out at $150,000 of AMT income for mar-
ried taxpayers filing joint returns, at $112,500 for unmarried individuals, and at
$75,000 for married filing separately returns. The exemption is reduced by 25 per-
cent of AMT income above those thresholds until they are completely phased out.

Since 1993, the first $175,000 of taxable income for AMT purposes is taxed at a
26 percent rate, and amounts above $175,000 are taxed at a 28 percent rate. How-
ever, capital gains and qualified dividends are taxed under the AMT at the lower
tax rates that apply under the regular income tax. Because the AMT exemption is
phased out, it results in four effective AMT marginal tax rates of 26 percent, 32.5
percent (for taxpayers phased out of the 26-percent AMT tax bracket), 28 percent,
and 35 percent (for those phased out of the 28-percent AMT tax bracket). Con-
sequently, because of the phase-out of the exemption, some taxpayers face a mar-
ginal effective AMT tax rate of 35 percent.

Generally, the AMT can prevent some tax credits from being claimed against the
regular tax because credits are disallowed if they reduce regular tax below the ten-
tative amount of the AMT tax. Since 1998, Congress has repeatedly extended tem-
porary legislation that has permitted most personal tax credits to reduce the other-
wise applicable AMT. However, general business credits (most importantly the low-
income housing credit) can be limited by the AMT.

The temporary extensions of the higher AMT exemptions and allowance of the full
use of most personal tax credits (which have come to be known as the “AMT patch”)
expired at the end of 2006. The President’s fiscal year 2008 Budget includes a pro-
posal to extend the AMT patch through 2007, with the AMT exemptions increased
for 2007 to $65,350 for married taxpayers filing joint returns and $43,900 for un-
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married individuals. The Budget proposal is designed to hold the number of tax-
payers affected by the AMT constant at approximately 4 million.

Does AMT Eliminate Nontaxable High Income Returns?

In spite of the AMT, each year a very small percentage of high-income tax returns
are filed reporting no income tax liability. The reasons for high-income returns re-
porting no income tax liability are varied. Certain itemized deductions and exclu-
sions from income could cause this result. High-income returns with no income tax
liability often result from a combination of factors, none of which, by itself, would
completely eliminate income tax liability. Some items that singly or in combination
may eliminate regular income tax liability cannot eliminate AMT liability because
these items give rise to adjustments or preferences for AMT purposes. However, due
to the AMT exemption and the fact that the starting point for alternative minimum
taxable income is taxable income for regular tax purposes, which could be negative,
a return could report no regular income tax and no AMT even though it included
some items that produced AMT adjustments or preferences.

Tax-exempt bond interest, itemized deductions for interest expense, miscellaneous
itemized deductions not subject to the two-percent-of-AGI floor, casualty or theft
losses, and medical expenses (exceeding 10 percent of AGI) could, by themselves,
completely eliminate income tax liability because they do not generate AMT adjust-
ments or preferences. More typically, combinations of these items together with de-
ductions for charitable contributions completely eliminate tax liability without gen-
erating AMT liability.

Complexity of the AMT

The complexity and burden of the AMT result from the necessity that taxpayers
understand and comply with two parallel tax systems. Moreover, because many tax-
payers become subject to the AMT for reasons that are not the result of tax-moti-
vated planning, many taxpayers are not aware that they will be affected by the
AMT until they complete their tax returns. Even then, some taxpayers who com-
plete their returns manually may not be aware that they are required to do the cal-
culations for the AMT, creating a compliance problem.

The Growing Ranks of AMT Payers

Unlike the regular tax, the AMT tax system is not indexed for inflation. The AMT
exemption, the exemption phase-out, and the boundary between the two AMT tax
rates are all fixed in nominal terms. Consequently, with the passage of time, the
effects of inflation will steadily increase the number of taxpayers subject to AMT
and the amount of revenue from the AMT. When relatively few taxpayers were af-
fected, the AMT arguably was achieving its policy objective. However, serious tax
policy issues arise when the AMT affects millions of taxpayers who were never in-
tended to be the target of this separate tax.

The AMT exemption in effect through 2006 has generally kept the vast majority
of taxpayers from being subject to the AMT. If the AMT exemption had been in-
dexed to inflation beginning in 1984 when the regular income tax brackets were in-
dexed, the exemption in 2007 would be about $81,000 for married taxpayers filing
jointly and $61,000 for unmarried individuals. With these indexed exemption
amounts, only about 2 million taxpayers would be affected by the AMT in 2007.

Growth of the AMT

If the AMT patch is not extended or the AMT is not otherwise addressed, the
number of taxpayers projected to be affected by the AMT will rise sharply, from 4
million in 2006 to 25 million in 2007 (Chart 1). If no further changes are made to
the AMT, the number of taxpayers affected by the AMT is expected to grow to over
56 million by 2017. By 2017, almost one-half of all taxpayers with income tax are
projected to be affected by the AMT.
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The AMT will increasingly affect middle-income taxpayers unless action is taken.
If the Administration’s proposed extension and expansion of the AMT patch is en-
acted for 2007, about 7 percent of taxpayers with incomes between $100,000 and
$200,000 will be subject to the AMT for 2007. However, if the AMT patch is not
extended beyond its current expiration in 2006, when taxpayers file their tax re-
turns in the spring of 2008 for tax year 2007, over 80 percent of taxpayers with in-
come between $100,000 and $200,000 will be subject to the AMT.

To put this into perspective, consider how the AMT would affect a hypothetical
joint filer with two children in tax year 2007 if the Congress does not extend the
AMT patch as proposed in the Administration’s 2008 Budget (see Chart 2). The tax-
payer calculates tax liability under both the regular tax and the AMT and pays
whichever is larger. The illustration shows that in 2007 the hypothetical taxpayer
becomes subject to the AMT when his income exceeds $66,114. The AMT is no
longer a tax that applies only or predominantly to high-income taxpayers.
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The AMT also increasingly affects families with children because it does not allow
deductions for personal exemptions. Moreover, the AMT exemption includes a mar-
riage penalty, which can worsen the effect of the AMT on married couples.

Assuming no AMT patch extension for 2007 or other action with respect to AMT,
the increase in the number of AMT taxpayers over the next decade will be accom-
panied by a dramatic increase in tax revenues from the AMT. AMT revenue will
increase from $22 billion in fiscal year 2006 to $67 billion in fiscal year 2007 and
to $250 billion in 2017 (roughly 12 percent of total individual income tax revenue).!
AMT revenue will become so large that by 2013 the cost of repealing the AMT
would exceed the cost of repealing the regular tax (Chart 3).
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1This estimate uses a baseline that includes the President’s fiscal year 2008 Budget proposal
to extend permanently the 2001 and 2003 tax relief.
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Addressing the AMT Issue

In many respects, the AMT illustrates how a good-faith attempt to address an
issue in the income tax system can have enormous unintended and undesirable con-
sequences. Today the AMT is imposing burdens on millions of taxpayers who were
not its intended targets. Because the AMT parameters are not indexed, whereas the
main parameters of the regular income tax are indexed annually for the effects of
inflation, over time the AMT itself has become a significant issue.

The Administration shares the concerns of taxpayers and Congress about the in-
creasing scope of the AMT. A permanent solution is essential for the continued func-
tioning of our individual income tax system.

We look forward to working with this Committee and others in the Congress on
a permanent solution to this difficult and important issue. However, until a long-
term solution has been enacted, it is essential to prevent an ever-larger share of tax-
payers from being affected by the AMT. We are committed to helping ensure that
middle-income taxpayers are not affected by the AMT this year or in the future. In
the past, generally the AMT has been dealt with on a year-by-year basis, and the
Administration’s proposal in the President’s fiscal year 2008 Budget for a one-year
AMT patch reflects that experience.

Thank you again, Mr. Chairman, Ranking Member English, and Members of the
Committee for the opportunity to appear before you today. I would be pleased to
answer any questions you might have.

Chairman NEAL. Thank you, Mr. Solomon. Now, Ms. Olson.

STATEMENT OF NINA E. OLSON, NATIONAL TAXPAYER
ADVOCATE, INTERNAL REVENUE SERVICE

Ms. OLSON. Mr. Chairman, Ranking Member English, and dis-
tinguished Members of the Subcommittee, thank you for inviting
me to testify today about the AMT for individual taxpayers. Since
I became the national taxpayer advocate six years ago, I have re-
peatedly called attention to the deficiencies in the AMT. In my
2006 annual report to Congress, I designated the AMT as the most
serious problem facing taxpayers today.

Indeed, if I were given the opportunity to make just one change
to the Internal Revenue Code, I would use it to eliminate the indi-
vidual AMT. With the concept of a—when the concept of a min-
imum tax first came into the Code in 1969, the intent was to pre-
vent wealthy taxpayers from using tax preferences to avoid paying
their fair share of taxes.

Congress has changed the tax laws many times since the incep-
tion of the AMT, and it has long since shut down many of the tax
avoidance opportunities that existed in the 1960s and 1970s.
Today, the AMT affects millions of taxpayers with no tax avoidance
motives at all, unless one considers choosing to live in a high-tax
State, or choosing to have children to be a tax avoidance motive.

For 2004, the Treasury Department found that fully 68 percent
of aggregate AMT tax preference dollars are attributable to the dis-
allowance of the State and local tax deduction, and 19 percent of
these dollars are attributable to disallowance of personal exemp-
tions. Thus, about 87 percent of the additional income subject to
tax under the AMT results simply because of taxpayers’ place of
residence, or family composition.

Moreover, the AMT is now affecting increasing numbers of mid-
dle-income taxpayers, because the amount of income exempt from
the AMT is not indexed for inflation. When Congress first enacted
a minimum tax in 1969, the exemption amount was $30,000 for all
taxpayers. If Congress had indexed that amount, it would be equal
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to $165,000 today. Instead, the exemption amount, after temporary
increases that expired in December, stands at $45,000 for married
taxpayers, and $33,750 for most other taxpayers.

At the same time, many of the so-called tax preferences claimed
by middle-income taxpayers are indexed for inflation, and they are
added back into the income under the AMT. As a result of these
diverging trends, more income becomes subject to the AMT each
year. In 2007, absent a change in law, it is projected that about
23.4 million individual taxpayers, or 26 percent of individual filers
who pay income tax, will be subject to the AMT.

Among the categories of taxpayers hardest hit, 89 percent of
married couples with adjusted gross incomes between $75,000 and
$100,000, and 2 or more children, will owe AMT. The burden that
the AMT imposes is substantial. In dollar terms, it is estimated
that each AMT taxpayer will owe, on average, an additional $6,782
in tax for 2006.

Sometime very soon—by Mr. Burman’s estimate, as early as this
year—we will reach a point where it will cost more for Congress
to repeal the AMT, than to repeal the regular tax and leave the
AMT intact. That’s astonishing. In a very real sense, then, the
AMT has ceased to fulfill its intended mission of preventing tax
avoidance by the wealthy, and is, instead, becoming the de facto
tax system for millions of Americans.

The obvious challenge in repealing the AMT is that its increasing
revenue stream has been built into revenue estimates. So, if it is
repealed, Congress will have to raise tax revenue in other ways, re-
duce spending, or allow the budget deficit to balloon. These alter-
natives, admittedly, are not appealing, but I have no doubt there
are solutions that are far preferable to the status quo. Signifi-
cantly, the longer Congress waits to act, the more dependent the
Government will become on AMT revenue, and the harder, there-
fore, it will become to repeal it.

To be viewed as fair, a tax system must be transparent. While
the concept of a minimum tax is not unreasonable, the AMT, as
currently structured, has morphed into something that was never
intended. It is hitting taxpayers it was never intended to hit. It is
taking large numbers of taxpayers by surprise, and subjecting
them to estimated tax penalties. It is imposing onerous compliance
burdens. It is altering the distribution of the tax burden that exists
under the regular tax system. It is changing the tax incentives
built into the regular tax system, and it is neutralizing the effects
of changes to tax rates imposed under the regular tax system.

Taxpayers subject to this treatment may wonder whether their
Government is dealing fairly with them. My opinion is they have
a right to ask that question. I strongly urge Congress to act before
the AMT explosion occurs. Thank you, and good luck.

[The prepared statement of Ms. Olson follows:]

Statement of Nina E. Olson, National Taxpayer Advocate, Internal Revenue
Service

Mr. Chairman, Ranking Member English, and distinguished Members of the Sub-
committee:
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Thank you for inviting me to testify today about the Alternative Minimum Tax
(AMT) for individuals taxpayers.! In my 2006 Annual Report to Congress, I des-
ignated the AMT as the most serious problem facing taxpayers and recommended
that it be repealed.2 Indeed, if I were given the opportunity to make just one change
to the Internal Revenue Code, I would use it to eliminate the individual AMT.3

Why? Because the AMT is frustrating for taxpayers and bad for the tax system.
It is frustrating for taxpayers for many reasons, including the difficulty in deter-
mining whether one is subject to the AMT, the difficulty in computing the AMT,
the inaccurate and off-putting implication that the AMT applies because the tax-
payer has escaped his or her rightful tax obligations by engaging in tax-avoidance
techniques, and the fact that otherwise compliant taxpayers are often subject to
penalties for failure to pay enough estimated tax during the year when they didn’t
properly anticipate their AMT liabilities.

The AMT is bad for the tax system because the disillusionment felt by taxpayers
subject to the tax can erode their willingness to comply in the future. Moreover, the
AMT negates the effect of tax rates and other tax provisions that apply under the
regular tax rules and almost invisibly alters the distribution of the tax burden that
exists under the regular tax system.

In my testimony today, I will provide an overview of the AMT, describe its his-
tory, explain how it is computed, and detail its key deficiencies. I will also provide
several examples to show how it operates.4

Overview

The AMT was originally designed to prevent wealthy taxpayers from using tax
shelters to avoid paying their fair share of taxes. However, Congress has changed
the tax laws many times since the inception of the AMT and shut down many of
the tax-avoidance opportunities that existed in the 1960s and 1970s. Today, the
AMT affects millions of taxpayers with no tax-avoidance motives at all—unless one
considers choosing to live in a high-tax state or choosing to have children to be a
tax-avoidance motive. For 2004, the Treasury Department found that fully 68 per-
cent of aggregate AMT tax preference dollars were attributable to the disallowance
of the state and local tax deduction and 19 percent of aggregate AMT tax preference
dollars were attributable to the disallowance of personal exemptions.® Thus, about
87 percent of the additional income subject to tax under the AMT results simply
because of taxpayers’ place of residence or family composition.

Moreover, the AMT is now affecting increasing numbers of middle-income tax-
payers, because the amount of income exempt from the AMT (the AMT “exemption
amount”) is not indexed for inflation. When Congress first enacted a minimum tax
in 1969, the exemption amount was $30,000 for all taxpayers. If Congress had

1The views expressed herein are solely those of the National Taxpayer Advocate. The Na-
tional Taxpayer Advocate is appointed by the Secretary of the Treasury and reports to the Com-
missioner of Internal Revenue. The statute establishing the position directs the National Tax-
payer Advocate to present an independent taxpayer perspective that does not necessarily reflect
the position of the IRS, the Treasury Department, or the Office of Management and Budget.
Accordingly, Congressional testimony requested from the National Taxpayer Advocate is not
submitted to the IRS, the Treasury Department, or the Office of Management and Budget for
prior approval. However, we have provided courtesy copies of this statement to both the IRS
and the Treasury Department in advance of this hearing.

2] have highlighted problems with the AMT in prior reports as well. In my 2001 Annual Re-
port to Congress, I recommended that the AMT be repealed or, at a minimum, substantially
revamped to accomplish its original objective of preventing high-income taxpayers from escaping
taxation through the use of tax-avoidance techniques. National Taxpayer Advocate 2001 Annual
Report to Congress 166—-177. In my 2003 Annual Report to Congress, I designated the AMT as
the most serious problem facing taxpayers. National Taxpayer Advocate 2003 Annual Report to
Congress 5-19. In my 2004 Annual Report to Congress, I reiterated my recommendation that
the AMT be repealed. National Taxpayer Advocate 2004 Annual Report to Congress 383-385.

3As a matter of fairness, the repeal of the AMT would require that Congress address the
treatment of unused prior-year minimum tax credits, perhaps simply by retaining section 53 of
the Code.

4The Taxpayer Advocate Service does not possess a revenue-estimating function. When we
have written about the AMT in the past, we have generally used data developed by the Treasury
Department’s Office of Tax Analysis, the Joint Committee on Taxation, or the Tax Policy Center,
a joint venture of the Urban Institute and the Brookings Institution. Economists from each of
these entities have told us that the modeling the others use is similar and generally produces
similar results. Because the Tax Policy Center has published the most extensive data on the
AMT, my testimony today generally cites to Tax Policy Center data.

5 Office of Tax Analysis, Department of the Treasury (unpublished tabulation), cited at http:/
www.taxpolicycenter.org/TaxFacts/TFDB/Content/PDF/amt preference.pdf.
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indexed that amount, it would be equal to about $165,000 today.6 Instead, the ex-
emption amounts, after temporary increases that expired at the end of 2006, are
$45,000 for married taxpayers and $33,750 for most other taxpayers.” As a result,
it is now projected that in 2007, absent a change in law, 23.4 million individual tax-
payers—or about 26 percent of individual filers who pay income tax—will be subject
to the AMT.8 Among the categories of taxpayers hardest hit, 89 percent of married
couples with adjusted gross incomes between $75,000 and $100 000 and two or more
children will owe

The burden that the AMT imposes is substantial. In dollar terms, it is estimated
that each AMT taxpayer will owe, on average, an additional 6,782 in tax in 2006.10
In terms of complexity and time, taxpayers often must complete a 16-line work-
sheet,11 read ten pages of instructions,’?2 and complete a 55-line form 13 simply to
determine whether they are subject to the AMT. Thus, it is hardly surprising that
77 percent of AMT taxpayers hire practitioners to prepare their returns.14

Perhaps most disturbingly, it is often very difficult for taxpayers to determine in
advance whether they will be hit by the AMT. As a result, many taxpayers are un-
aware that the AMT applies to them until they receive a notice from the IRS, and
some discover they have AMT liabilities that they did not anticipate and cannot pay.
To make matters worse, the difficulty of projecting AMT tax liability in advance
makes it challenging for taxpayers to compute and make required estimated tax
payments, which often results in these taxpayers being subject to penalties.

At some point very soon, by one estimate as early as in 2007, we will reach a
point where it will cost more for Congress to repeal the AMT than to repeal the reg-
ular tax and leave the AMT intact.15 In a very real sense, then, the AMT is ceasing
to fulfill its intended mission to prevent tax avoidance by the wealthy and is instead
becoming the de facto tax system for millions of Americans. The obvious challenge
in repealing the AMT is that its increasing revenue stream has been built into rev-
enue estimates, so if it is repealed, either Congress will have to raise tax receipts
in other ways or budget deficits will balloon. These alternatives admittedly are not
appealing, but I have no doubt there are solutions that are far preferable to the sta-

6 Department of Labor, Bureau of Labor Statistics, Consumer Price Index—All Urban Con-
sumers (CPI-U) (as of Oct. 31, 2006). Congress acted after hearing testimony that 155 taxpayers
with adjusted gross incomes ‘above $200,000 had paid no federal income tax for the 1966 tax
year. See The 1969 Economic Report of the President: Hearings before the Joint Economic
Comm., 91st Cong., pt. 1, p. 46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury).
The consumer price index has increased more than six fold since 1966, so the kinds of taxpayers
who caught Congress’ attention back then would be making over 1.25 million today. See Depart-
ment of Labor, Bureau of Labor Statistics, Consumer Price Index—All Urban Consumers (CPI-
U) (as of Oct. 31, 2006). Yet the AMT today is not primarily affecting taxpayers with incomes
over $1.25 million. By 2010, it has been estimated that 82 percent of all taxpayers affected by
the AMT will have incomes under $200,000—and 36 percent will have incomes under $100,000.
Greg Leiserson & Jeffrey Rohaly, The Individual Alternative Minimum Tax: Historical Data and
Projections updated November 2006, table 5 (Nov. 10, 2006) (available at
WWW. taxpohcycenter org or on Lexis/Nexis at 2006 TNT 219— 50).

7IRC §55(d).

8 Greg Leiserson & Jeffrey Rohaly, The Individual Alternative Minimum Tax: Historical Data
and Projections updated November 2006, table 1 (Nov. 10, 2006) (available at
www.taxpolicycenter.org or on Lexis/Nexis at 2006 TNT 219-50).

9 Greg Leiserson & Jeffrey Rohaly, The Individual Alternative Minimum Tax: Historical Data
and Projections updated November 2006, table 3 (Nov. 10, 2006) (available at
www.taxpolicycenter.org or on Lexis/Nexis at 2006 TNT 219-50).

10 Greg Leiserson & Jeffrey Rohaly, The Individual Alternative Minimum Tax: Historical Data
and Projections updated November 2006, table 4 (Nov. 10, 2006) (available at
www.taxpolicycenter.org or on Lexis/Nexis at 2006 TNT 219-50).

11TRS Form 1040, Individual Income Tax Return, Instructions at 39 (2006).

121RS Form 6251, Alternative Minimum Tax—Individuals, Instructions (2006).

13IRS Form 6251, Alternative Minimum Tax—Individuals (2006).

14TRS Compliance Data Warehouse, Individual Returns Transaction File (IRTF), Tax Year
2004.

15 Because of differing assumptions, estimates of when this crossover point will occur vary.
The most recent modeling by the Tax Policy Center (TPC), a joint venture of the Urban Institute
and the Brookings Institution, projects it will occur in 2007. Greg Leiserson & Jeffrey Rohaly,
The Individual Alternative Minimum Tax: Historical Data and Projections updated November
2006, at 4 (Nov. 10, 2006) (available at www.taxpolicycenter.org or on Lexis/Nexis at 2006 TNT
219—50). The Treasury Department is projecting the crossover will occur in 2013. Office of Tax
Analysis, Department of the Treasury (unpublished tabulation). Based on our conversations
with Treasury and TPC economists, we understand that the TPC model assumes that tax cred-
its that can be used against the AMT, including the child tax credit and the earned income tax
credit, would be repealed along with the regular income tax. The Treasury Department did not
assume these credits would be repealed along with the regular income tax.
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tus quo. Significantly, the longer Congress waits to act, the more dependent the gov-
ernm?nt will become on AMT revenue and the harder it therefore will become to
repeal it.

While the concept of a minimum tax is not unreasonable, the AMT as currently
structured has morphed into something that was never intended: It is penalizing
taxpayers for such nontax-driven behavior as having children or selecting a state
of residence; it is hitting taxpayers it was never intended to hit because its exemp-
tion amount has not been indexed for inflation; it is taking large numbers of tax-
payers by surprise—and subjecting them to penalties to boot; it is imposing onerous
compliance burdens; it is altering the distribution of the tax burden that exists
under the regular tax system; it is changing the tax incentives built into the regular
tax system; and it is neutralizing the effects of changes to tax rates imposed under
the regular tax system.

Background of the AMT

The concept of a minimum tax was initially developed in response to reports that
a small, wealthy group of taxpayers was avoiding taxes altogether through the use
of tax avoidance techniques.l® In 1969, the House of Representatives adopted rec-
ommendations of the Treasury Department and passed a bill to impose a minimum
tax by limiting certain tax preference items, in the aggregate, to 50 percent of gross
income.1? This approach required the use of a complex formula designed to allocate
itemized deductions between taxable income and non-taxable income and to disallow
those deductions allocated to non-taxable income.18

The Senate changed the bill, adopting instead a tax on specified preference items
in excess of a $30,000 exemption amount.l® The final bill followed the Senate’s ap-
proach and imposed an add-on tax of 10 percent on nine specific tax preference
items when the sum of the preference items exceeded $30,000.2°

The Tax Reform Act of 1976 and the Revenue Act of 1978 both made modifica-
tions to the add-on tax. The 1976 Act, among other things, increased the add-on tax
rate to 15 percent and lowered the exemption amount from $30,000 to the greater
of $10,000 or one-half of regular tax liability.21 The 1976 Act also added a new pref-
erence item for “excess itemized deductions” equal to the amount by which itemized
deductions (other than medical and casualty deductions) exceeded 60 percent of ad-
justed gross income.22 The 1978 Act went a step further, restructuring the tax into
two components. The add-on tax was retained for all tax preferences except the cap-
ital gains deduction and excess itemized deductions, and a new alternative min-
imum tax was established to adjust the taxpayer’s income for these two items of tax
preference. This new alternative minimum tax (AMT) imposed a progressive three-
tiered rate structure on AMT: 10 percent on AMT income between $20,001 and
$60,000; 20 percent on AMT income between $60,001 and $100,000; and 25 percent
on AMT income over $100,000.23

In 1982, Congress repealed the add-on tax but left the AMT intact.2¢ Although
Congress has enacted many technical changes over the past 25 years, the basic
structure of the AMT rules has remained intact.

How the AMT Is Computed

The AMT’s method of calculation vividly demonstrates its complexity. The AMT
requires a separate set of computations from the regular income tax, with unique
rules governing the recognition of income and the timing of deductions and credits.
Taxpayers are often required to maintain two sets of records—one for regular in-
come tax purposes and one for AMT purposes.

The determination of AMT liability, if any, involves an eight-step process:

16 The 1969 Economic Report of the President: Hearings before the Joint Economic Comm., 91st
Cong., pt. 1, p. 46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury); Committee
on Ways and Means of the U.S. House of Representatives and Committee on Finance of the U.S.
Senate, 91st Cong., Tax Reform Studies and Proposals, U.S. Treasury Department, pt. 1, p. 132
(Comm. Print 1969).

17H.R. 13270, § 301(a) (version passed by the House of Representatives on Aug. 8, 1969).

18 See H.R. Conf. Rep. No. 91-782, p. 301 (1969).

19H.R. 13270 (substituted version passed by the Senate on Dec. 11, 1969).

20Tax Reform Act, Pub. L. No. 91-172, §301 (1969). The nine specified tax preference items
were (1) excess investment interest income, (2) accelerated depreciation on personal property,
(3) accelerated depreciation on real property, (4) amortization of certified pollution control facili-
ties, (5) amortization of railroad rolling stock, (6) tax benefits from stock options, (7) bad debt
deductions of financial institutions, (8) depletion, and (9) the deduction for capital gains.

i; Ta‘?lx Reform Act, Pub. L. No. 94-455, § 301 (1976).

22]d.

23 Revenue Act, Pub. L. No. 95-600, §421 (1978).

24Tax Equity and Fiscal Responsibility Act, Pub. L. No. 97-248, §402(a) (1982).



17

1. The taxpayer must calculate his regular tax liability. The regular income tax
rules provide preferred treatment for certain types of income and allow tax-
payers to claim certain exemptions, deductions, exclusions and credits.

2. The taxpayer must determine whether he is subject to additional tax under the
AMT regime. The IRS provides a 16-line worksheet (Worksheet To See if You
Should Fill in Form 6251—Line 45)25 to help taxpayers determine whether
they may be subject to the AMT. If the worksheet indicates that a taxpayer
is potentially subject to the AMT, the taxpayer must complete Form 6251 (Al-
ternative Minimum Tax—Individuals), which contains 55 lines. Many tax-
payers are required to complete Form 6251—only to find that they do not have
an AMT liability.

3. The taxpayer must compute his alternative minimum taxable income (AMTI)
on Form 6251. This computation generally requires taxpayers to give up the
benefit of tax preference items to which they are entitled under the regular tax
system (e.g., dependency exemptions, a standard deduction, and itemized de-
guct)iggs for state and local taxes, employee business expenses and legal
ees).

4. The taxpayer must determine an “exemption amount” to which he is entitled
based on filing status. After temporary increases in the AMT exemption
amounts in recent years that have now expired, the AMT exemption amounts
for 2007 stand at $45,000 for married taxpayers and 33,750 for most other tax-
payers.2? The exemption amounts are phased out for married taxpayers with
AMTI exceeding $150,000 and non-married taxpayers with AMTI exceeding
$112,500.28

5. The taxpayer must compute his “taxable excess” by subtracting the exemption
amount from his AMTI.

6. A taxpayer with a positive “taxable excess” must compute his “tentative min-
imum tax.” A “taxable excess” of $175,000 or less is taxed at a 26 percent rate
and any additional “taxable excess” is taxed at a 28 percent rate. The sum of
the two amounts, minus the alternative minimum tax foreign tax credit, is the
“tentative minimum tax.” 29

7. The taxpayer must compute his “alternative minimum tax” or “AMT.” The
AMT is equal to the excess of the taxpayer’s tentative minimum tax, if any,
over his regular tax liability (reduced by any tax from Form 4972 (Tax on
Lump Sum Distributions) and any foreign tax credit from Form 1040). If the
net result is a negative number or zero, the taxpayer does not owe AMT.

8. If the taxpayer owes AMT, he computes his tax liability by adding his regular
tax liability and his AMT liability.30

A taxpayer’s AMT liability may result in an AMT credit.3! In general, an AMT
credit may be used in the future when the taxpayer’s regular tax liability, reduced
by other nonrefundable credits, exceeds the taxpayer’s tentative minimum tax for
the year.32 However, a taxpayer who owes AMT generates an AMT credit only to
the extent the credit is caused by “deferral” items and not by “exclusion” items. De-
ferral items are those that are accounted for in different tax years in the regular
tax and AMT systems. For example, the AMT in some instances requires taxpayers
to depreciate property over a longer period of time. Exclusion items are adjustments
and tax preference items that result in the permanent disallowance of certain tax

25TRS Form 1040, Individual Income Tax Return, Instructions at 39 (2006).

26 Required adjustments listed on Form 6251 include adjustments for medical and dental ex-
penses, state and local taxes, certain non-allowable home mortgage interest, miscellaneous
itemized deductions, tax refunds, investment interest, depletion, certain net operating losses, in-
terest from specified private activity bonds, qualified small business stock, the exercise of incen-
tive stock options, estates and trusts, electing large partnerships, property dispositions, depre-
ciation on certain assets, passive activities, loss limitations, circulation costs, long-term con-
tracts, mining costs, research and experimental costs, income from pre-1987 installment sales,
intangible drilling costs, certain other adjustments and alternative tax net operating loss deduc-
tions. See IRC §§56 and 57; IRS Form 6251 (Alternative Minimum Tax—Individuals), Part I.

27TRC §55(d).

28 TRC §55(d)(3).

29TRC §55(b)(1)(A).

30In many cases, the taxpayer’s final tax liability is simply the greater of his regular tax li-
ability or his tentative minimum tax liability. But because the Code requires adjustments for
credits and other taxes, the Seventh and Eighth steps are required to ensure that taxpayers
with these tax items obtain the correct result.

31TRC §53.

32 Beginning in 2007, an individual with a long-term unused AMT credit may be able to use
a portion of his AMT credit in a taxable year in which he, as a result of the tentative minimum
tax limitation, otherwise could not use it. For 2007, a long-term unused AMT credit is an AMT
credit that was generated before 2004. IRC §53(e).
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benefits such as the standard deduction, personal exemptions and certain itemized
deductions. Thus, many individual taxpayers who owe AMT will never be able to
use an AMT credit.

Problems with the AMT

At the risk of some redundancy, the following is a concise list of some of the most
significant problems relating to the AMT:

e Impact on “Wrong” Taxpayers. The AMT no longer targets just wealthy tax-
payers engaged in tax avoidance. The number of AMT filers is projected to grow
to 32.4 million by 2010.33 Among taxpayers with incomes between $100,000 and
$200,000, a staggering 80 percent will be subject to the AMT.3¢ Even more no-
table, the AMT will affect a higher percentage of taxpayers with incomes be-
tween $75,000 and $100,000 (50 percent) than taxpayers making more than $1
million (39 percent).35

e Lack of AMT Knowledge. Taxpayers often file their returns not knowing about
the AMT or expecting to be subject to it, but then receive bills relating to the
AMT that they are not prepared to pay. In fiscal year 2005, the IRS closed more
than 21,500 examinations that were initiated because of suspected AMT liabil-
ities. These examinations resulted in additional tax assessments of nearly $39
million—about $1,700 per return.36

e Complexity. The individual AMT computations are completely separate from the
regular income tax computations. As described above, taxpayers may need to fill
out a 16-line worksheet and then a 55-line form (IRS Form 6251, Alternative
Minimum Tax—Individuals) just to determine whether they are subject to AMT.
Other complexities of the AMT include the re-computation of the foreign tax
credit,37 its effects on incentive stock options3® and capital gains rates,?® and
the treatment of income of minor children (the so-called “kiddie tax”).40

e Failure to Index AMT Exemptions for Inflation. Regular income tax standard
deductions, exemptions and filing thresholds are all adjusted for inflation. As
discussed above, however, the AMT exemption amounts are not. The absence
of an AMT indexing provision is largely responsible for the increasing numbers
of middle-class taxpayers who are subject to the AMT regime.41

¢ Adverse Impact on Families. Married taxpayers will be almost 15 times as likely
as single taxpayers to pay AMT in 2007.42 One study projected that approxi-
mately 5.7 million taxpayers will pay AMT in 2010 simply because they lose the
benefit of personal exemptions under the AMT.43

e Loss of Itemized Deductions. An individual taxpayer must add back certain
itemized deductions when computing the AMT.44 This adjustment causes par-
ticular difficulties for taxpayers with large expenditures such as medical bills,
legal fees in court settlements, state and local taxes, or employee business ex-
penses.

e Unpredictability of Estimated Tax Payments. Because the law is so complicated,
it is difficult, if not impossible, to predict whether an individual will be subject
to the AMT. This uncertainty causes problems in paying the correct estimated
tax for the year and can result in penalties for underpayment. In tax year 2004,

33 Greg Leiserson & Jeffrey Rohaly, The Individual Alternative Minimum Tax: Historical Data
and Projections updated November 2006, table 1 (Nov. 10, 2006) (available at www.taxpolicy
center.org or on Lexis/Nexis at 2006 TNT 219-50).

34]d. at table 3.

35]d. at table 3.

36JRS Wage & Investment Operating Division, Audit Information Management System (FY
2005 data).

37IRC §59(a).

38TRC §56(b)(3).

39TRC §55(b)(3).

40TRC §59().

41The effect of the absence of AMT-exemption indexing is compounded by the fact that key
tax preference items that are included in AMTI—e.g., the standard deduction and personal ex-
emptions—are indexed annually.

42Greg Leiserson & Jeffrey Rohaly, The Individual Alternative Minimum Tax: Historical Data
and Projections updated November 2006, table 3 (Nov. 10, 2006) (available at www.taxpolicy
center.org or on Lexis/Nexis at 2006 TNT 219-50).

43Leonard E. Burman, William G. Gale & Jeffery Rohaly, The AMT: Projections and Prob-
lems, Tax Notes, July 7, 2003, pp. 105-106 (available at www.taxpolicycenter.org).

44JRC §56(b) & (e). Common itemized deductions that must be added back to income include,
but are not limited to, state and local taxes, real estate and personal property taxes, mortgage
interest not used for the purchase or improvement of a personal residence, medical expenses
exceeding 7.5 percent but less than 10 percent of adjusted gross income, and certain miscella-
neous itemized deductions such as employee business expenses and legal fees.
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for example, 17.1 percent of AMT returns reported an estimated tax penalty on
the return as compared with 3.7 percent of non-AMT returns.45

Taxation of Incentive Stock Options. A taxpayer’s exercise of incentive stock op-
tions creates a paper (phantom) gain in the year the stock is purchased (i.e.,
the option exercise). This gain is not taxed under the regular tax rules but is
taxed for AMT purposes. The gain is the difference between the option price and
the market value of the stock on the date the option is exercised to purchase
the shares.

e Limitation on Availability of General Business Credits. Most general business

tax credits are limited by the taxpayer’s tentative minimum tax.4¢ To illustrate,
assume a taxpayer has a regular tax liability of $10,000 prior to credits, ten-
tative minimum tax of $9,000, and a $2,000 credit under IRC §44 for con-
structing an access ramp to his business for disabled individuals. Absent the
credit, the AMT has no effect on this taxpayer because his regular tax liability
exceeds his tentative minimum tax. However, the disabled access credit would
reduce the taxpayer’s regular tax liability to $8,000, which is below his ten-
tative minimum tax. Therefore, the taxpayer is only entitled to a credit amount
of $1,000 and must carry back or carry forward the $1,000 credit balance.
Under these circumstances, the taxpayer is required to complete Form 6251 and
attach it to his return—even though the taxpayer does not have an AMT liabil-
ity—to substantiate his entitlement to a portion of the credit. The Treasury De-
partment estimates that taxpayers will lose nearly $13 billion in tax credits,
mostly business credits, in 2010 because of the AMT.47

Timing Issues Resulting from AMT Tax Credit Regime. The portion of AMT at-
tributable to timing items reflects the difference between when certain deduc-
tions are allowable under the AMT and when the same deductions are allowable
under the regular income tax. The taxpayer can claim an AMT credit only in
subsequent years when the regular tax exceeds the AMT.

e Requirement of Two Sets of Records. Taxpayers often must keep separate

records for regular tax and AMT purposes. For example, assume a taxpayer
placed an office building into service prior to 1999 and is claiming straight-line
depreciation on the building. The taxpayer must depreciate the building over a
39-year period for regular tax purposes,*® but for AMT purposes the deprecia-
tion period is 40 years.49

e Inconsistent Treatment of Carryover Items. When a taxpayer loses a tax benefit

because of the AMT, the taxpayer may or may not be entitled to carry the ben-
efit to another tax year, and the carryover periods vary from item to item. For
example, an unused credit otherwise allowable for placing an alternative motor
vehicle into service may not be carried over if the motor vehicle is not used in
a trade or business.?9 Thus, if the vehicle is for personal use, any credit that
cannot be used in the year in which the vehicle is placed into service is perma-
nently lost. Unused general business credits, on the other hand, generally may
be carried back one year and carried forward 20 years.5! By contrast, unused
foreign tax credits generally may be carried back one year and carried forward
ten years.52

Two Computations of Capital Gains Tax. Capital gains are taxed for regular tax
purposes at lower rates than the AMT rates. Because Congress wanted to pre-
serve tax-favored capital gains treatment under the AMT regime, a taxpayer
with capital gains who owes AMT must complete 20 lines on Form 6251 after
having already completed a Schedule D (Capital Gains and Losses) for regular
tax purposes.

45IRS Compliance Data Warehouse, Individual Returns Transaction File (IRTF), Tax Year
2004

46TRC §38(c)(1).

47 Office of Tax Analysis, Department of the Treasury (unpublished tabulation); IRC §55(c)(2).

48TRC §168(c).

49TRC §56(a)(1)(A){) (referencing IRC § 168(g)).

50 A credit may be carried to another taxable year only if the Code expressly provides for it.
In the case of the credit for alternative motor vehicles, carryovers are authorized only if the ve-
hicle is used in a trade or business and is subject to depreciation. See IRC § 30B(g).

51TRC § 39(a).

52TRC §904(c).
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e Increased Use of Paid Preparers. Approximately 60 percent of taxpayers without
AMT liabilities pay to have their returns prepared.>3 Where a taxpayer has an
AMT liability, the use of paid preparers jumps to 77 percent.5*

e High AMT Marginal Tax Rates Due to Phase-out of AMT Exemption. As de-
scribed above, the AMT rules impose tax at a rate of 26 percent on a “taxable
excess” (i.e., AMTI reduced by the applicable AMT exemption amount) up to
$175,000 and 28 percent on higher amounts. However, the AMT exemptions

hase out at a 25 percent rate for married taxpayers with AMTI exceeding
5150,000 and non-married taxpayers with AMTI exceeding $112,500.55 There-
fore, the AMT marginal tax rate can reach 35 percent.

Examples of AMT Impact

The following examples illustrate the impact of the AMT in four situations:?6
These examples illustrate common AMT issues we have seen in the Taxpayer Advo-
cate Service, but they do not represent the facts of any particular case.

AMT Penalty for Having Children: The (modified) Brady Bunch. Mr. and Mrs.
Brady live in California in a rented home with their six children, ages 5-16. They
claim the “married filing jointly” filing status and take the $10,300 standard deduc-
tion in 2006. Mr. Brady, an architect, made $73,160. Mrs. Brady worked part-time
as a teacher and earned $25,000. The Bradys owe $2,424 in taxes under the regular
tax system, but their tax bill rises to $3,199 with the AMT because the tax benefits
of the personal exemptions for their children are phased out under the AMT.

AMT Marriage Penalty. Assume the same facts as in the prior example except
that Mr. and Mrs. Brady did not marry. If each used the “Head of Household” filing
status and claimed their own three children, the AMT would not apply to either of
them and their combined tax bill would be lower. Mrs. Brady would pay no tax and
get $4,500 in refundable credits (a $2,385 EITC credit, a $2,055 child tax credit, and
a $60 credit for federal telephone excise tax paid), and Mr. Brady would pay tax
of $5,404. Their combined tax liability would be $904 (i.e., $5,404 minus $4,500)—
or $2,295 less than their tax liability if they were married. Part of the difference
in tax in these two examples is attributable to the general marriage penalty, but
a significant portion is attributable solely to the AMT.

AMT Penalty for High State and Local Taxes. A taxpayer filed a joint return
claiming two dependent children for 2006. The taxpayer had an adjusted gross in-
come of $190,000 and paid state income and property taxes totaling $28,000. The
taxpayer had 90 percent of his regular tax liability withheld from his paycheck.
When the taxpayer prepared his return, he discovered that he had an additional tax
liability of $4,448 due to the AMT. Because of the additional AMT tax liability, he
also owed a penalty for failure to pay estimated tax in the amount of $210.

AMT Penalty Due to Combination of Having Children and Using “Married Filing
Separately” Filing Status. A mother of five earned $57,500 in 2006. She is seeking
a legal separation from her husband and lived apart from him during the final
months of the year and thus claimed “married filing separately” filing status. Be-
cause she was entitled to claim the children as her dependents and to claim the
child tax credit, she had no tax liability under the regular tax rules. She therefore
did not have any tax withheld from her paychecks. When she prepared her tax re-
turn, however, she discovered that she had a tax liability of $1,909 due to the AMT.
Because of the AMT tax liability, she also owed a penalty for failure to pay esti-
mated tax in the amount of $93.

Conclusion

To be viewed as fair, a tax system must be transparent. Yet the complexity of the
AMT is such that many if not most taxpayers who owe the AMT do not realize it
until they prepare their returns. It adds insult to injury when many of these tax-
payers discover that they also owe a penalty for failure to pay sufficient estimated
tax because they did not factor in the AMT when they computed their withholding
exemptions or estimated tax payments. Taxpayers subjected to this treatment may
wonder whether their government is dealing fairly with them. To say the least,
“gotcha” taxation is not good for taxpayers or the tax system.

53]RS Compliance Data Warehouse, Individual Returns Transaction File (IRTF), Tax Year

2004.

54]JRS Compliance Data Warehouse, Individual Returns Transaction File (IRTF), Tax Year
2004.

55TRC §55(d)(3).

56 These examples illustrate common AMT issues we have seen in the Taxpayer Advocate
Service, but they do not represent the facts of any particular case.
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Clearly, there are many practical, policy, and political challenges to repealing the
individual AMT. But these challenges will continue to grow over time as the govern-
ment, absent congressional action, becomes increasingly dependent on AMT rev-
enue. With all the problems inherent in the AMT, I don’t think taxpayers will stand
for it when the AMT begins to hit tens of millions of taxpayers within the next few
years. The AMT is a time bomb, and it is set to detonate very soon. I strongly urge
Congress to act before the AMT explosion.

———

Chairman NEAL. Thank you very much, Ms. Olson. Dr. Burman.

STATEMENT OF LEONARD E. BURMAN, PH.D., DIRECTOR, TAX
POLICY CENTER, A JOINT VENTURE OF THE URBAN INSTI-
TUTE AND BROOKINGS INSTITUTION

Mr. BURMAN. Thank you, Mr. Chairman. Chairman Neal,
Ranking Member English, Members of the Subcommittee, thank
you for inviting me to share my views on the individual AMT, and
thank you, Mr. Chairman and Mr. Ranking Member, for your lead-
ership on this issue.

In January 1969, Treasury Secretary Joseph Barr testified that
155 high-income individual taxpayers had paid no Federal income
tax in 1966. The news created a political firestorm. Members of
Congress received more constituent letters about those 155 tax-
payers than about the Vietnam War.

Law makers could have responded in one of three ways. They
could have explained that the non-taxpayers were taking advan-
tage of tax incentives that advanced worthwhile social objectives,
and thus, should not have to owe tax. That would have been a hard
sell.

They could have closed the loopholes that allowed rich people to
avoid tax, but those loopholes had some pretty powerful constitu-
encies, so that didn’t happen either.

Instead, Congress decided to create an extra tax for high-income
people who didn’t pay enough under the regular income tax system
to avoid such embarrassing disclosures in the future. Thus was
born the AMT.

It was a bad choice. The AMT doesn’t do much to reign in tax
shelters. Given the poor design, millionaires are actually less likely
to owe AMT than middle income people with kids. It’s inefficient,
and it undermines support for the tax system because it’s the post-
er child for pointless complexity. Taxpayers can’t understand it, but
they think it’s unfair.

Before getting into how to fix the AMT, I would like to address
a couple of shibboleths. One, the AMT is virtually a flat tax with
low rates of 26 and 28 percent. No. Those are the rates written into
the law, but because the AMT exemption phases out with income,
as Eric mentioned, the effective rates actually go as high as 35 per-
cent, and they don’t even apply to the highest-income taxpayers.
Since the highest rates don’t apply to the highest income people,
the AMT hits almost everyone with incomes between $200,000 and
$500,000, but not many millionaires.

Another one. Since the AMT is becoming the de facto tax system,
why not just eliminate the regular income tax? The AMT would be
a terrible tax system. First, high tax rates apply at relatively mod-
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est incomes, and high-income people would get a big rate cut from
35 percent to 28 percent.

Second, there are horrendous marriage and child penalties.

Third, it isn’t indexed for inflation, so it causes people’s average
tax bills to increase every year, even if their real incomes weren’t
changing.

Another one is that software and paid preparers make AMT com-
plexity no big deal. There are at least three problems with this ar-
gument. First, as the AMT consumes the middle class, it will hit
more and more people who do their taxes by hand—or try.

Second, even with software, it’s complex, as I explained in my
written testimony.

Third, you might want people to understand how the tax system
affects them. With the AMT, the tax system becomes an inscru-
table black box.

It’s not the Bush tax cuts that have pushed people under the
AMT, but the failure to index for inflation. Actually, it’s both. It’s
certainly true that the AMT was on a path to cause problems even
before the 2001 tax cuts were enacted, but EGTRRA doubled the
problem. Without the tax cut, 16 million people would be on the
AMT in 2010, which is way too many, but with the tax cut, the
number balloons to 32 million. Cutting the regular income tax
without fixing the AMT at the same time is the tax policy equiva-
lent of throwing gasoline on a fire.

The AMT is a blue state tax. Although in 2006, it’s true that tax-
payers in relatively high-income high-tax coastal States are more
likely to owe AMT than those in the interior, the AMT is going to
hit people in all States hard if it isn’t fixed. It might be better to
call it a soccer mom tax, or a swing voter tax.

It’s in all of your interests to do something about it. So, what
should we do?

A serious fix to the AMT would, at a minimum, adjust it for in-
flation and retarget it at the higher income people who are in-
tended to pay it. The ideal solution might be to repeal the tax, and
include any valid anti-tax shelter provisions in the regular income
tax.

The problem, as you’re all painfully aware, is that any of these
solutions would reduce Federal tax revenues dramatically, and re-
peal would be very regressive—96 percent of the benefits would go
to the top fifth of the income distribution.

We have looked at a number of options to pay for reform, includ-
ing an increase in top income tax rates, elimination of the AMT tax
preference for capital gains and dividends, or repeal of the deduc-
tion for State and local taxes under the regular income tax.

Eliminating the tax break for capital gains and dividends has
considerable merit. Prior to 1987, the tax break on capital gains
was the single largest tax preference under the AMT. If the pur-
pose of the AMT is to limit tax shelters, this makes sense, since
virtually any individual income tax shelter you can imagine in-
volves converting ordinary income into lightly taxed capital gains
or dividends. Taxing gains and dividends under the AMT would
also be highly progressive.

The President’s tax reform panel proposed eliminating State and
local tax deduction. I know that causes shudders of horror among
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people who live in high tax States, but your constituents are losing
this break anyway because of the AMT, and it’s becoming increas-
ingly just a tax deduction for very high-income people who aren’t
subject to the AMT.

Any of these changes would make the tax system more progres-
sive, and they wouldn’t add to the deficit. I understand that fixing
the AMT isn’t easy. If it were, it would have happened a long time
ago, but I applaud the Subcommittee for taking the first steps to-
ward what I hope will be a permanent solution.

[The prepared statement of Mr. Burman follows:]

Statement of Leonard E. Burman, Ph.D, Director, Tax Policy Center, a joint
venture of the Urban Institute and Brookings Institution

Chairman Neal, Ranking Member English, Members of the Subcommittee: Thank
you for inviting me to share my views! on the individual alternative minimum tax.

A precursor to the current individual alternative minimum tax (AMT) was origi-
nally enacted in 1969 to limit the amount of tax sheltering that taxpayers could pur-
sue and to assure that high-income filers paid at least a minimal amount of tax.2
The current AMT, however, has strayed far from those original goals. Under current
law, the tax will affect more than 23 million taxpayers in 2007, mainly for reasons
that have little or nothing to do with what most people would consider tax shel-
tering. The AMT is expected to generate more than 800 billion in revenue over the
next ten years under current law, a figure that rises to 1.5 trillion if the 2001-2006
tax cuts are extended. In short, the AMT threatens to grow from a footnote in the
tax code to a major component affecting tens of millions of taxpayers every year.

My testimony will outline how the AMT works, whom it affects, and why it de-
mands attention. I will also discuss possible ways of reforming the AMT and why
financing AMT reform or repeal is important. I finish with some concluding observa-
tions.

How does the AMT Work?

The individual AMT operates parallel to the regular income tax with a different
income definition, rate structure, and allowable deductions, exemptions, and credits.
In short, after calculating regular tax liability, taxpayers must calculate their “ten-
tative AMT” under the alternative rules and rates and pay whichever amount is
larger. To calculate tentative AMT, taxpayers must first determine their alternative
minimum taxable income (AMTI) and then subtract the applicable AMT exemption
amount (which is subject to phase-out), calculate tax under the AMT rate schedule,
and subtract any applicable credits. Technically, AMT liability is the excess, if any,
o{ tentative AMT above the amount of taxes due under the regular income tax
alone.

Alternative minimum taxable income is the sum of three components: regular tax-
able income for AMT purposes, AMT preferences, and AMT adjustments. Regular
taxable income for AMT purposes is basically the same as taxable income used for
regular tax purposes, except it is allowed to be negative if deductions exceed gross
income.

An AMT preference is an item identified as a potential tax saving in the regular
income tax that is not permitted in the AMT. An AMT adjustment is simply any
other exclusion, exemption, deduction, credit, or other treatment (such as a method
for computing depreciation) in the regular income tax that is either restricted or dis-
allowed in the AMT. Because there is generally no interesting economic distinction
between preferences and adjustments, I will refer to both as preferences.

Interesting distinctions emerge among the various preferences themselves, how-
ever. Preferences are of two types: exemptions or deferrals. Exemption preferences
broaden the AMT tax base and include the disallowance of personal exemptions, the
standard deduction, and itemized deductions for miscellaneous expenses and state
and local taxes. Deferral provisions change the timing of the recognition of income
and deductions, typically to accelerate income and postpone deductions. Thus, they

1My testimony draws heavily on joint work with my Tax Policy Center colleagues, Jeff
Rohaly, Greg Leiserson, and Bill Gale. Views expressed are my own.

2The original minimum tax was an addition to regular income tax. The current AMT is a floor
on total tax liability. For details, see Joint Committee on Taxation (2007) or Burman, Gale, and
Rohaly (2005).
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tend to raise the current-year tax base—and hence revenues—but only at the ex-
pense of future tax bases and tax collections.

Middle-income AMT taxpayers are primarily affected by the exemption pref-
erences, which are added to taxable income. The exemption measures might be in-
terpreted as an effort to reduce tax incentives generally and move toward an alter-
native tax base that is broader than the regular income tax base.

Deferral preferences outnumber exemption preferences, but they are used much
less frequently, tend to be used by high-income taxpayers, and generate much less
revenue. Deferral items tend to be complex; taxpayers generally need to recalculate
income and costs using different schedules and keep separate books for regular tax
and AMT purposes. Also, taxpayers may use AMT liability created by deferral provi-
sions—but not by exemption provisions—as a credit against future years’ regular
tax liability in excess of the tentative AMT. The deferral provisions, coupled with
the credit they create, are consistent with a policy goal of having every high-income
filer pay some positive tax in each year, even if his or her overall multiyear tax li-
ability does not change.

The Joint Committee on Taxation (2007) estimates that the three largest AMT
preference items in 2006 were exemption preferences that few would consider to be
aggressive tax shelters: deductions for state and local taxes (59 percent); personal
exemptions, including exemptions for dependent children (22 percent); and miscella-
neous itemized deductions for items such as unreimbursed business expenses (11
percent). The share of these preference items—already more than 90 percent—will
rise further over the next several years as the AMT encroaches on more and more
middle-income taxpayers.

After adding back their preference items and determining alternative minimum
taxable income, taxpayers may then subtract an AMT exemption amount of $45,000
for couples or $33,750 for singles and heads of household. That exemption is limited,
however, for taxpayers filing joint returns with AMTI over $150,000 ($112,500 for
singles and heads of household).3 AMTI less any applicable exemption is taxed at
two rates—26 percent on the first $175,000 and 28 percent on any excess above that
amount. As under the regular income tax, capital gains and dividends are subject
to lower tax rates. If the resulting “tentative AMT” is greater than tax before credits
calculated under the regular income tax, the difference is payable as AMT.4

That comparison means that anything that reduces the regular income tax rel-
ative to the AMT or that increases the tentative AMT relative to the regular income
tax will move taxpayers onto the AMT. For example, a reduction in regular income
tax rates that is not matched by a comparable change in the AMT would make more
taxpayers subject to the AMT. The converse is also true: increasing regular income
taxes or cutting AMT taxes would move some taxpayers off the AMT. If the 2001
and 2003 tax cuts are allowed to sunset after 2010 as scheduled, for example, fewer
taxpayers will owe AMT, albeit only because their regular tax bills will have in-
creased.

The Congress has limited the AMT’s reach in recent years by temporarily increas-
ing the AMT exemption and allowing the use of personal nonrefundable credits
against the AMT.> For the 2006 tax year, for example, Congress raised the exemp-
tion from $45,000 to $62,550 for couples and from $33,750 to $42,500 for single fil-
ers and heads of household. Those changes kept 16.5 million taxpayers from falling
into the AMT’s clutches. Because those adjustments were temporary, the Congress
will need to pass additional legislation to prevent a sharp rise in the number of tax-
payers subject to the AMT, from about 4 million in 2006 to more than 23 million
in 2007.

3The exemption is reduced by 25 percent of the amount that AMTI exceeds the relevant
threshold. As a result, married couples filing joint returns can claim no exemption if their AMTI
exceeds $330,000; single filers and heads of household get no exemption if their AMTI is greater
than $247,500.

4To be precise, the foreign tax credit is calculated before calculating the AMT and incor-
porated into the comparison between regular tax liability and AMT liability. Most credits, how-
ever, are calculated after both regular tax and AMT liability and do not affect the taxpayer’s
direct AMT liability.

50ther personal credits, such as the Earned Income Tax Credit, were allowed against the
AMT by tax law changes included in the Economic Growth and Tax Relief Reconciliation Act
of 2001 and will remain in place through 2010.
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Eox 1. Calenlaring the ART in 2007
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Box 1 shows the calculation of AMT for a married couple having four children and
earning $75,000 in 2007. It illustrates how the AMT will ensnare even middle-class
families with very straightforward tax returns if Congress does not act.
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Who is Affected by the AMT?

Under current law, about 4 million taxpayers were affected by the AMT in 2006.6
With the expiration of the temporary AMT “patch” at the end of last year, the num-
ber of AMT taxpayers will increase dramatically in 2007 to 23 million, and continue
to grow through 2010, eventually reaching 32 million, or more than one-third of all
taxpayers. With the expiration of most of the 2001-2006 tax cuts in 2011, the num-
ber of AMT taxpayers will fall to 18.5 million, before again marching steadily up-
ward to hit 39.1 million by 2017. If the 2001-2006 tax cuts are extended, 52.6 mil-
lion taxpayers—almost half of all taxpayers—will pay the AMT by 2017.

Although most AMT taxpayers are moderately well off, the tax is steadily en-
croaching on families that most would consider solidly middle-class. By 2010, half
of all tax filers making between $75,000 and $100,000 will pay the AMT, up from
36 percent this year and less than 1 percent in 2006, when the temporary AMT fix
was still in place (table 1).7

Although the AMT may have originally been intended to prevent high-income in-
dividuals from sheltering all of their income and paying no tax, it now affects more
tax filers in lower income classes than it does at the very top of the income scale.
Since the 35 percent top rate of the regular income tax exceeds the 28 percent top
statutory rate of the AMT, individuals with very high incomes who do not shelter
a substantial portion of it will end up in the regular tax system. In 2006, only 31
percent of filers with incomes above 1 million were affected by the AMT, compared
to 51 percent of those with incomes between $200,000 and $500,000. By 2010, the
difference is even starker: only 39 percent of millionaires will pay the AMT, but 94
percent of those in the $200,000 to $500,000 income class will.

What’s more, many tax shelters exploit the difference in tax rates between long-
term capital gains, which face a maximum tax rate of 15 percent, and ordinary in-
come, which can be taxed at rates as high as 35 percent under the regular income
tax. However, the lower capital gains tax rate is not considered an AMT preference
item, so high-income taxpayers who report a large amount of capital gains receive
the same tax break under the AMT as under the regular income tax. In contrast,
before 1987, the lower tax rate on capital gains was considered a preference item
and was, in fact, the largest one.

6 Unless otherwise noted, estimates in this testimony are based on the Urban-Brookings Tax
Policy Center’s microsimulation model of the federal tax system. Taxpayers affected by the AMT
include those with direct AMT liability, those whose credits are limited by the AMT, and those
who choose to take itemized deductions that are lower than their standard deduction in order
to reduce or eliminate their AMT liability. Our estimates differ slightly from those reported by
the Joint Committee on Taxation (2007) because of differences in underlying datasets, assump-
tions about growth of income over time and other factors, and definitions of what it means to
be affected by the AMT. (I present our estimates rather than the JCT’s simply for purposes of
internal consistency, since the JCT did not report all of the statistics I refer to in my testimony.)
See Rohaly and Leiserson (2006) for further details on the Tax Policy Center’s methodology.

7Tax filers include all nondependent tax units filing an income tax return, regardless of
whether they owe income tax. Taxpayers include all nondependent tax units with positive in-
come tax liability after credits. The Joint Committee on Taxation (2007) reports estimates for
“taxpayers,” which they define as all tax-filing units, including those that do not file tax returns
and dependent returns.
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In addition to being in certain income classes, taxpayers with any of several com-
mon situations are more likely than others to find themselves on the AMT:

Large Families. Personal exemptions are allowed against the regular income tax,
but not the AMT. Taxpayers with large families have many personal exemptions,
which significantly reduce their regular income tax liability relative to tentative
AMT. In 2006, taxpayers with three or more children were almost four times as
likely to owe AMT as those with no children (table 1). By 2010, almost half of fami-
lies with three or more children will find themselves on the AMT, compared to only
17 percent of those without children.

High State and Local Taxes. State and local taxes are deductible under the reg-
ular income tax, but not the AMT. Thus, high state and local taxes reduce regular
tax liability relative to AMT, increasing the likelihood that a taxpayer will owe
AMT. This helps explain why, in 2004, taxpayers in the New York area, the District
of Columbia, and California were most likely to owe AMT (Burman and Rosenberg
2006). They not only faced higher-than-average state and local tax burdens, but they
also had higher than average incomes, making them substantially more likely than
the average taxpayer to be subject to AMT. In 2006, households in high-tax states
were almost three times more likely to be on the AMT than those in low-tax juris-
dictions (table 1). With the dramatic growth of the AMT over the rest of this decade,
however, this differential is slated to fall dramatically. By 2010, residents of high-
tax states will only be about 30 percent more likely to fall prey to the AMT than
those in low-tax states (28 percent of households in high-tax states will face the
AMT compared to 21 percent in low-tax states.)
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Marriage. Most married couples pay less tax under the regular income tax than
they would if they were single. (That is, most “marriage penalties” have been elimi-
nated and many couples receive “marriage bonuses.”) This is not true under the
AMT. AMT tax rate thresholds are identical for married and single taxpayers and
the AMT exemption is only 33 percent larger for couples than for singles (except
for those for whom the exemption has been phased out). In contrast, the standard
deduction for couples under the regular income tax is twice that for singles. The
combination of the AMT marriage penalties, the fact that married couples often
have children, and the fact that married couples tend to have higher household in-
comes resulted in married couples being more than five times as likely to owe AMT
as singles in 2006. In 2007, with expiration of the temporary AMT fix, married cou-
ples are 15 times more likely to owe AMT than singles (table 1).

Taxpayer characteristics can combine to create very high probabilities of falling
prey to the AMT. For example, absent a change in law, the AMT will become the
de facto tax system for upper-middle-class families with children. In 2006, less than
1 percent of married couples with two or more children and adjusted gross income
between $75,000 and $100,000 were affected by the AMT, but by 2010 that share
will rise to 89 percent (table 1).

Other common situations that make a taxpayer more likely to incur the AMT in-
clude having high medical expenses or simply taking the standard deduction. Tax-
payers may deduct medical expenses in excess of 7.5 percent of AGI under the reg-
ular income tax, but the threshold is 10 percent of AGI under the AMT. Thus, tax-
payers with both high incomes and high medical expenses can be hit hard by the
AMT. Even claiming the standard deduction can force an individual into AMT terri-
tory. Although most AMT taxpayers itemize deductions, the standard deduction
under the AMT is worthless for the few who claim it: it reduces regular tax liability
without affecting tentative AMT.

Finally, current AMT rules allow for the possibility of some very perverse out-
comes. Under the regular tax, filers may deduct legal fees incurred in cases that
generate taxable damages (such as punitive damages or damages for nonphysical in-
juries) as miscellaneous itemized deductions to the extent that they exceed 2 percent
of adjusted gross income. However, the AMT disallows miscellaneous deductions. As
a result, a taxpayer with substantial legal fees will have much less taxable income
under the regular tax than under the AMT. If the legal fees are high relative to
the damage award, the taxpayer can actually owe more AMT than her net gain from
a lawsuit (Johnston 2003).

The exercise of incentive stock options generally creates income that is imme-
diately taxable under the AMT, but that is not taxable under the regular income
tax until the stock is actually sold. Individuals must include in AMTI the excess of
the fair market value of the stock over the purchase price of the stock at the date
of exercise (JCT 2006). This can cause taxpayers with very modest cash incomes to
owe substantial AMT. If the stock is ultimately sold at a profit, the AMT paid ear-
lier can be taken as a credit against the regular income tax owed. But if the stock
price falls, the taxpayer can end up with a substantial AMT liability even though
no income is ever realized.8

Why is the AMT Becoming a “Mass Tax”?

Although the factors described above help explain why individual taxpayers are
affected by the AMT, they do not explain the dramatic growth in the AMT. Two fac-
tors reduce regular income tax liabilities relative to tentative AMT over time and
largely explain the explosive growth in AMT projected through 2010 and beyond.

Inflation. The AMT is not adjusted for inflation whereas the regular income tax
is. This means that if an individual’s income just keeps pace with inflation each
year, his or her regular income tax would remain constant (in real terms) while
AMT liability would rise. The Joint Committee on Taxation (2007) estimates that

8The Tax Relief and Health Care Act of 2006 allows certain taxpayers to claim a refundable
credit for 20 percent of their unused long-term alternative minimum tax (AMT) credits (up to
$5,000) per year. The refundable credit phases out for high-income taxpayers; the phase-out is
based on the personal exemption phase-out. The refundable AMT credits can generally only be
claimed for tax years 2007-2012 (JCT 2006 and personal communication from Jerry Tempalski).
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the number of AMT taxpayers in 2010 would be reduced by about 88 percent (26
million) if the exemption had been indexed for inflation since 1987.9

The 2001-2006 Tax Cuts. The tax cuts reduced regular income tax liability, but
made only temporary changes to the AMT. As a result, regular income tax declined
relative to AMT liability, dramatically increasing the number of taxpayers subject
to the AMT. In 2007, about 23 million taxpayers will be subject to the AMT under
current law, more than double the 10.2 million that would have been affected had
the tax cuts not been enacted.

Should We Care About the Dramatic Growth of the AMT?

While many people decry the expanding reach of the AMT, others assert that
there is no cause for concern. Some argue that the complexity taxpayers face in cal-
culating their taxes twice is not a reason to do away with the AMT, but rather cause
to eliminate the regular tax. Others assert that the growing prevalence of tax prepa-
ration software negates any problems of complexity. In fact, both of those arguments
have significant flaws.

Some people, observing the complexity of having two parallel methods of calcu-
lating taxes, argue that the best solution is to repeal the regular income tax. This
option would have several advantages according to its proponents. They claim that
the AMT is nearly a flat-rate tax with only two statutory rates, 26 and 28 percent,
both of which are significantly lower than the top statutory rate of 35 percent under
the regular income tax. In addition, the AMT applies those lower rates to a broader
income base, since it eliminates various special tax breaks that exist in the regular
tax system. Since the AMT applies lower marginal rates to a broader tax base, it
is a more efficient way of raising revenue than the regular tax system.

This analysis is incorrect for several reasons.l® First, the AMT actually imposes
four marginal tax rates, not two. The phase-out of the AMT exemption creates high-
er phantom tax rates of 32.5 and 35 percent, the latter equal to the top rate under
the regular income tax.!! And in fact, significantly more taxpayers face higher effec-
tive marginal tax rates under the AMT than they would under the regular income
tax. In 2006, 71 percent of AMT taxpayers faced a higher marginal rate under the
AMT; that figure will rise to 89 percent by 2010 as the AMT ensnares more and
more middle-income filers who would have faced statutory rates of 15 or 25 percent
under the regular income tax (Leiserson and Rohaly 2006).

Second, as described above, some of the base broadeners in the AMT have ques-
tionable validity as policy. In addition, the relatively high AMT exemption actually
means that the AMT tax base is often smaller than the regular income tax base
because the AMT exemption is larger than the total of all preference items for most
taxpayers. In 2006, 63 percent of AMT taxpayers had more income subject to tax
under the regular tax than they did under the AMT. That number will rise to 87
percent by 2010 (Leiserson and Rohaly 2006).

Thus the conventional wisdom that the AMT applies a lower marginal tax rate
to a broader income base and is therefore more efficient than the regular tax system
is incorrect. In fact, exactly the opposite is true. Most AMT taxpayers face a higher
marginal rate applied to a more narrow tax base than they would if they were in
the regular tax system.

Other people assert that the complexity of calculating taxes under both the reg-
ular tax and the AMT does not pose a real problem. Relatively few taxpayers actu-
ally prepare their own tax returns, they argue, and instead rely on tax preparation

9Real income growth also causes more taxpayers to become subject to the AMT over time be-
cause effective AMT tax rates are much higher than regular income tax rates for most taxpayers.
(See Burman, Gale, and Rohaly 2005 for a discussion.) Thus, in most cases, the more income
that is subject to AMT, the more likely it is that tentative AMT will exceed regular income tax.
This is especially a problem for taxpayers in the phase-out range for the AMT exemption who
are effectively taxed at rates 25 percent higher than the statutory AMT rate. The 26 percent
rate becomes 32.5 percent; the 28 percent rate becomes 35 percent. This explains why almost
all taxpayers with incomes between $200,000 and $500,000 are affected by the AMT (table 1).
Real income growth is a minor factor in projected AMT growth compared to the lack of index-
ation and the impact of the tax cuts, however. Only 777,000 taxpayers would be subject to the
AMT in 2011 if the AMT were indexed back to 1987 levels, according to the Joint Committee
on Taxation. If the tax cuts are extended, about five times as many people would be affected,
even with indexation.

10 For more detailed discussion, see Burman and Weiner (2005).

11 Although the AMT generally preserves the lower statutory tax rates on capital gains and
qualified dividends that exist under the regular tax system, the effect is diminished by the
phase-out of the AMT exemption. Rather than the advertised 15 percent rate, taxpayers with
incomes in the phase-out range can face effective marginal tax rates as high as 22 percent on
gains and dividends. See Leiserson (forthcoming) for details.
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software, which calculates the AMT automatically, or paid tax preparers. It is true
that the AMT is less complex for filers who use tax preparation software or a paid
preparer, but at the cost of the income tax system’s transparency. The fact that the
tax system is a black box for so many people is something to regret, not champion.

In order to make informed decisions about work, saving, retirement, education,
and other important matters, people should understand how the tax system affects
those choices, but the AMT leads to endless confusion. Taxpayers will have a hard
time predicting their marginal tax rate if they do not know whether they will be
on the AMT. What’s more, many people may be confused about what constitutes an
AMT preference item. For example, Consumer Reports magazine reported in the
February 2007 issue that the AMT is “snagging middle-income taxpayers with big
families, people who pay lots of state tax, and those with high mortgage interest.”
Mortgage interest, of course, is not an AMT preference item (except on home equity
lines and second mortgages used to pay for nonhousing expenses). And needless
complexity contributes to public perceptions that the income tax system is unfair.

In any case, computer software has its limitations. For example, individuals who
were on the AMT in the previous year must figure out the state tax deduction that
would have been allowed on their prior-year tax return before they were subject to
the AMT. This is necessary in order to figure out how much of their state tax refund
in the current year is taxable. This calculation is so complex that my tax software
doesn’t do it. It recommends that I go back to my prior-year return, and keep refig-
uring my state tax deduction over and over until the AMT gets down to zero. This
is complex even with software. Without it, the computation would be mind-numbing.

A second example involves the choice between itemizing and taking the standard
deduction. Under the regular income tax, taxpayers claim the standard deduction
as long as it exceeds the amount of itemized deductions. But taxpayers on the AMT
should itemize even if their standard deduction is greater, as long as their itemized
deductions exceed the portion of the standard deduction that makes their regular
tax less than the AMT. Even though the AMT disallows the standard deduction,
some taxpayers who do not owe much AMT (i.e., whose tentative AMT is not that
much more than their tax under the regular system) get a partial benefit from the
standard deduction. That is, they would not be on the AMT if they did not take the
standard deduction. Does that sound complicated? It is. The last time I checked, my
tax software did not deal with that issue either. Taxpayers should not have to figure
this out for themselves.

Is there anything positive to say about the AMT? Over the long run, the AMT
in its current form will become a more effective revenue generator than the regular
income tax. The AMT will raise federal revenues by more than $800 billion over the
next ten years under current law and by $1.5 trillion if the 2001-2006 tax cuts are
extended. Indeed, our estimates show that in 2007, it would cost less to eliminate
the regular income tax than to eliminate the AMT. Over a longer time horizon, the
Congressional Budget Office (2003) estimates that, primarily because of the AMT,
federal taxes will claim 25 percent of GDP by 2050, compared with just 17 percent
today. That huge influx of revenue could help fund growing entitlement programs
such as Social Security and Medicare as the baby boom generation retires.

But the AMT’s power as a revenue generator stems entirely from the fact that
its parameters are not indexed for inflation. In consequence, people whose incomes
only just keep pace with inflation will face higher and higher average tax rates over
time (a phenomenon sometimes referred to as bracket creep). And more and more
people will find themselves in this situation as they become subject to the AMT over
time. That is clearly not a sustainable path.

Given this and all the other design flaws inherent in the AMT—marriage and
family penalties, higher marginal tax rates that are likely to discourage working
and saving and encourage inefficient tax avoidance behavior, and needless com-
plexity—reforming or repealing the AMT in conjunction with reforming the regular
income tax is far preferable to making the AMT the basis of our tax system.

Financing AMT Reform or Repeal

Reforming or repealing the AMT is costly and financing that cost is important.
Outright repeal of the AMT, without any other offsetting changes, would reduce tax
revenues by more than $800 billion through fiscal year 2017, assuming that the
2001-2006 tax cuts expire after 2010. If the tax cuts are extended, the lone-year rev-
enue loss nearly doubles to almost $1.6 trillion.

Some have argued that since everyone is aware that this AMT revenue should
never have been collected in the first place, it is not necessary to offset the cost of
repeal. The real baseline, they assert, should assume no AMT. That is a misleading
argument. In fact, the AMT masked the true cost of the 2001 tax act. Congressional
leaders understood that the AMT would “take back” a significant portion of the tax
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cuts and therefore keep their estimated cost down to the tax bill’s advertised $1.35
trillion. By 2010, the AMT will reclaim almost 28 percent of the individual income
tax cuts, including more than 70 percent of the cut that would have gone to tax-
payers making between $200,000 and $500,000 (Leiserson and Rohaly 2006).

Repeal of the AMT would be not only prohibitively expensive but also extremely
regressive. Nearly 96 percent of the tax cut in 2007 would go to the top fifth of in-
come earners and 80 percent would go to the top tenth. More than half would go
to taxpayers with incomes greater than $200,000.12 After-tax incomes of taxpayers
with incomes between $200,000 and $500,000 would rise by 2.7 percent, or an aver-
age of nearly 6,000. In contrast, taxpayers in the middle quintile of the income dis-
tribution would receive less than 1 percent of the benefits and would see their after-
tax income rise by an average of only $5.

Reforming the AMT to Spare the Middle Class

Rather than outright repeal, the AMT could be reformed in order to shield middle-
and upper-middle-income taxpayers from its effects.13 The simplest reform would be
to extend the exemption increase in place for 2006 and index the AMT for inflation.
This would prevent inflation from increasing tentative AMT (in real terms) and con-
form the AMT treatment with that under the regular income tax.14 If indexation
were applied to rate brackets and the phase-out as well as the exemption, only 3.6
million taxpayers would be subject to the AMT in 2007, down from 23.4 million
under current law (table 2). The number of AMT taxpayers with incomes less than
$100,000 would fall by more than 98 percent. By 2010, real income growth would
increase the number of AMT taxpayers to 4.6 million, still significantly lower than
the projected 32.4 million under current law.

A more comprehensive reform would also allow dependent exemptions, state and
local tax deductions, the deductions for miscellaneous expenses and medical ex-
penses, and the standard deduction for AMT purposes. This would reduce the num-
ber of AMT taxpayers to fewer than 500,000 in 2007 and would spare virtually all
taxpayers with incomes below $200,000 from the AMT.

These reforms would, however, substantially reduce federal tax revenues. We esti-
mate that indexing the AMT for inflation from 2006 levels would reduce revenues
by about $0.5 trillion over the ten-year period from 2007-2016 assuming the 2001—
2006 tax cuts expire as scheduled. If the tax cuts are extended, the cost rises to $0.9
trillion. The comprehensive reform package would reduce revenues by $0.7 trillion
if the tax cuts expire and $1.2 trillion if they are extended.
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12The JCT estimates that slightly less than half of the AMT is paid by taxpayers with ad-
justed gross income (AGI) over $200,000 in 2007. The smaller share arises because AGI is often
lower than the cash income measure used by the Tax Policy Center. Cash income, which is simi-
lar to the income measure used by the Department of the Treasury in its distributional analysis,
includes items such as contributions to IRAs and 401(k) plans and tax-exempt bond interest that
are excluded from AGI.

13 For more information on these options, and others, see Burman et al. (2007).

14The AMT exemption was increased between 2005 and 2006 as an ad hoc inflation adjust-
ment, but it has never been formally indexed for inflation. The allowance of personal non-re-
fundable credits against both the regular tax and the AMT would also be extended under all
reform options considered here.
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Both options would also be regressive. Indexing the AMT for inflation would pro-
vide a tax cut of 1.4 percent of after-tax income to those in the top quintile in 2010
(table 3). It would provide an increase of less than one-tenth of one percent to those
in the middle fifth of the income distribution. The broad reform package would in-
crease the after-tax incomes of those in the top quintile by 1.9 percent in 2010 while
those in the top ten percent would see an increase of 2.1 percent. Again, those in
the middle of the income spectrum would receive virtually nothing.

Offsetting the Revenue Cost of the Middle-Class Reforms

The revenue cost of the reforms outlined above could be offset in a variety of
ways. All the offset options described below are intended to be roughly revenue neu-
tral over the 2007-2016 budget window, and assume that the 2001-2006 tax cuts
expire as scheduled.!® If the tax cuts are extended, each of the options would gen-
erally lose substantial amounts of revenue over the budget window, and many more
people would be subject to the AMT after 2010.

Although there are myriad ways in which the revenue cost of the reforms could
be financed, I will discuss three illustrative options: (a) increasing the top three in-
come tax rates under the regular tax; (b) increasing the AMT rates; or (¢) combining
(a) with disallowing the preferential rates on capital gains and dividends under the
AMT.

Financing the reforms by increasing AMT rates rather than by raising regular in-
come tax rates leaves more individuals subject to the AMT, particularly those with
incomes over $200,000. Since both of the reforms mentioned above involve substan-
tial increases in the AMT exemption, they tend to shield those with incomes under
$100,000 from the AMT. In addition, raising regular income tax rates and thus reg-
ular income tax liability reduces the number of people for whom tentative AMT is
greater than regular tax and thus further reduces the number of AMT taxpayers.
In contrast, raising AMT rates tends to increase the number of people for whom ten-
tative AMT is greater than regular tax.

Eliminating the preferential rates for capital gains and dividends under the AMT
allows smaller increases in either regular or AMT tax rates. These options also tend
to retarget the AMT toward those with very high incomes—since those taxpayers
tend to have a higher share of their income in the form of capital gains—which is
more consistent with the AMT’s original intent. Moreover, since many tax shelters
exploit the lower tax rate on capital gains, eliminating preferential gains rates
would likely do more to stem tax sheltering than any of the existing AMT pref-
erences.16

Extending the exemption and indexing the AMT for inflation would require a 12
percent increase in the top three regular income tax rates. (We raise only the top
rates because it is primarily taxpayers in the upper brackets who are affected by
the AMT.) Under this option, the top rate would increase from 35 to 39.1 percent
through 2010 and from 39.6 to 44.3 percent for 2011 and thereafter. The number
of AMT taxpayers would fall to 2.4 million in 2007; only 100,000 of them would have
incomes below $100,000. The change in tax burdens by income quintiles would be
small, never more than one percent of income. The highest-income taxpayers, how-
ever, would pay more tax. By 2011, the top one percent pays additional tax equal
to about three percent of income.

15Tax Policy Center estimates are not revenue estimates because they do not account for the
behavioral responses that would be considered by the JCT. JCT estimates, however, are not
available for these options.

16 See Burman (1997) for a discussion of the connection between capital gains tax preferences
and tax shelters.
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If AMT rates were raised instead, to 31.1 and 33.5 percent, 9.7 million taxpayers
would be affected by the AMT in 2007; the number of AMT taxpayers with incomes
of $200,000 and over would actually rise relative to current law. AMT liabilities
would also increase for higher-income households and so they would pay higher
taxes on average. Households in the top ten percent would experience a tax increase
of about 1 percent of income through 2010, and those in the top one percent would
pay additional taxes equal to more than 2 percent of income. After 2010, the tax
increases are much smaller because the higher AMT exemption in combination with
the pre-EGTRRA regular income tax rates results in fewer upper-income households
owing AMT.

If the preferential rates on capital gains and dividends were disallowed for AMT
purposes, the required increase in the top three regular income tax rates would be
only 2 percent. The top rate, for example, would need to rise from 35 to 35.8 percent
through 2010 and from 39.6 percent to 40.4 percent thereafter. This option would
reduce the number of AMT taxpayers by about 80 percent in 2007, to 4.5 million.
The AMT would be much more targeted at those with high incomes; taxpayers with
incomes greater than $1 million would actually be more likely to owe AMT under
this option than under current law. This option has very small effects on average
tax burdens by quintiles—in all cases, tax changes are less than 1 percent of in-
come. The tax change is much more significant for those at the very top, however.
The top one percent would see an average tax increase of about 4 percent of after-
tax income in 2007, although the size of that tax increase would decline over time.

Since broad reform of the AMT costs substantially more, financing it would re-
quire larger increases in either regular or AMT rates. The required increase in the
top three regular rates would be 14 percent, resulting in a top rate of 39.9 percent
through 2010 and 45.2 percent thereafter. This option reduces the number of AMT
taxpayers to only 300,000 in 2007, including only 100,000 with incomes less than
$200,000. Since this option reduces tax revenues in the first five years and increases
it thereafter, the largest tax increases occur after 2010. The average tax increase
is about 3 percent of income for those in the top one percent after 2010.

Financing the broad reform package would require a 38 percent increase in AMT
rates, to 36 and 38.7 percent. As a result, 6.2 million taxpayers would face the AMT
in 2007. Although only 100,000 taxpayers with incomes under $100,000 would be
on the AMT, there is little reduction compared to current law for those making be-
tween $200,000 and $1 million. And virtually all taxpayers with incomes greater
than $1 million would be on the AMT.

Finally, broad reform could be financed by disallowing the preferential rates on
capital gains and dividends under the AMT combined with an increase in the top
three regular income tax rates. The required rate increase would be 7 percent re-
sulting in a top rate of 37.4 percent through 2010 and 42.3 percent thereafter. This
option would reduce the number of AMT taxpayers by about 95 percent in 2007, to
just 1.2 million, with only 300,000 of them having incomes less than $200,000. This
option would have very small effects on the distribution of tax burdens by quintile.
But disallowing the lower capital gains rates under the AMT, combined with the
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regular tax rate increases, results in significant tax increases for those at the very
top of the income scale—over 3 percent of income for those in the top one percent
before 2010.

Offsetting the Revenue Cost of Repeal

Full repeal of the AMT could also be financed in a variety of ways. Obvious can-
didates include: (a) increasing regular income tax rates; (b) repealing the state and
local tax deduction; and (c) repealing the reduced tax rates for capital gains and
dividends.

The required increase in the top three rates required to offset the revenue loss
from repeal would be 15 percent, resulting in top rates of 32.3, 38.1, and 40.4 per-
cent through 2010 (from 28, 33, and 35 percent) and 35.8, 41.5, and 45.7 percent
in 2011 and thereafter (from 31, 36, and 39.6 percent).17 This option cuts taxes in
the first five years and increases them in the second five-years, after the 2001-2006
tax cuts expire. Most of the net tax increases are experienced by taxpayers in the
top five percent of the income distribution. The top one percent face the largest tax
increases, averaging over 3 percent of income after 2010. This occurs because very
high income earners are most affected by the rate increases and do not tend to ben-
efit as much from repeal of the AMT since they tend not to be on the AMT in the
first place.

Another option to finance AMT repeal would be to broaden the tax base signifi-
cantly by repealing the deduction for state and local taxes, as recommended by
President Bush’s tax reform advisory panel. The deduction is not allowed for AMT
purposes. And since most taxpayers in the bottom 60 percent of the income distribu-
tion take the standard deduction, the primary beneficiaries of the deduction are
those at the very top of the income scale who escape the AMT. More than 70 percent
of those in the top 1 percent of the income distribution will benefit from the deduc-
tion in 2007, with an average tax savings of almost $12,000 or 1.3 percent of in-
come. Repealing the state and local tax deduction raises more than enough revenue
to pay for repeal of the AMT, although it would not if the 2001-2006 tax cuts are
extenlged. This allows for income tax rates to be reduced across-the-board by 2 per-
cent.

The option has very small effects on overall tax burdens by income group—
amounting to less than 1 percent of income in any year. Middle-income taxpayers
receive a very small benefit from the tax rate reduction and are not much affected
by the elimination of the deduction since few taxpayers itemize in that income
range. Itemizers in the fourth quintile lose more than they gain in 2007, because
most itemize, but many have not become affected by the AMT in that year. By 2010,
that group overall experiences a modest tax cut. Within the top quintile, elimination
of the AMT is more significant than the loss of the state and local tax deduction
until 2010. After that, this income group loses more than they gain, but the net
losses are never large, even within the top 1 percent. Overall, this option makes the
tax system modestly more progressive.1?

Finally, AMT reform could be financed by rolling back the 2003 reductions in the
tax rates on capital gains and qualified dividends combined with an 8 percent in-
crease in the top three income tax rates above their pre-2001 levels, resulting in
a top rate of 42.8 percent. This option would cut taxes by a modest amount for
middle- and upper-middle-income taxpayers. It would increase taxes significantly for
high-income taxpayers, especially before 2011 when current law allows for substan-
tial reductions in the rates on capital gains and dividends. Taxpayers in the top one
percent of the income distribution would, on average, pay additional taxes equal to
more than 5 percent of after-tax income in 2007. These households lose out for three
reasons—they are most affected by the income tax rate increases, they have a large
amount of capital gains and dividends, and many taxpayers in this group do not
owe AMT (and thus receive no benefit from repeal).

This option would increase revenues by about $100 billion in the first five years
of the budget period and reduce revenues by the same amount in the second five.
Beyond the budget period, it would lose increasing amounts of revenue.

171t would also be possible to raise rates in 2007 and keep them at that level permanently,
rather than increasing them again in 2011 when the tax cuts expire. In that case, the revenue-
neutral rates would be 34.8, 41, and 43.5 percent. This option is roughly revenue neutral over
both the first and second five-year periods of the budget window.

18 Alternatively, the bottom rates could remain the same and the top three rates could be re-
duced by 5 percent, resulting in a top statutory rate of 33.1 percent through 2010 and 37.5 per-
cent thereafter. By 2011, this option is effectively distributionally neutral.

19 A number of other issues arise in considering whether to finance AMT repeal by eliminating
the state and local tax deduction. See Rueben (2006) for a general discussion, or Burman and
Gale (2005) in the context of the tax reform panel’s proposal.
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Conclusions

Lack of inflation indexing in the alternative minimum tax expands the reach of
the tax each year. The 2001-2006 tax cuts have further exacerbated the problem
by reducing regular income tax liabilities without corresponding permanent changes
to the AMT. Caught amid these trends, one in three American taxpayers will soon
face a tax that almost none of them were ever meant to pay. Although the goals
of the AMT—ensuring high-income taxpayers pay at least some amount of tax each
year, and reducing inefficient tax sheltering—may command public support, the
AMT is a highly imperfect way of achieving those goals. In particular, under current
law, the AMT will come to plague the middle- and upper-middle-income classes with
undue complexity, a narrower tax base, and higher marginal tax rates than under
the regular income tax.

As the AMT expands, the political benefits of achieving a solution increase as
well. A number of sensible reform options are available. A significant barrier to
AMT reform is the challenge of what to do about the lost revenues. Official budget
estimates assume that the AMT will provide tax revenues of nearly one trillion dol-
lars over the next ten years. Even modest reforms, such as extending the AMT
“patch” and indexing the AMT for inflation, would reduce tax revenues over that
period by more than half a trillion dollars. Given our fiscal situation, making up
that lost revenue would seem to be a necessary pre-condition for reform.

I have illustrated a number of options for reforming or repealing the AMT without
increasing the deficit over the ten-year budget period. The options show that it
would be feasible to repeal or sharply scale back the AMT in a fiscally responsible
manner with relatively minor dislocations. All of them produce winners and losers—
it would be impossible to design a sensible revenue-neutral alternative to the AMT
that didn’t—but many would cut taxes modestly on the middle class and have rel-
atively small effects on those with higher incomes.

There are untold numbers of other fiscally responsible options available, and some
of them might be preferable to the ones displayed here. For example, Ways and
Means Committee Chairman Rangel has proposed to improve tax compliance and
collections as a way to raise revenue. To the extent that more of the tax that is due
to the IRS could be collected, the revenue needs to finance AMT reform would be
reduced. As a result, the options here could be implemented with smaller income
tax rate increases or without the use of other offsets such as elimination of the de-
duction for state and local taxes.

The ideal solution would be to address the AMT in the context of a complete over-
haul of the income tax, such as the proposal made by the President’s Advisory Panel
on Federal Income Tax Reform. Although the AMT is probably the best example of
pointless complexity in the tax system, it is far from the only one. Addressing all
of the sources of complexity, unfairness, and inefficiency in the tax system at the
same time would strengthen the income tax—the major source of federal tax reve-
nues—at a time when unprecedented demands are about to be placed on the federal
government because of the impending retirement of the baby boomers.

That said, the perfect should not be the enemy of the good. Many of the incre-
mental options I have outlined would significantly improve our tax system. I ap-
plaud the subcommittee for taking the first steps toward advancing this goal.
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Chairman NEAL. Thank you very much, Dr. Burman. Dr. Viard.

STATEMENT OF ALAN VIARD, PH.D., RESIDENT SCHOLAR,
AMERICAN ENTERPRISE INSTITUTE

Mr. VIARD. Chairman Neal, Ranking Member English, distin-
guished Members of the Subcommittee, it is an honor to be invited
to discuss the AMT today.

I would like to make four main points. First, the fundamental
reason for the spread of the AMT is that the exemption amount is
not indexed for inflation. The AMT spread rapidly before the 2001
and 2003 tax laws were adopted. It would have continued spread-
ing without them, and it will spread further after 2010, even if
those laws sunset.

Second, recent tax legislation slowed the spread of the AMT in
2001 through 2006, although it will accelerate that spread in 2007
through 2010.

Third, the taxpayers who move on to the AMT due to the 2001
and 2003 tax laws still enjoy a net tax cut from those laws.

Fourth, the spread of the AMT not only adds to complexity, but
it also moves more taxpayers on to an ill-designed tax system. As
the other witnesses have already stressed, the AMT exemption
amount has never been indexed for inflation. As a result, inflation
has always been a force that has pushed people onto the AMT.

From 1987 to 2000, the AMT rolls doubled every three or four
years. The number of people on the AMT surged from a mere
140,000 to 1.6 million during that 13-year period.

During 2001 to 2006, inflation caused the AMT rolls to increase
further. During that period, the AMT rolls grew from 1.6 million
in 2000 to 3.5 million in 2006. It is sometimes suggested that the
2001 and 2003 tax cuts, and the other legislation adopted during
those years, was responsible for this spread, but the opposite is
true, for this time period.

If pre-2001 law had remained in place, the AMT rolls would have
surged to 8.1 million in 2006. They would have grown by a factor
of five, rather than a factor of about two. The tax legislation adopt-
ed in 2001 to 2006 slowed the spread of the AMT. The AMT relief
that was offered in those laws—part of it in EGTRRA and JGTRRA
themselves; part of it in three other laws—that AMT relief was
more than enough to offset the regular tax relief that was offered.
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Therefore, that legislation reduced the spread of the AMT during
that time period.

Things are different in the 2007 to 2010 period. During these
years, the 2001 and 2003 tax laws, and the other recent tax legisla-
tion, are expanding AMT rolls, because those laws offer regular tax
relief without corresponding AMT relief. Nevertheless, inflation
continues to be a significant factor behind the spread of the AMT.
This year, more than 10 million taxpayers would be on the AMT,
even if the 2001 and 2003 laws had not been adopted.

Let me also note that those taxpayers who move on to the AMT
because of the 2001 and 2003 tax laws do not experience a net tax
increase from those laws. The AMT does take back part of the tax
cut that those laws would otherwise have offered, but it still leaves
them with some net tax reduction.

If the tax laws do sunset after—in 2010, the AMT will continue
to spread rapidly, growing to a staggering 39 million people on the
AMT in 2017. Of course, the spread of the AMT would be even
more rapid if EGTRRA and JGTRRA were extended without any
long-term AMT relief or solution. It is important that an extension
of those laws include AMT relief if no fundamental AMT reform
has yet been adopted at the time of extension.

Let me say a few words about the consequences of the spread of
the AMT. As other witnesses have mentioned, this is a source of
complexity for millions of ordinary taxpayers, some who merely
have large families, live in high-tax States, or are in a particular
income range.

A bigger defect is that the spread of the AMT also puts a larger
number of taxpayers on to an ill-designed tax system. I want to
echo the criticisms that Len has just made of the AMT as an alter-
native tax system.

The notion that it is a low-rate, flat-rate, broad-based income tax
that might be better than a regular income tax is fundamentally
mistaken. The base broadening provisions are limited, they are
highly selective, and many of them are misdirected.

Furthermore, effective marginal tax rates under the AMT are not
systematically lower than those under the regular income tax. As
Len has already mentioned to you, it is not the case that the AMT
just has tax rates of 26 and 28 percent. Tax rates of 32.5 and 35
percent also exist.

In summary, Mr. Chairman, the fundamental reason for the
spread of the AMT is the failure to index for inflation. Recent tax
legislation slowed the AMT spread in 2001 through 2006, although
it will accelerate it in 2007 through 2010. The AMT needs to be
corrected, not only because of the complexity that it causes, but be-
cause it is exposing more taxpayers to an ill-designed tax system.
Thank you, Mr. Chairman.

[The prepared statement of Mr. Viard follows:]

Statement of Alan Viard, Ph.D, Resident Scholar, American Enterprise
Institute

Chairman Neal, Ranking Member English, Members of the Committee; it is an
honor to appear before you today to discuss the alternative minimum tax (AMT).
I would like to make four main points:

¢ The fundamental reason for the spread of the AMT is that the exemption
amount has never been indexed to inflation. As a result, the AMT spread rap-
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idly before the 2001 and 2003 tax laws were adopted, it would have continued
spreading without those laws, and it is projected to spread further after 2010
even if those laws sunset.

¢ The 2001 and 2003 tax laws, in combination with other tax legislation adopted
in 2001 through 2006, slowed the AMT spread in those years, but will accel-
erate the spread in 2007 through 2010.

¢ Taxpayers who move onto the AMT in 2007 through 2010 due to the 2001 and
2003 tax laws still enjoy a net tax cut from those laws.

¢ The spread of the AMT exposes more taxpayers to an ill-designed tax system.

AMT Exemption Amount Has Never Been Indexed for Inflation

The basic design of the AMT has remained largely unchanged since 1987, when
the provisions of the Tax Reform Act of 1986 (enacted October 22, 1986) took effect.
At that time, the exemption amount was $40,000 ($30,000 for unmarried taxpayers).
No automatic inflation adjustment was provided for the AMT exemption, even
though the regular tax brackets and exemption amounts were and are adjusted for
inflation.

Figure 1: AMT Exenpthion Has Mot Kept Pace With Inflation
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Since that time, there has been only one permanent increase in the exemption
amount. The Omnibus Budget Reconciliation Act of 1993 (OBRA93) (enacted August
10, 1993) increased the exemption amount to $45,000 ($33,750 for unmarried tax-
payers), effective in 1993. As can be seen in Figure 1, the increase fell far short
of the amount needed to offset the cumulative effects of inflation since 1987.

Moreover, OBRA93 also failed to provide for inflation indexation. By 2000, there-
fore, the exemption amount had fallen further behind what was needed to keep up
with inflation.

Inflation Caused AMT to Spread Before 2001

When the regular tax system is indexed for inflation and the AMT is not, the ef-
fects of inflation are straightforward. Tax liability computed under AMT rules rises
more rapidly than tax liability computed under regular tax rules. A larger number
of people therefore find that their AMT-computed tax liability is the larger of the
two and they then move onto the AMT.

As one would expect, the AMT spread relentlessly during the 13 years after 1987,
as shown by the Brookings-Urban Tax Policy Center data displayed in Figure 2.
The AMT rolls surged from a mere 140,000 in 1987 to 1.6 million in 2000. Through-
out this period, the number of AMT taxpayers typically doubled every three or four
years.
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Figure 2: AMT Rolls Surged Eefore 2001
18
16 F

147 &

B B OIS B0 1 PR O 19 195 Y BT R 1R W

Fomme i Tl o - Py e B T e Dbl BT - B il D il Ml P ™ P Wi, Dhomardaz T T

Inflation Caused Further AMT Spread in 2001-2006; Tax Legislation Slowed
the Spread

The Economic Growth and Tax Relief Reconciliation Act (EGTRRA) (enacted June
7, 2001) provided sweeping reductions in regular income tax rates in 2001 through
2010. The Jobs and Growth Tax Relief Reconciliation Act (JGTRRA) (enacted May
28, 2003) provided further reductions in regular tax liability.

A common criticism asserts that these laws accelerated the spread of the AMT
by lowering regular tax rates without providing AMT relief. As taxpayers’ regular
tax liabilities declined with no change in their AMT liabilities, the story goes, tax-
payers moved onto the AMT.

That story does not accurately describe what happened in 2001 through 2006.
EGTRRA and JGTRRA actually provided some AMT relief, and other laws signed
by President Bush during this period provided additional relief. The net con-
sequence of these laws was to slow the spread of the AMT in 2001 through 2006,
relative to what would have happened under pre-2001 law.

EGTRRA increased the AMT exemption amount to $49,000 ($35,750 for unmar-
ried taxpayers) for 2001 through 2004.! The higher exemption amounts duly took
effect for 2001 and 2002. Subsequently, JGTRRA increased the exemption amount
still further to $58,000 ($40,250 for unmarried taxpayers) for 2003 and 2004.

Three other laws also provided AMT relief during this time period:

¢ The Job Creation and Worker Assistance Act (enacted March 9, 2002) allowed
personal nonrefundable credits to be claimed against the AMT in 2002 and 2003
(prior law allowed such credits only through 2001).

¢ The Working Families Tax Relief Act (enacted October 4, 2004) extended the
58,000 exemption amount for 2005. It also allowed personal nonrefundable cred-
its to be claimed against the AMT in 2004 and 2005.

e The Tax Increase Prevention and Reconciliation Act (enacted May 17, 2006)
raised the exemption amount to $62,550 ($42,500 for unmarried taxpayers) for
2006 and also allowed personal nonrefundable credits to be claimed against the
AMT in that year.

According to Brookings-Urban Tax Policy Center data, the net effect of the legisla-
tion adopted in 2001 through 2006 was to reduce AMT coverage in those years. This
reduction can be seen in the first part of Figure 3, the portion to the left of the
first dashed horizontal line.

1EGTRRA also made the child credit and the earned income tax credit allowable under the
AMT through 2010.
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Figare 3: AMT Spread, 2000-2017
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If the tax code had simply been left alone after 2000, the AMT rolls would have
surged from 1.6 million in 2000 to 8.1 million in 2006. The surge would have oc-
curred for the same reasons as the growth in the previous 13 years; inflation would
have increased AMT liabilities relative to regular tax liabilities. The legislation
adopted during this period slowed the spread of the AMT; the actual AMT rolls were
smaller in each year than they would have been under prior law. Due to this legisla-
tion, there were 3.5 million taxpayers on the AMT in 2006, rather than 8.1 million.

The AMT relief adopted during this period, some of it provided in EGTRRA and
JGTRRA and some added by the other three laws, was sufficiently generous that
it had the net effect of moving taxpayers off of the AMT. (Because the legislation
increased AMT revenue per AMT taxpayer, AMT revenue was roughly unchanged
from the level that would have resulted from prior law.) These laws slowed the AMT
spread that would otherwise have resulted from inflation.

Inflation Is Causing a Further Spread in 2007-2010, Reinforced by the Ef-
fects of the Tax Cuts

The story in which EGTRRA and JGTRRA move taxpayers onto the AMT does
have some validity for 2007 through 2010. This can be seen from the middle part
of Figure 3, the portion between the two dashed horizontal lines. With the recent
tax legislation in place, the AMT rolls number 23.4 million in 2007, rising to 32.4
million in 2010. The spread would have been slower without the legislation; under
pre-2001 law, the AMT rolls would have been 10.2 million in 2007, rising to 16.5
million in 2010.

The numbers also reveal, though, that a rapid inflation-driven spread was already
programmed into the AMT, again due to its lack of indexation. Even if EGTRRA
and JGTRRA had never been adopted, we would still be confronting an unacceptable
spread of the AMT. We would be discussing a tax system that reached over 10 mil-
lion people today, up from less than 1 million a decade earlier. The problem clearly
involves more than the effects of those laws.

Still, it is true that the AMT spread is more rapid with EGTRRA and JGTRRA
than it otherwise would have been. These laws provide substantial regular tax relief
for 2007 through 2010, without providing accompanying AMT relief.

Taxpayers Who Move onto the AMT Still Have a Net Tax Cut

As discussed above, some taxpayers who would otherwise be on the regular tax
are on the AMT in 2007 through 2010 due to EGTRRA and JGTRRA. It is impor-
tant to understand how these taxpayers’ tax liabilities are affected. Some observers
claim that EGTRRA and JGTRRA constitute a “tax increase” for these taxpayers.
In reality, however, these taxpayers still enjoy net tax cuts from those laws.

Consider an example. Suppose that, without EGTRRA and JGTRRA, a hypo-
thetical taxpayer would have a $100 tax liability under regular tax rules and a $90
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tax liability under AMT rules. The taxpayer would then be on the regular income
tax and would have a $100 tax liability. Suppose that those laws reduce the tax-
payer’s liability under regular tax rules to $85 while leaving his or her liability
under AMT rules unchanged at $90. Because liability under the AMT rules is now
higher than the liability under the regular tax rules, the taxpayer moves onto the
AMT and has a $90 tax liability.

Although these laws cause the taxpayer to move onto the AMT, they do not raise
his or her tax liability, relative to prior law. On the contrary, the laws reduce the
taxpayer’s liability from $100 to $90. Moving onto the AMT merely reduces the size
of the tax cut, which would have been $15 without the AMT, to $10. In colloquial
terms, the AMT “takes back” one-third of this taxpayer’s tax cut.

It is correct, therefore, to speak of the AMT taking back part of the tax cuts, but
it is not correct to speak of the AMT turning the tax cuts into tax increases. The
only taxpayers who do not receive any tax savings from the regular-tax-rate reduc-
tions in EGTRRA and JGTRRA are those who would already have been on the
AMT, even without these laws.2

Inflation Will Cause AMT to Spread Still Further after 2010, Even if the Tax
Cuts Sunset

Due to inflation, the AMT is projected to continue spreading after 2010. The AMT
rolls during this period are shown in the third part of Figure 3, the portion to the
right of the second dashed horizontal line. The rolls grow from 32.4 million in 2010
to 39.1 million in 2017.

As noted above, EGTRRA and JGTRRA expand the AMT rolls to some extent in
2007 through 2010 and their sunset therefore provides a respite from the spread
of the AMT. But, the respite is short-lived, as inflation resumes its steady toll. The
AMT spreads to absolutely unacceptable levels, even without EGTRRA and
JGTRRA. Because those laws are scheduled to sunset, the AMT rolls under current
law are essentially identical to those under pre-2001 law after 2010.

Of course, the AMT spread would be even more rapid if EGTRRA and JGTRA
were extended without any long-term AMT relief or solution. An extension of these
laws would need to include AMT relief, if no fundamental AMT solution had yet
been adopted.

The Spread of the AMT Puts More Taxpayers on an Ill-Designed Tax
System

Without relief, the AMT will spread to a wide range of taxpayers. Those most like-
ly to be hit by the AMT include the following:

¢ Taxpayers with large families are more likely to owe AMT, because the AMT
disallows the personal exemption ($3,400 per person in 2007) that the regular
income tax allows for the taxpayer, spouse, and dependents. Under current law,
in 2007, almost 40 percent of taxpayers with three or more children will owe
AMT, compared to 11 percent of taxpayers without children.3

* Taxpayers who live in high-tax states are more likely to owe AMT, because the
AMT disallows the regular tax system’s itemized deduction for state and local
income (or sales) and property taxes. Under current law, in 2007, 22 percent
of taxpayers in high-tax states are on the AMT, compared to 15 percent in low-
tax states.

* Taxpayers with incomes in the ranges in which the AMT rate schedule is clos-
est to the regular tax schedule are most likely to be on the AMT. Under current
law, in 2007, 90 percent of taxpayers with cash incomes between $200,000 and
$500,000 (in 2006 prices) are on the AMT, compared to 34 percent of those with
%$ncomes above $1,000,000 and 36 percent of those with incomes of $75,000 to

100,000.

As these taxpayers move onto the AMT, they will experience a significant increase
in complexity. It should be recognized, however, that they will also be moving onto
an ill-designed tax system.

2Even those taxpayers may enjoy tax savings from other provisions of EGTRRA and JGTRRA.
To begin, EGTRRA provides some AMT relief that applies in 2007-2010, as mentioned in foot-
note 1, above. Also, many of the tax-reduction provisions in EGTRRA and JGTRRA apply under
both the AMT and the regular tax, including the rate reductions for dividends and long-term
capital gains and the expansion of tax-free savings accounts.

3 All of the data on 2007 AMT coverage are Urban-Brookings Tax Policy Center data, taken
from Greg Leiserson and Jeffrey Rohaly, “The Individual AMT: Historical Data and Updated
Projections,” Tax Notes, December 25, 2006.
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Some have argued that the AMT is a low-rate flat-rate broad-based income tax
that would actually be a good replacement for the income tax. As I argued in the
November 2006 AEI Tax Policy Outlook, that view is unconvincing.4

The AMT’s base-broadening provisions are limited and highly selective, ham-
pering any gains in economic efficiency. In some cases, the AMT 1is likely to induce
taxpayers to shift from one tax-preferred activity to another tax-preferred activity
(that the AMT does not address), with little or no gain in economic efficiency. Also,
some of the base-broadening provisions are misdirected, because they deny people
the ability to deduct costs of earning income. The AMT also features harsh treat-
ment of some workers who exercise incentive stock options and some winners of tax-
able damage awards.

The redeeming feature of the AMT is supposed to be its low marginal rates, but
that, too, do not stand up under scrutiny. Effective marginal tax rates under the
AMT are not systematically lower than those under the regular income tax. A com-
mon misconception holds that the AMT has two brackets, 26 percent and 28 per-
cent. In reality, however, the AMT features two other, higher-rate, brackets. The
marginal rates are 32.5 and 35 percent in the interval in which the exemption
amount is being phased out. Also, the effective tax rate on an additional dollar of
wages is enhanced under the AMT because a smaller portion of that dollar is de-
ductible from taxable income, since the AMT allows a narrower range of itemized
deductions.

Figure 4 provides illustrative calculations of the difference in effective marginal
tax rates between the two systems, for different types of returns and at different
income levels, under a specific set of simplifying assumptions. It can be seen that
the AMT rate is sometimes higher and sometimes lower than the regular tax rate.
Although this calculation is only for a stylized example, it indicates that there is
no inherent tendency for the AMT to have lower marginal tax rates.

Figure 4; Difference in Effective M arginal Tax Rate, 2007
(ANT rade minus regular tax rate)

" sl
P e

[ ' |I T "_:l"—'.l i

7 I . N SN ; l"-
. ¥ & i
g @ T 5| + _i.
A | R,

a § |I|||| . A _-i"\- =
i I
18

I I:I 'll"jl

15 f

l——hamkd _— " Singe =+ Hewll ol Boakshe I
-3
] 50 100 ] F.ii] A58 300 340 L1ii] [51] S

ddpxiad (v booms Hwuimd F )

Fammn sl Wil ™ Pl s vs Wi, T e K B rur Pyp sl A0 D Fuall or S, Bty ¢ 560, Srp e Lo oppiiae gl T L0
s e e il o e

4Alan D. Viard, “The Alternative Minimum Tax: A Better System?” AEI Tax Policy Outlook,
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Summary

The fundamental reason for the spread of the AMT is that the exemption amount
has never been indexed to inflation. As a result, the AMT spread rapidly before the
2001 and 2003 tax laws were adopted, it would have continued spreading without
those laws, and it is projected to spread further after 2010 even if those laws sunset.

The 2001 and 2003 tax laws, in combination with other tax legislation, slowed the
AMT spread in 2001 through 2006, but will accelerate the spread in 2007 through
2010. It should be recognized that taxpayers who move onto the AMT due to the
2001 and 2003 tax laws still enjoy a net tax cut from those laws.

The spread of the AMT not only causes complexity, but also exposes more tax-
payers to an ill-designed tax system.

Chairman NEAL. Thank you very much, Doctor. Mr. Solomon,
prior Treasury testimony stated that, “Nearly all the AMT tax-
payers will lose some part of the benefit of the 2001 through 2004
tax cuts, including some who will lose all of the benefit.”

CRS estimates this “take-back” effect of AMT peaks for those
earning $100,000 to $150,000, who will lose two-thirds of the prom-
ised tax cut. Can you explain why the Administration continues to
push for permanent 2001 and 2003 tax cuts without any perma-
nent AMT solution? It seems that this income group will really be
paying for everyone else’s tax cut.

Mr. SOLOMON. Thank you, Mr. Chairman. In response to your
question, there are two parts. First, the 2001 and 2003 tax relief
provided benefits for virtually all Americans.

Second, with respect to your question of why the Administration
urges that the tax relief be made permanent, the reason for that
is because the tax relief has been very important for the economy.
It has helped make the economy strong. The economy is strong,
and we need to keep it strong.

For purposes of planning, it is important for taxpayers to know
that, looking forward, they are going to have stable tax rates. For
this reason, the Administration thinks it’s important that the tax
relief be made permanent.

With respect to the AMT, the Administration has proposed a one-
year patch. We recognize that the AMT is a very important prob-
lem, and we look forward to working with this Committee and the
Congress in finding a long-term solution for the AMT.

Chairman NEAL. Do you remember Bondo?

Mr. SOLOMON. Excuse me?

Chairman NEAL. Do you remember Bondo, how it was used for
repairing automobile work?

Mr. SOLOMON. No, I'm sorry, I do not, Mr. Chairman.

Chairman NEAL. Well, I guess the question I would raise with
you, would you agree at least with the premise that I offered, that
there is a clawback provision that did, for people in the income
groups that I described, they did lose a substantial part of the tax
cuts of 2001 through 2003?

Mr. SOLOMON. I would phrase it that virtually all Americans
have enjoyed the tax cuts.

Chairman NEAL. Okay.

Mr. SOLOMON. There has been some clawback.

Chairman NEAL. Okay.

Mr. SOLOMON, but virtually all Americans have enjoyed the tax
relief.
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Chairman NEAL. Okay, thank you. Dr. Burman, we have heard
some testimony today about inflation, as Dr. Viard said, being the
fundamental reason for the spread of AMT. Do you agree? If not,
what other reasons would you point to as contributing factors?

Mr. BURMAN. It is certainly true that inflation is a factor in the
spread of the AMT. It was never indexed for inflation. When the
regular income tax was indexed in 1982, the AMT was left
unadjusted.

As I noted in my testimony, the number of people on the AMT
would have grown to 16 million by 2010, even without the tax cuts.
That is why I think you have been so engaged in the issue for such
a long time, and why, frankly, it has agitated me, as well.

The tax cuts doubled the size of the problem. Without the 2001
to 2003 tax cuts, the number of people on the AMT would be about
half of what it is in 2007. Now, we have patched it every year. Con-
gress has kept the damage from being too great, but the cost of
that patch grows every year. If the tax cuts are allowed to expire
at the end of 2010, the number of people on the AMT actually
drops by nearly half.

The other thing is that real income growth pushes more people
on to the AMT, but that is a relatively small factor. If it had been
indexed for inflation and if there had been no tax cuts, the number
of people on the AMT would be in the of hundreds of thousands,
rather than millions, or tens of millions.

Chairman NEAL. Ms. Olson, during your testimony you criticize
the AMT, as you have faithfully done, incidentally, during your
previous appearances. You suggested that “it alters the distribution
of the tax burden, and it neutralized the effects of changes to tax
rates in the regular system.” Could you briefly explain that?

Ms. OLSON. Well, one point that I have tried to make is that
the AMT has so infected our entire tax system, that not only is
there some clawback effect, as others have talked about, but if Con-
gress has made a determination that the standard deduction and
the personal exemptions reflect the basic expenses that taxpayers
need to have before they're taxed, and yet the AMT is adding that
back in, and people are being brought into the system solely be-
cause of dependency exemptions—as 19 percent of the income is at-
tributable to that now—that’s a serious problem.

I would make the point that whether you look at tax rates, or
you just look at policy calls, if you were to decide to increase the
standard deduction, or increase the personal exemptions, because
you think it’s not keeping up with cost of living allowances, you
would be bringing more people into the AMT. When you have that
kind of situation, it has affected our entire tax system.

Chairman NEAL. Thank you. Mr. English.

Mr. ENGLISH. Thank you, Mr. Chairman. This is very stimu-
lating testimony. I note that the claim is being made that the 2001
and 2003 tax cuts, in effect, forced many Americans to pay the
AMT. I am wondering if the panelists could give us a sense of how
many taxpayers are paying more tax, both regular and AMT, as a
result of the Bush tax relief, than they would if these measures
had not been enacted. Mr. Solomon, could you give us some insight
on that?
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Mr. SOLOMON. Certainly, Congressman. In fact, there are no
taxpayers who are paying more tax.

Mr. ENGLISH. None at all?

Mr. SOLOMON. No taxpayers paying more tax. Now, there may
be perhaps an aberration in some situation, but as a result of the
tax relief—and, the tax relief is, in fact, that, tax relief—it does not
result in more taxpayers paying tax.

There may be more taxpayers who are on the AMT, but that’s
not the total consideration. The total consideration is the total tax
liability measured under both the regular tax and the AMT. Taking
both of those into account, and not just focusing on AMT, the tax
relief was just that—tax relief.

Mr. ENGLISH. Isn’t it also true that if the Bush tax cuts were
allowed to expire, the number of people paying the AMT will, after
a drop around 2011, continue to rise quickly and then soon surpass
current levels?

Mr. SOLOMON. That’s correct. It goes to the basic structure of
the AMT. The real issue is the AMT itself, the structure of the
AMT itself, the fact that it has amounts that are not indexed for
inflation, the fact that it denies various deductions, the fact that
it denies the personal exemption. The real issue lies in the struc-
ture of the AMT itself.

So, even if the tax relief was to expire, nevertheless, the basic
circumstances that caused the expansion of the AMT would con-
tinue to exist, and the number of AMT taxpayers would continue
to increase.

Mr. ENGLISH. Ms. Olson, I am struck by one element of your
testimony, and that is the argument, “We recognize that the AMT
was put in place as a solution to what were perceived as abusive
tax shelters, but since the AMT was conceived, there has been a
significant change in the character of the tax code.”

Are you making the argument that the rationale for the AMT,
those features of the tax code that could be so dramatically gained,
have been rolled back or, if not, eliminated by past legislative ac-
tion? In fact, if we repealed the AMT, would we be creating a re-
turn to the 1969 situation? Or, has most of that problem been ad-
dressed elsewhere?

Ms. OLSON. I wouldn’t say that these problems have so much
as been eliminated as they have been replaced by new tax avoid-
ance techniques. Those tax avoidance techniques are not nec-
essarily things that show up on the face of the return that you
could easily add back as tax preferences—offshore havens, things
like that—they don’t show up on the return.

So, whereas you do have people sheltering income, they are not
going to be affected by the AMT. I think both Treasury and the Tax
Policy Institute have figures to show the number of taxpayers that
make over $1 million that paid 0 tax. The AMT isn’t doing what
it originally was intended to do, in terms of bringing people back
into }‘Ehe system, and it is harming people that it never intended to
touch.

Mr. ENGLISH. So, it’s fair to say that there are tax avoidance
problems now, but most of them are problems of a sort that the
AMT doesn’t directly speak to, but instead, it creates its own prob-
lems, particularly in the area of complexity?
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Ms. OLSON. I think that’s correct.

Mr. ENGLISH. What impact has the AMT had on savings vehi-
cles and the predictability of some of the policies that we have put
in place in the code to increase economic growth?

Ms. OLSON. I am not sure that I am qualified to——

Mr. ENGLISH. Would any of the panelists like to speak to that?
Dr. Burman?

Mr. BURMAN. I was actually thinking about that the other day,
because we had something from our personnel office saying, “You
should put your money in a Roth 403(b).” Actually, if you do that,
and your income is at a certain level, it could put you into the
phase-out range for the AMT. Effectively, you would be subject to
a big tax penalty on the additional income you realize.

A Roth is a good deal if you expect your tax rate when you retire
to be about what it is now or higher. For people who are pushed
3nt(f the AMT by their additional contributions, it could be a bad

eal.

The big problem is that it makes it hard even for people to un-
derstand how the tax system is going to affect them. That’s a prob-
lem, not just for savings incentives, but for charitable contribu-
tions. There was an article in Consumer Reports this week that
said, “Watch out. Your mortgage interest deduction is going to be
taken back by the AMT.” It’s not true, but people are just really
confused by this.

Mr. ENGLISH. That changes the incentives. Thank you very
much, Mr. Chairman.

Chairman NEAL. Thank you, Mr. English. Mr. McDermott will
inquire.

Mr. MCDERMOTT. Thank you, Mr. Chairman. I appreciate your
having us have an opportunity to finally discuss this issue. For the
last six years it has been sort of off base to even bring it up, except
to have a minor fix each year.

If T understand it correctly from this first chart that we have—
it’s called, “The Present Law and Background Related to Individual
Alternate Minimum Tax”; I don’t know whether you folks got
that—but the first graph in there has a drop. If the Bush tax cuts
are not extended, you have a drop from $120 billion down to some-
thing like $40 billion, and it goes down from 30 million taxpayers
to 18 million.

It seems to me that there were no changes in the AMT tax rates
when they made the tax rate cuts in the other tax system. Is that
a fair description, Mr. Burman, if what has gone on?

Mr. BURMAN. Yes, that’s true.

Mr. MCDERMOTT. It—the solution that’s being offered—I don’t
know, I can’t tell what you really think is the solution to this—but
isn’t the solution going back into those tax cuts of Mr. Bush of 2001
and 2003 and making some adjustments, and making some adjust-
ments in the AMT tax rates?

Mr. BURMAN. There are actually a variety of solutions. You
could roll back the Bush tax cuts, and that would make it easier
to fix the AMT. It would raise some revenue that would offset some
of the cost of repealing or reforming the AMT. You could just ad-
just income tax rates by themselves, as part of the current struc-
ture, or you could do other things to raise the revenue.



47

Mr. MCDERMOTT. But it sounds to me—and I have been here
since 1989, and I heard there was a problem with Social Security,
and I heard there was a problem with Social Security, and every
year we hear there is a problem with Social Security. Congress has
sat on its hands as we knew this bulge was coming of people to get
on the Social Security system in 2010. It was almost as though
they were trying to create a crisis to make it necessary to say, “Oh,
we can’t fund it, let’s go to privatization.”

I have the same feeling about this tax thing, that it was left
alone to create a crisis that would get us in to do something to get
rid of the income tax, or—I don’t know what they’re up to. Tell me.
Am I misperceiving Congress sitting on its hands for the last 12
years, knowing this was getting worse?

Mr. BURMAN. [——

Mr. MCDERMOTT. For the last six years, making it worse by
enacting tax cuts?

Mr. BURMAN. I’'m not sure I want to comment on the motives,
but it’s certainly been true that the problem hasn’t been fixed.

The biggest problem is that it’s hard coming up with the revenue
that you were pretending was going to come in from the AMT, and
repealing it would cost $70 billion, according to the JCT.

Mr. MCDERMOTT. How about in 2001, how much would it have
been?

Mr. BURMAN. I don’t have that estimate right in front of me.
The 2001 tax cuts about doubled the cost of fixing the AMT.

Mr. MCDERMOTT. So—and now it’s three times? Four times?

Mr. BURMAN. Well, the estimate that’s in my testimony is that
if the tax cuts are extended, the cost of repealing the AMT would
be about $1.6 trillion over ten years, rather than the $870 billion
that was estimated, and that the cost would be growing over time.

Mr. MCDERMOTT. So, is it—suppose we don’t do anything?
What happens?

Mr. BURMAN. Well

Mr. MCDERMOTT. Is it just going to be screaming from the pub-
lic that’s going to change this?

Mr. BURMAN. Well, if you don’t do anything, 23 million people
will be subject to the AMT, including more than a third of people
with incomes between $75,000 and $100,000.

Mr. MCDERMOTT. So, you would have to think that the Repub-
licans were setting up 33 million to scream about changing the tax
structure?

Mr. BURMAN. I leave it to you to figure out the motives.

Mr. MCDERMOTT. Well, if you can explain some economic mo-
tive why they did it, I would be willing to listen to that. Can you
think of any economic reason?

Mr. BURMAN. I think it’s more like eating food you know you
shouldn’t be eating. You know it’s not good for you, but you can’t
stop. We need the revenue, or we need to pretend the revenue is
coming in. When the President says, “The budget is going to be bal-
anced in 2012,” he is counting on a lot of AMT revenue.

Mr. MCDERMOTT, but that line—they knew what that line was
going to look like. They knew if they didn’t fix it there—if you go
to a doctor, and he says, “If you don’t stop eating sugar, you're
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going to get diabetes,” and you keep eating sugar, and get diabetes,
what would you say about such a patient?

Mr. BURMAN. [No response.]

Mr. MCDERMOTT. Irresponsible. Never mind. Thank you very
much.

Chairman NEAL. I thank the gentleman. The gentleman from
Oregon, Mr. Blumenauer, will inquire.

Mr. BLUMENAUER. Thank you very much, Mr. Chairman, and
I do appreciate your single-minded focus on this issue. It has been
my number one tax issue since I joined Congress and had an oppor-
tunity to try, in a small way, to reinforce your strong voice on this.
That’s why I wanted to be on this Subcommittee.

I want to pick up, if I could, on some of the line of inquiry from
Mr. McDermott, because this is a millionaire’s tax that has
morphed into a lawyers and accountants and lobbyist tax, which is
now being a tax on working two-income families with children.

Mr. Burman, I believe you mentioned that in 2001 the tax
changes that were made doubled the cost of the fix, but in 2001,
we had endless surpluses. We were concerned about paying off the
Federal debt—those were the days, “What are we going to do when
there are no taxable debt instruments in the United States?”

A conscious decision was made to ignore this, and instead, incre-
mentally tinker with the tax system, making some very substantial
benefits, transferring very substantial benefits, to a very relatively
small group of people, concentrated, scatter some other things,
making a hash out of our tax policy, and kicking the can down the
road on the AMT.

It would have been a—and I would like, Mr. Chairman, for us
to have provided to the Committee exactly what would have hap-
pened, in terms of the surplus that was projected in 2001, and in-
stead of rounds of tax cuts for those who needed it the least, if we
would have solved this problem that you have shown this search-
lig}ﬁt on. I think that would be very interesting for the Committee
to have.

My question and my concern is serving on the Budget Com-
mittee, I see that although this continues not to be a priority for
the Administration. They have assumed the $50 million patch, but
then they spend all this AMT on their budget, and they want to
extend other tax cuts over the 5-year and 10-year horizon, instead
of fixing this problem.

So, I would like to start, Mr. Solomon, to understand. It appears
that this is not a priority of the Administration. They didn’t deal
with it when they could have, relatively easily in 2001, and they
were concerned about the Federal Government having too much
money, and they have watched as this has morphed into a tax on
the middle class with families.

It doesn’t hit the hedge fund manager. It hits the lobbyists, the
accountants, and now it’s hitting postal workers and fire fighters
and teachers. I don’t understand why this isn’t a priority of the Ad-
ministration, the same way of extending the tax cuts and spending
all of this money in their budget plan.

Mr. SOLOMON. This is a priority for the Administration. This
is a very important issue. In the budget, the Administration pro-
posed a one-year patch to deal with this very difficult and impor-
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tant issue. We care, just like you do, about the effect that the AMT
is having, and will have, on middle-income taxpayers.

Just to note, with respect to 2001, the issue of the AMT was
raised during the 2001 considerations, and a patch was included as
part of the tax relief. In addition, a patch was included in 2003.

Mr. BLUMENAUER. Yes. I understand the patch, the little—
that’s the Get Out of Jail Free card, that’s the minimum that you
can do to get away with it. If they didn’t do the patch, the whole
house of cards would have collapsed. If it is a priority, why does
the Bush budget that we’re dealing with in the Budget Committee
right now—Mr. Doggett and I are sort of scratching our heads—
why do you propose to spend all the money that the AMT is going
to collect, if it is a priority to fix it?

Mr. SOLOMON. It is a priority to fix it, and we look forward to
working with you to find solutions for the AMT problem.

Mr. BLUMENAUER. Let me try one last time. If it is a priority
of the Bush Administration to fix it, having dodged the bullet and
not done it earlier, why does the budget that you have given us as-
sume that we are going to spend all the money it raises, except for
a one-year patch? That doesn’t sound like it is a priority, does it?

Mr. SOLOMON. It is a priority to deal with this very difficult
and important issue. There are many facets of this, and many com-
plexities to it, and we look forward to working with you to try to
find a solution to it.

Mr. BLUMENAUER. Mr. Chairman, I would like, with the help
of the Committee Chair and Ranking Member, to—and maybe
it’'s—maybe this is all Mr. Solomon is authorized to say, that he
wants to work with us, and it’s a priority—but I would like to sort
of see if we can get a response from the Administration as to
whether or not it’s a priority. If it is a priority, why are they pro-
posing to spend all the money that it will raise, other than the one-
year patch?

Mr. ENGLISH. Will the gentleman yield?

Mr. BLUMENAUER. I would be happy to.

Mr. ENGLISH. I am not sure I understand what the gentleman
is now asking of the Administration. I think they have been very
forthcoming and very direct. Certainly they have dealt with this as
directly and as completely as any Administration recently has.

I really have to wonder what it is exactly you want Mr. Solomon
to give you that he hasn’t already given you.

Mr. BLUMENAUER. Reclaiming my time, Mr. English, I—what
I am trying to say is we have had an orgy of tax cuts that has been
produced by this Administration and the previous six years in Con-
gress.

I guess I assume that the issue of a priority is what you spend
money on. The only money that this Administration is willing to
spend is the minimum, the one-year patch that they know has to
happen, that will happen, whether they propose it or not, but they
spend all the money that this tax would collect.

So, I am trying to find out if it is, in fact, a priority, if they are
willing to put something on the line to deal with some of the
other—either their spending or their tax proposals. If not, that is
fine. If we are kind of on our own, and it’s not a priority of theirs,
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and they are not going to help us, budgetarily, or in tax policy, that
is okay. They will cooperate, but they won’t put anything forward.

I think it is a legitimate question to ask. That’s why I turn to
you, Mr. English, and our Chair, to have some help in crafting the
request, because I may not have artfully enough expressed it.

Chairman NEAL. I think that the gentleman’s point is well
taken, and I think there will be an opportunity, when the hearings
are concluded in about 3 weeks, to have an opportunity to speak
with the Secretary of the Treasury as well, at that moment, as we
begin to proceed with what we believe to be a solution for this
issue.

The gentleman from Texas, Mr. Doggett, will inquire.

Mr. DOGGETT. Well, I believe Mr. English is correct, at least in
part, that the Administration has been very forthright and direct
about this. You believe it’s a priority to solve this problem for the
next year, and you have a proposal to do that, right?

Mr. SOLOMON. That is correct.

Mr. DOGGETT. As far as a long-term proposal, you have had six
years to propose something, and neither then nor today have you
viewed it as a high enough priority to propose anything, and today
you have no proposal whatsoever, other than to say you will work
with us and listen if we can come up with a proposal, right?

Mr. SOLOMON. Our proposal is similar to what the Congress
has done since 2001, with

Mr. DOGGETT. Patch on top of patch, or Bondo on top of Bondo.
You have no other proposal, right? Today? Other than your co-
operation?

Mr. SOLOMON. We look forward to working with you

Mr. DOGGETT. Cooperating. I heard that from Mr. Partman,
earlier. Mr. Partman, who, when he testified to our Committee and
the Budget Committee, did at least concede that without counting
the AMT dollars, to which Mr. Blumenauer just referred, this Ad-
ministration, President Bush, has not submitted a balanced budget.
Of course he has never submitted a balanced budget to us, so that
doesn’t come as a great surprise, and there is no balance in the
budget he has submitted, even in the future, because he includes
this AMT revenue in order to achieve it.

Ms. Olson, first, I really appreciate the work you do as our tax-
payer advocate. I read your reports each year, and have offered leg-
islation on a few of the provisions, but I think they are extremely
helpful to us.

You mentioned that there are a number of tax avoidance
schemes that some of our wealthier neighbors utilize to avoid pay-
ing their fair share of taxes, but that these are not reached by the
AMT.

It just seems to me—and I guess I would direct this question to
Dr. Burman, too—that we may have the very flawed implementa-
tion of this policy, but the notion that all Americans should con-
tribute something toward our National defense, if they have pros-
pered in this country, is not unlike my feeling that all corporations
should, and that we should not permit the amount of tax avoid-
ance, which this Committee has traditionally been the number one
protector of, by corporations who go offshore and dodge their taxes,
but even want to do work at taxpayer expense.
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Isn’t there a way, as we look at the AMT, of preserving the con-
cept that Americans all have a responsibility—once they reach a
certain level of prosperity, at least—to share in the cost of our gov-
ernment?

Ms. OLSON. I have tried to think about how you could leave a
minimum tax, eliminate things like the State and local preferences
and add-backs, or the dependents exemption, the standard deduc-
tion, or medical expenses that are itemized deductions, and replace
them with items that are more targeted to the kind of abuse that
we saw back in 1966 and 1969.

My concern is that you just wouldn’t make—it still wouldn’t be
enough to make up the revenue impact, because so much of the
AMT revenue is coming from these other items. I even personally
witnessed that in 2001, when we first recommended repeal. We had
some other alternative suggestions: index the exemption amount
for inflation, which was more modest at that time; or simply say
anybody with gross income under $250,000 wouldn’t pay it.

Today, because of the passage of time, those solutions will not do
it.

Mr. DOGGETT. Thank you. Dr. Burman?

Mr. BURMAN. I think you could maintain an AMT that did a
better job of reigning in tax shelters than the current one, and still
spare virtually the entire middle class. What you would do is what
Ms. Olson suggested, get rid of those middle class tax preferences,
no longer punish people for having kids or State and local taxes.

The other thing is to index it for inflation, so inflation doesn’t
push people on to the AMT. I would also restore something that
was in the AMT prior to 1987, which is to tax capital gains and
dividends as other income. That was the biggest preference item in
the AMT before 1987.

Virtually any tax shelter you can imagine on the individual side
eventually shows up as a capital gain. Basically, what tax shelters
do is they convert ordinary income that is taxed at rates up to 35
percent into income that is taxed at the low capital gains rates or
dividend rates of 15 percent.

Mr. DOGGETT. Thank you very much. I yield back.

Chairman NEAL. The gentleman from New York, Mr. Reynolds,
will inquire.

Mr. REYNOLDS. I thank the Chairman for the opportunity to
ask a few questions. I have learned a lot today about Bondo, a little
bit about Bush tax cuts, and whether they’re oppression, or wheth-
er Americans got an opportunity to all take advantage of it. I heard
we have had an orgy of tax cuts.

What I haven’t heard in all of the history that has come from the
majority in both observations and questions is a reminder that
while there are some opinions, both by possibly panelists as well
as Members of this Committee that 2001 and 2003 Bush tax cuts
caused some of the problem, I haven’t heard anything come from
the majority relative to reminding us that in 1969 it was a Demo-
cratic-controlled Congress that created AMT, or that in 1986, when
one of my predecessors was in Congress, that we saw modification
that didn’t include changing AMT.

We have seen in 1993, the largest tax increase in the history of
the country, and there have been some that have outlined that in
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1993, that tax increase accelerated the amount of people that are
in the AMT consideration. We can’t forget that in my freshman
year—many people have been much longer than I—we passed a re-
peal the AMT and sent it to the President, and it was vetoed. So,
we have had both parties intricately involved in creating and look-
ing at and touching and hoping to fix AMT.

There is a 1 trillion estimate to do a permanent fix. What I
might ask the panelists is as you look at Senator Grassley, who is
introducing a bill to repeal the AMT, he used in his words, “It’s
simply unfair to expect taxpayers to pay a tax they were never in-
tended to pay. It’s even more unfair to expect them to continue
paying for that tax, once we get rid of it.”

So, my question under pay-as-you-go rules, the House would
have to find close to $1 trillion of offsetting tax increases to repeal
the AMT. I wonder if anyone might say, “Are there folks who are
not paying enough in taxes,” that they're so low that you see a cat-
egory where we should raise them, in order to fix the AMT? Or
should Congress forgo and waive the Pay-go for the purpose of
doing a permanent relief? My first question.

The second is Chairman Rangel is quoted as outlining the fact
in a report to Bloomberg that they may rearrange tax rates so
wealthy Americans pay more to prevent the AMT from hitting the
middle-class income households, rearranging the rates. I just won-
der what your thought might be of whether this Congress—and
particularly this body—should look at using that approach for your
consideration.

If the panels would, take the questions as they might.

Mr. BURMAN. The question of whether you need to offset the
revenue lost from eliminating the AMT has come up before. The
fact is that Congress was counting on the AMT when it enacted the
tax cuts in the first place, and actually, it was a way of sort of ena-
bling the tax cuts by reducing the measured cost by about a third.

If the country were swimming in tax revenues right now, if we
were looking at surpluses, then of course it would make sense to
look at tax cuts. The problem is that we are looking at some very
serious budgetary problems in the long-term. In 2010, the Baby
Boomers are going to start retiring. Even if you get the entitle-
ments under control, it is going to put unprecedented demands on
the government, and we are already running deficits.

In my view, we ought to be, at a minimum, thinking about how
to get the budget under control in anticipation of the huge de-
mands that are going to be put on the country in the future.

Saying that some people would have to pay higher taxes to offset
the loss from the AMT, given that we were counting on that rev-
enue all along, is not particularly unfair. I think it makes sense,
as a matter of policy, to replace what is an irrational tax with a
rational one. You can’t do that without having some people pay
higher taxes. You can’t replace an irrational tax with a rational tax
without changing things.

Mr. SOLOMON. One aspect of this question that one has to take
into account is the amount of revenues that is the appropriate tar-
get for the government to take in. That is, what percentage of the
economy should be taken for government purposes?
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That is an important question. What is the level of revenues that
should be collected through the tax system? The historical average
has been around 18 percent of gross domestic product (GDP). Now
it’s about 18.4 percent. So, with respect to what you think the prop-
er level of taxes is, and what you think the proper solution to AMT
is, you need to take that into account.

As of now, it is projected that the share of taxes to GDP in this
country is expected to rise to perhaps 19 or 20 percent in the next
5 to ten years. So, that needs to be considered in deciding how you
want to deal with the AMT.

Ms. OLSON. I would just like to suggest that we don’t have a
lot of time to think about this. If we see that 26 percent of the tax-
payers who are paying tax, who actually are the ones paying the
revenue that are funding the government, are going to be pulled
into this irrational tax, that you may actually see an erosion of par-
ticipation in the tax system, that they will just become so dis-
affected, because they have to calculate their tax twice, or they
have to pay someone to calculate their tax.

So, it’s not just what’s the proper amount of revenues that should
come in, but whether your taxpayers are going to pay them.

Mr. VIARD. Mr. Congressman, I think that there are a number
of ways that the cost of AMT relief, or AMT repeal, can be handled.
I do think it would be preferable, in view of the fiscal imbalance
we face, to try to address those costs today, rather than later.

I think the increases in marginal tax rates that some have talked
about would not be the ideal way to finance it, that base broad-
ening under the regular income tax would be a far preferable strat-

egy.

Mr. REYNOLDS. Thank you, Chairman.

Chairman NEAL. I thank the gentleman. The gentleman from
California, Mr. Thompson, will inquire.

Mr. THOMPSON. Thank you, Mr. Chairman.

Mr. BLUMENAUER. Mr. Thompson, would you yield for 20 sec-
onds?

Mr. THOMPSON. For 20 seconds? Sure.

Mr. BLUMENAUER. Thank you. I was listening to my friend
from New York talk about the history, and wonder why these
things hadn’t been raised. I would just note I didn’t want to get too
partisan in my line of inquiry. I was risking something, but this
1969 tax was birthed in the Nixon Administration. The 1986
changes in the tax code were under the watch of my fellow Orego-
nian, Bob Packwood, Republican from Oregon, who was probably
the major architect in the Reagan Administration.

I do think that there are Republican fingerprints all over this. I
didn’t want to bring this up, because we don’t want this to be par-
tisan.

Mr. ENGLISH. Will the gentleman yield?

Chairman NEAL. It’s Mr. Thompson’s time.

Mr. THOMPSON. I'm going to be out of time before we get going.

Mr. Solomon, it has been brought up by a number of my col-
leagues on the dais today that the current budget proposes to make
just about every tax cut known to mankind permanent, but only
provides for a one-year fix in the AMT.
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I just want to draw on one particular part of your testimony,
where you say, “A permanent solution to the AMT is essential for
the continued functioning of our individual income tax system.” If
you believe that, don’t we need a permanent fix?

Mr. SOLOMON. We do need a permanent fix to the AMT.

Mr. THOMPSON. Then why is it part of the budget?

Mr. SOLOMON. It’s not part of the budget. We have an imme-
diate problem, which is for 2007, which has already begun. The im-
mediate problem is to deal with 2007.

So, to deal with the immediate problem, the budget includes a
one-year patch.

Mr. THOMPSON, but we have been doing the one-year patch.

Mr. SOLOMON. I understand. The President’s budget proposal
is consistent with that, but it also important that we take the time
to examine permanent solutions to the AMT.

There are a number of possibilities that we can consider: for ex-
ample, dealing with the exemption on a long-term basis, dealing
with the rates

Mr. THOMPSON. It just seems to me—and other people have al-
ready said it—but the budget is the priority of our Administration,
it’s a priority of our country. If it’s not in the budget, it is just—
you can spin it any way you want, it’s just not a priority.

I tend to agree with you that this does need to be fixed, and
needs to be fixed on a permanent basis. Any one-year patches,
we're just obfuscating the potential problems, and the real need to
do our work.

Ms. Olson, if taxpayers—you have noted that this is a particu-
larly difficult system to navigate, and a lot of people just don’t even
know about it. If a taxpayer does his or her own tax work, and they
fail to do it under the AMT, and they later found that they should
have, what happens?

Ms. OLSON. Well, the IRS has systems that will check whether
you have—based on how we plug in the information from the re-
turn that we get—and it will just tell us that you should have cal-
culated the AMT.

Mr. THOMPSON. So, do you get a penalty?

Ms. OLSON. You will get a letter from the IRS, and then you
will get a penalty for—certainly you will have interest, and then
you will get a penalty for failing to pay, unless you can show rea-
sonable cause. Ignorance of the law is not an excuse.

Mr. THOMPSON. So, if you just say, “This is really confusing,
I didn’t know about it”

Ms. OLSON. That’s not good enough.

Mr. THOMPSON. You still get your—so there is a bunch of tax-
payers out there who are apt to get hit with this penalty?

Ms. OLSON. Yes. One of the things that we point out is that be-
cause it is so hard to know until all of your information is at the
end of the year, you can’t predict when you will be hit by the AMT.

So, even if you calculate it correctly, you may have to get—you
may be charged an estimated tax penalty, because you didn’t pay
in enough money during the year to pay the alternative

Mr. THOMPSON. Right. Does the IRS do an outreach to let peo-
ple know that this is a problem they ought to be watching out for?
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Ms. OLSON. The IRS has been working on a publication. It is
one of the few issues that we don’t have a publication on,
which

Mr. THOMPSON. What do you think happens? You get your
publication done first, or we fix this permanently first?

Ms. OLSON. That would be a hard one to predict.

Mr. THOMPSON. That’s what I was afraid of. Dr. Burman, you
have given us several options as to how to deal with this. Do you
have a favorite? If you were the benevolent tax czar, what would—
how would you do it?

Mr. BURMAN. I think there is actually a lot of merit to the tax
reform panel’s proposal to eliminate State and local tax deduction.
I know that’s not politically very popular, but it’s going away on
its own, and it does make things more complicated. If you didn’t
have a State and local tax deduction, fewer people would have to
itemize, and it would raise more than enough revenue to eliminate
the AMT.

Mr. THOMPSON. It just goes to show you should not ask a ques-
tion you do not already know the answer to. Thank you.

Chairman NEAL. I thank the gentleman. The gentleman from
Virginia, Mr. Cantor, will inquire.

Mr. CANTOR. Thank you, Mr. Chairman. You know, I appreciate
the panel being here. It has been a very interesting discussion,
educating one for me.

It seems to me, though, as we are looking to try and find not an
easy, but a sensible way to address this growing problem, that per-
haps we ought to look at the 1993 tax hike that essentially raised
the AMT from a 24 percent flat rate to a dual tax rate of 26 per-
cent on AMT income up to $175,000, and 28 percent on AMT in-
come above that amount.

You know, I know that joint tax has done an analysis which has
shown that about 11 million more Americans will have to pay the
AMT next year, thanks to the higher post-1993 AMT rates.

So, if it 1s in our interest to really shield, or spare, the average
American—and as my friend from Oregon—I think he’s no longer—
wants to make sure the social worker, the fire fighter, and the
teacher is protected from the AMT, then the cleanest solution
would be to repeal the Clinton AMT tax rate hikes, and basically
move back to a pre-Clinton 24 percent, and then index the exemp-
tion for inflation at the 2005 level of $40,250, which would now
mean $58,000 for a joint return.

What I have read, that—going back to this—would mean that
only about 2.6 million taxpayers would be—filers—would be subject
to an AMT penalty next year, instead of the 23 million that we are
anticipating under current law. So, I would like to put that out to
the panel for comment, number one.

Number two, also, maybe Dr. Viard or Mr. Solomon could answer
the question about when we are operating under the majority’s
PAY-GO rules, and they are looking to try and “pay for the AMT
fix,” and if the proposal is to do so by repealing the death tax, per-
haps, or ending the repeal to death tax, or repealing the rate cuts
on cap gains—dividends, especially—will not that have a global ef-
fect, in terms of economic activity generation, and in essence, we
will then be suffering from a decline in economic activity, a decline
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in revenues, that will then not serve the purpose that we were try-
ing to do anyway, under the PAY—GO rules that they put in place,
which is to, again, “pay for the AMT fix?”

Mr. SOLOMON. You've asked at least two questions, and I will
try to address each one of them.

First, you mentioned the 1993 rate adjustments. The 1993 rate
adjustments are just one change among many changes to the AMT
that have caused it to become a large issue. One of the possibilities
that one might consider is to change the rates, as I mentioned just
a few minutes before.

I think also, as perhaps you mentioned, it would be important to
index the AMT and all the parameters of the AMT, as well. So,
changing the rates and indexing various parameters would help re-
duce the impact of the AMT.

With respect to other proposals, you would have to take into ac-
count the repercussions, the consequences of those proposed
changes.

For example, the lower rate on capital gains and dividends,
which was part of the 2003 tax relief, we believe was very impor-
tant for economic growth, and we have had sustained economic
growth since that time. There has been a very positive economic re-
covery. Therefore, there would be, we believe, very important rami-
fications that you would have to take into account with respect to
any of the changes that you have suggested.

Mr. BURMAN. I would like to make a quick comment about the
effect of the 1993 Act. All of the measured effect that you were
talking about actually would have come from indexing the exemp-
tions, starting from 1993. If you did that, it would reduce the num-
ber of people on the AMT.

Basically, if we had indexed the AMT exemption at any point in
history, the problem would be a lot smaller. The AMT Act did raise
the rate on the AMT, but it also raised the exemption. If all you
did was replace the current exemption and rates with the 1993 ex-
emption and rates, you would actually have more people on the
AMT, although they would be paying less tax.

So, indexing is the story, but the change in 1993 was not.

Mr. VIARD. I want to agree with you, Mr. Congressman, that re-
instating the estate tax, or raising tax rates back up again on cap-
ital gains and dividends would be undesirable ways of trying to fi-
nance AMT relief, because that would increase the tax burden on
savings and investment, which is the most harmful economic dis-
tortion that the tax system imposes.

It would be far preferable, as I said earlier, to pursue base broad-
ening within the regular income tax that does not involve increas-
ing the tax burden on savings and investment.

I think that Len actually mentioned one very interesting option
just a few minutes ago, which is to repeal the State and local tax
deduction. There are others that also could be pursued.

Chairman NEAL. I thank the gentleman. Ms. Schwartz.

Ms. SCHWARTZ. Thank you, Mr. Chairman, and first I want to
say I think my colleagues did a really good job of presenting the
concerns we have from the budget Committee point of view. I
thought they made it very clear that if we don’t do something about
it—and the Administration has not proposed anything but a one-
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year fix, and we’re even hearing from the other side of the aisle
that a trillion dollars in additional—we don’t really worry about it.
The Administration is not worried about it. The other side of the
aisle is not worried about another trillion dollars of debt, though
I guess we're going to have to borrow from another foreign country
to make ends meet.

I think on the budget Committee we do care about it. So, what
I wanted to do though is to take that to the—a little bit more to
some of my constituents who are going to see the effect of the Ad-
ministration’s proposal, which is a one-year fix and then no other
change, the AMT stays in place.

As I understand it that really means that people—families who
are within $100,000, $150,0000 will be paying more. They’ll be pay-
ing the AMT. That’s what the budget looks like, that’s what the
proposal is because we only fix it for one year, and that in fact that
means that they will be paying for this benefit for someone else,
that we’re really taking, really at this point at least in my dis-
trict—really perceive themselves as middle class taxpayers who are
going to be paying for the tax cuts that the Bush Administration
has put in, since there’s no changes in that.

In fact, in my district we’re looking about half of the taxpayers
who are affected. On this panel actually more of my constituents
are affected by the AMT than anyone else, which is kind of inter-
esting. I didn’t realize that until we got some of these numbers, but
the group, the adjusted gross income group are those people at
$100,000 to $200,000 family income, not the people making over
$500,000, a million, two million, three million dollars.

Given the intention of the AMT, isn’t it true that those people
who are making $100,000 will be paying, both for the Bush tax
cuts and really helping out much wealthier Americans because
they’re going to be paying it and other people won’t? I guess I
would ask Mr. Solomon, since it’s the Administration’s proposal
that’s suggesting this.

Mr. SOLOMON. We very much share your concern about the ef-
fect of the AMT on the middle class and the effect it will have if
it’s not fixed in the future, given that it will affect an increasing
number of taxpayers. The Administration’s proposal for a one-year
patch is a first step to deal with this issue.

We agree with you that there should be a long-term solution.

Ms. SCHWARTZ. You've said that several times, and I think the
Administration has been suggesting a one-year patch for six years.

Mr. SOLOMON. Which is consistent with what the Congress has
done for the last six years. I would agree with you. I'm in agree-
ment with you with respect to the importance of this issue and that
we do not want the AMT to affect the middle class.

Ms. SCHWARTZ. So, you agree that it is the middle class, the
$100,000 family income that’s going to be hit the hardest if we
don’t do anything about it?

Mr. SOLOMON. I do not have the numbers before me, but it is
true that the group between $100,000 and $200,000 will be affected
significantly if the AMT is not fixed after 2007.

Ms. SCHWARTZ. I can’t speak for all Americans but I can tell
you the numbers we got on this panel, every member, the constitu-
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ents we represent, the group hit the hardest is $100,000 to
$200,000. So, you're confirming that that’s who is going to get hit.

Mr. SOLOMON. If the AMT is not fixed they will be significantly
impacted by the AMT, I do agree with that.

Ms. SCHWARTZ. The Administration, the President’s proposal is
to—really is hollow. It is to postpone it for one year, patch it for
one year and then no suggestions about how to fix it for the future.

Mr. SOLOMON. It is the first step in dealing—the President’s
proposal, the Administration’s proposal is the first step toward
finding a long-term solution to this issue.

Ms. SCHWARTZ. So, how much—I’ve only been for one term, so
how much progress had you made when you made the same pro-
posal four years ago, five years ago? This has been six years of—
we're going to do it one year and then we’re going to make some
progress, we're going to have some discussion.

So, since—from what—year, you’ve not made any progress. So,
what makes you think you’ll make more progress this year?

Mr. SOLOMON. There has been progress. That is, the number
of AMT taxpayers has been kept at a minimum over the last six
years.

Ms. SCHWARTZ. By doing a one-year-at-a-time patch?

Mr. SOLOMON. It has been through short-term, temporary
patches. That’s correct.

Ms. SCHWARTZ. So, is the intention to do a patch for next year
and then the year after and then leave it to the next President?

Mr. SOLOMON. We hope to work with you to find a long-term
solution for this problem. We share your concerns. The question is
how will we deal with it moving forward.

Ms. SCHWARTZ. I think ‘share your pain’ is probably not going
to be enough. I would think we need some—and I would say some
really specific proposals.

Again, our Chairman is really working hard on this, and I think
is interested as we all are in creating that fix, but come on, you're
the Administration, you have lots of specific proposals. I'd like to
see some very specific proposals for the changes to the President’s
tax cut that you think have to be made in order to fix this or some-
thing new.

I think it’s not good enough to just say, “we’re open for sugges-
tions.” Thank you.

Chairman NEAL. I thank the gentlelady.

Mr. Solomon, let me do some followup based on what the
gentlelady from Pennsylvania has said. I think it might highlight
some of the frustration that we do feel. Let me just read some
quotes to you.

“We estimate that the number of individuals affected by the
AMT would almost double under the Bush proposals.” That comes
from Joint Tax. That’s not a partisan organization.

“It is true that the AMT would eat away at some of the benefits
flowing from the President’s tax proposals as compared to the ab-
sence of an AMT interaction with the rest of the tax code.” That’s
the Secretary of the Treasury, Mr. O’Neill. “Otherwise, we are giv-
ing people a tax decrease on one side and a tax increase on the
other side, and they aren’t really getting what we said they were
going to get.” That’s Senator Charles Grassley.
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The 2001 tax cut bill “will roughly double the number of AMT
taxpayers in most of the last years of the budget window so that
in 2010 an estimated one-third of all taxpayers will be subject to
the AMT.” That’s the Treasury economist Jerry Tempalski.

These are all quotes, as the gentlelady said, from 2001. As I've
indicated, they’re not partisan positions. I accept your word that
you’d like to work with Members of the Subcommittee and the full
Committee and the Members of the house but there has to be
something that moves beyond the level of testimony to really tackle
this issue because I want to tell you—it’s the intention of the
Chairman of the full Committee to tackle this issue in the next
couple of months.

So, I assure you that we appreciate your desire to work with us
but this is not going to go away. We intend to do the followup
based on what I proposed.

If you’d like to comment, please.

Mr. SOLOMON. Yes, just a few comments. First, there have
been a couple of references that the President’s tax relief is the
cause of the problem. I just want to reiterate that in my view the
source of the problem is the AMT itself, and we need to recognize
that.

The AMT causes a penalty for being married. It causes negative
effects on families because the personal exemptions are denied. It
denies the standard deduction. It denies personal exemptions. It
denies the itemized deduction for State and local taxes. All of these
things are part of the AMT and they need to be—and they need
to be addressed.

In terms of particular kinds of proposals, some of the things that
might be considered, for example, are increasing the exemption or
reducing the rate. Those are some of the things that one might con-
sider.

Chairman NEAL. Dr. Burman, would you like to comment?

Mr. BURMAN. Well, I disagree with Mr. Solomon that the 2001
tax cuts are not a factor. I think we were counting on the AMT rev-
enue when the 2001 tax cuts were enacted. It made them appear
to be much less costly in terms of revenue than they actually
turned out to be.

I think we need a permanent solution. I'm glad that the Adminis-
tration says they want to work toward a permanent solution. I
think the response from Mr. Thomas to my response to what my
favorite solution is suggests that it’s harder for politicians to fix
this than for economists to do it, so it’s a difficult problem.

We could have come up with 20 different solutions and none of
them would be ones that you could just go back to your constitu-
ents and say, “hey, I've got the solution and everybody is better
off.” The fact is that this tax is a capricious tax. It’s not hitting the
people that you think it should be hitting. If you're going to make
up the revenue with something that makes sense, some other peo-
ple are going to be paying more tax.

My preference would be to shift the tax burden onto people who
are most able to pay, the ones who benefited the most from the eco-
nomic expansion of the last two decades, but that’s obviously not
uncontroversial.
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Chairman NEAL. I thank you. Mr. Blumenauer, would you like
to further inquire?

Mr. BLUMENAUER. I would like to just follow up with Dr. Bur-
man.

I must note, in your testimony you've got the couple in box one
that is just $75,000 of income, a teacher and a firefighter, actually
not a well paid teacher and a junior firefighter, frankly, with four
children, who pay a $2,000 surcharge to the AMT in 2007.

As you point out further in your testimony, by 2010 we’re going
to be in a situation where less than 40 percent of the millionaires—
not millionaires, people who make a million dollars a year or more
will be subject to the AMT, but 94 percent of the $200,000 to
$500,000—it just—I want to commend you for examples that show
how starkly this is perverting what we are attempting to do with
the tax code.

I would like, if you would, to just elaborate where you were a mo-
ment ago. You were taking modest exception to the Secretary about
whether or not the 2001 tax cuts figured into this. You've already
pointed out that it doubled the number of people who were im-
pacted when there was a chance, when there were trillions of dol-
lars theoretically available, and they weren’t spent to ameliorate it.
In fact, it made it worse.

As you pointed out this money was used—in the AMT was used
to justify larger tax cuts if they were “affordable” by assuming this
revenue. Now, as I pointed out in the earlier round, this money is
assumed in the next round of budgets that are being proposed
other than the one year.

I wonder if you could comment on this—on how much more dif-
ficult resolution is going to be if we were to take the approach rec-
ommended by the Administration, which is spend it all except the
one-year patch as opposed to making some adjustments in the tax
code, not making it worse, not extending it, not complicating it fur-
ther, but redirecting to be able to have some of the simpler ap-
proaches that you've suggested.

If you wanted to sort of elaborate on the difference between these
two in terms of ultimately being able to solve the problem—spend
it all versus making some adjustment and try and get on it sooner
rather than later.

Mr. BURMAN. Well, I certainly agree that the sooner you deal
with the AMT—and Ms. Olsen made this point in her testimony.
The sooner you deal with it, the easier it’s going to be. Every year
the cost goes up by a lot because youre adding another year with
$200 billion of revenue costs.

I don’t want to get into assigning blame, into a discussion of that.

Mr. BLUMENAUER. If the tenor of my question suggests that
I was suggesting you assign blame, please don’t. I just want you
to assess the difficulty of the two approaches.

Mr. BURMAN. I think it’s better to deal with it now than to put
it off. I you do, this Congress will be remembered as the one that
dealt with the really hard issue that had escaped the grasp of Con-
gresses of both parties for the last 25 years. I think it would be
great.

Ms. OLSON. If I might make an observation, the AMT, just to
remind folks, is not just about cost or at least the dollar cost. It’s
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about the cost on taxpayers themselves. So, as more taxpayers are
pulled into this system more taxpayers are having to go through
the process of calculating their income tax returns twice, and that
is an enormous compliance cost for taxpayers alone, and it does
have an effect on the tax system overall.

Mr. BLUMENAUER. Ms. Olsen, I really appreciate your elabo-
ration.

Mr. Chairman, one of the things that I hope we might be able
to do if maybe some of our expert witnesses can help guide us in
this point. Dealing with these lower income families that are being
caught in the net—you know, the reference that Dr. Burman had
to the $75,000—getting—if we can have some sense of what the
costs of tax compliance will be as a percentage of what they’re pay-
ing—and I—maybe, Mr. Secretary, you've got something in Treas-
ury, maybe our tax advocate has it, but it just seems to me that
we're going to be looking at a lot of people who are going to be pay-
ing maybe an extra $500, $1,000, $2,000, $2,500, but they’re going
to be paying an accountant an extra thousand dollars for this
$1,500 bill.

Chairman NEAL. I think that the next panel that we've sched-
uled—we’re going to hear from the practitioners and then we're
going to hear from those who have born the burden of AMT, and
we’ll have an opportunity to hear not just anecdotes, but attach
them to real stories.

I thank the gentleman from Oregon.

Mr. English.

Mr. ENGLISH. This has been an excellent panel, Mr. Chairman.
I would say the one comment I would make is that there certainly
has been, through this line of questioning, a focus on the way—on
the AMT that I find surprising, one, blaming the Administration or
the Administration’s tax policies for the problem when of course we
go back to the last Administration and they threw away an oppor-
tunity to actually repeal flat out the AMT at a time when it would
have been a much more affordable solution.

I don’t want to join my colleagues in making partisan political
statements but I do think that it is fair to say that pro-growth tax
policies are not the reason why the AMT has been a growing prob-
lem, and the attempts to somehow link recent tax relief programs
to the growth of the AMT instead of tying it to mere inflation and
the growth of the economy reminds me of some of the Presocratic
philosophers; concepts like Xeno’s paradox where somehow Achilles
is never going to quite capture the tortoise because he’s moving
along a straight line.

The idea that somehow tax relief has exacerbated the AMT is a
strange, abstract argument, but I am delighted that some of my
colleagues have put on the Administration a challenge that reason-
ably can be moved back to them if in fact they feel this is some-
thing that needs to be addressed in the short term. They certainly
have the opportunity to do it and I am certainly prepared to work
with them.

As co-Chairman of the zero AMT caucus, I have been looking for
that kind of a partnership for years. I thank the Chairman for hav-
ing provided this opportunity to explore some of the problems with
the AMT, and I would simply want to ask the panel as a closing
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question, is not the elimination or reform of the AMT something
best done in the context of something that in the last Bush Admin-
istration was a—or I should say the first Bush Administration—
was considered to be one of the priorities to drive their tax discus-
sion, and that is fundamental tax reform.

As you noted, Dr. Burman, the AMT was one of the things that
the President’s tax panel did focus on and in fact explored one pos-
sible solution, you know, one that doesn’t necessarily appeal to me
as a former city finance officer, but the eliminating the deduct-
ibility of State and local taxes, which at least would have some rea-
sonable distributional effect and would also be an approach that
would end the obvious inequity that Federal taxes are paid less by
those from high tax jurisdictions.

Is not this issue, very quickly, for each of you, best dealt in the
context of a fundamental overhaul of the Code given the dimen-
sions of the AMT problem? Dr. Viard.

Mr. VIARD. Yes, Mr. Ranking Member. I agree that the fun-
dament tax reform would be the best context in which to address
this. It is such a big problem that a permanent solution to the
AMT, particularly if there is offsetting financing through some-
thing like the repeal of the State and local tax deduction would
itself almost qualify as a fundamental tax reform by itself.

So, I think it would be best to address it in the context of some-
thing very broad based, whether that be a move to a consumption
tax, as I would prefer, or whether it be a restructuring of the in-
come tax.

Mr. ENGLISH. Dr. Burman.

Mr. BURMAN. I agree with you. I actually came to Washington
to work on what became the Tax Reform Act 1986. It used to be
that people perceived the income tax as the fairest tax. Now they
perceive it as the least fair tax.

The income tax actually is at its heart a very fair tax system. It’s
progressive. It raises a much larger share of revenue from those
who are most able to pay, but it’s too complicated. I think that be-
fore too long we need to fix the income tax so that people will sup-
port it as we're demanding more from it to finance the growing de-
mands of the government as the Baby Boomers retire.

Mr. ENGLISH. Ms. Olson.

Ms. OLSON. Well, I've often noted the need to repeal or deal
with the AMT is going to drive fundamental tax reform because it
will eventually cost more to repeal the AMT than it is to repeal the
income tax, the regular tax and leave the AMT.

I would also add that we don’t have time. I’'ve characterized the
AMT at times as a time bomb with a short fuse, which almost
sounds impossible because you can’t have a time bomb with a fuse,
but it is ticking away, and it is also exploding every single year as
we either have to have a revenue hit to do the one-year patches
in order to keep people off of it. We have to address both.

Mr. ENGLISH. Mr. Solomon.

Mr. SOLOMON. Yes, the long-term solution to the AMT could be
considered as part of tax reform. The only comment I want to add
is that we also have a short-term problem. We have to deal with
AMT for 2007.
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Tax reform is going to take longer than that, and so it is impor-
tant that we deal with the issue for 2007, a year that has already
begun, which is consistent with the Administration’s proposal.

Mr. ENGLISH. Thank you.

Chairman NEAL. The gentleman from Texas.

Mr. DOGGETT. I will just agree particularly with what Ms.
Olson just said. Fundamental tax reform is fine, but I've been
through 12 years of Republican rule. In fact, I've never known any-
thing else in the House until this year, and they never once
brought fundamental tax reform proposals to a vote in this Com-
mittee or anywhere else.

President Bush has had six years to propose fundamental tax re-
form. He has yet to offer a specific proposal to do that.

I think you’re right. This is a time bomb. While we do need more
comprehensive reform we ought not to wait for the perfect reform
if one exists in order to try to provide some redress to middle class
taxpayers.

Mr. ENGLISH. Will the gentleman yield?

Mr. DOGGETT. I'll yield.

Mr. ENGLISH. Will the gentleman then be in favor of perhaps
considering in this Congress’ fundamental tax reform?

Mr. DOGGETT. Well, the gentleman has had a majority for the
last 12 years and was unable to——

Mr. ENGLISH. Now you do. Are you willing to do it?

Mr. DOGGETT [continuing]. And controlled this Committee and
never once did it. I'd be willing to

Mr. ENGLISH. Are you willing to do it?

Mr. DOGGETT. I'd be willing to consider any proposal you want
to advance, but the only ones that we've talked about in the Com-
mittee rather than voted on have been ones that simply shift more
of the burden to working people and less of the burden to the peo-
ple that are already trying to dodge and avoid their taxes, and that
kind of fundamental tax reform is fundamental tax deform, not re-
form.

Mr. ENGLISH. Then I encourage the gentleman, look at my fun-
damental tax reform proposal, the simplified USA tax, and I don’t
think that he can make the same claim about that. I yield back.

Mr. DOGGETT. I will do so.

Chairman NEAL. I would note today that for the panelists and
the members of the audience that you could see what new leader-
ship has brought. There are more esoteric arguments.

We began with St. Augustine, we moved to Achilles, but I must
tell you after all these years of being on this Committee and deal-
ing with tax policy, the real test is Sisyphus, to continue to roll this
boulder back up the hill.

I thank the panelists. This was most informative, and I look for-
ward to the next round of hearings, but most importantly a solu-
tion. This meeting stands adjourned.

[Whereupon, at 3:42 p.m., the hearing was concluded.]

[Questions submitted by the Members to the Witnesses follow:]
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Question submitted by Mr. Johnson to Eric Solomon

Question: Section 402 of Public Law 109-432 addresses the problem of
stranded AMT tax credits. When I introduced the bill on this topic (H.R.
3385) and when it was reviewed by Legislative Counsel and the Joint
Committee on Taxation, the intent of the law was to make sure that in-
dividuals were able to use their stranded credits in no more than five
years. We fully intended that individuals could get credits back in 20
percent increments over five years. Is that your understanding of how
the new law works?

Unfortunately the law did not have any report language associated with it.
However, it is clear to me that Congress was attempting to put this
mess behind our constituents who voluntarily came forward to report
this tax situation. Those taxpayers who never reported these Incentive
Stock Option transactions are likely to have evaded this tax burden
due to the fact that there was no reporting to the IRS of these trans-
actions. For taxpayers who are known to the IRS, I would strongly en-
courage you to settle out these cases in a fair manner and to stop ac-
cruing additional interest and penalties. Mr. Assistant Secretary, I
would encourage you and the IRS to simply settle out these cases as ex-
peditiously as possible.

Answer: Section 53(e) of the Code, as added by Pub. L. No. 109-432, § 402, provides
special rules that make so-called stranded AMT tax credits refundable through
2012. The provision allows an annual AMT credit equal to the greater of 20 per-
cent of the taxpayer’s long-term unused minimum tax credits (stranded credits)
or 5,000 (or the remaining amount of long-term unused minimum tax credits,
if smaller than 5,000). Under the statute, it is clear that taxpayers with strand-
ed credits over $25,000 will not fully recover the entire amount of these credits
within five years. This is because for 2008 through 2012, the amount of the
stranded credits will be reduced by the amount refunded in the prior year, and
thus, the 20 percent will be multiplied by a smaller amount, not the original
amount of stranded credits. For example, assuming that in each year a taxpayer
could not otherwise use AMT credits to offset regular liability, if the total
amount of the taxpayer’s stranded credits in 2007 is $100,000, the refundable
credit is $100,000 x 20% = $20,000. In 2008, the total amount of stranded cred-
its is now $80,000; therefore, the refundable credit is $80,000 x 20% = $16,000.
In this example, the taxpayer would still have more than $26,000 of stranded
credits left over in 2012.

With respect to the issue of settling cases, although the Office of Tax Policy is
not involved in the resolution of specific taxpayer cases, I can assure you that the
IRS will ensure that section 53(e) is fairly applied as enacted.

Question submitted by Mr. Johnson to Nina Olsen

Question: Unfortunately the Public Law 109-432 did not have any report
language associated with it. However, it is clear to me that Congress
was attempting to put this mess behind our constituents who volun-
tarily came forward to report this tax situation regarding AMT and In-
centive Stock Options. Those taxpayers who never reported these ISO
transactions are likely to have evaded this tax burden due to the fact
that there was no reporting to the IRS of these transactions. For tax-
payers who are known to the IRS, I would strongly encourage you to
settle out these cases in a fair manner and to stop accruing additional
interest and penalties.

Do you consider the taxpayers who have been caught in this nightmare of
paying income taxes on phantom gains they never received to be in a
more sympathetic position than those taxpayers who never reported
these transactions at all and have never paid a penny toward similar
tax bills?

Isn’t it time to simply settle these cases?

[Response pending.]
[Submissions for the Record follow:]
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Statement of Grover Norquist, Americans for Tax Reform

Chairman Neal, Ranking Member English and other Members of this sub-
committee, I thank you for the opportunity to submit testimony on the Alternative
Minimum Tax.

My name is Grover Norquist, and I am president of Americans for Tax Reform.
I submit my comments to you today with serious concerns about the effectiveness
of the Alternative Minimum Tax and the possible remedies being proposed by Con-
gress.

More specifically, the AMT is worst case example of everything wrong with tax
policy in this country. As we all know this tax was established to prevent certain
Americans and corporations from using otherwise available deductions to reduce
(and in some cases eliminate) their income tax liability. The individual AMT was
thus intended to act as a failsafe mechanism to ensure that a small number of
upper income individuals had to pay income tax.

But as with just about every other tax, the AMT has gone way beyond hitting
only a wealthy few and now we are faced with the possibility of 30 million taxpayers
facing this onerous burden. And as our members remind us every year around tax
filing season, the burden is not just the additional taxes being paid but also the time
to comply with the additional paperwork. The important point from the AMT lesson
is that over time taxes do not hit just the wealthy as the middle-class always creep
into these higher taxes.

Just ask any household with a telephone which has been forced to pay an excise
tax for over 100 years when Congress intended the tax to be a tax on the “rich”
to pay for the Spanish-American War. The last time I checked America won that
war but American taxpayers of all incomes continued to pay the tax. This is also
the direction we are headed with the AMT and to a lesser extent the estate tax.

Identifying the Problem

For policymakers to identify the correct remedy of the AMT explosion it is impor-
tant to understand the true reason this occurred. As we show below, the surge is
not the result of the 2001 and 2003 tax cuts but the AMT tax increases of 1990
and 1993 and the failure to index income exemptions to inflation. By our count, 97
percent of AMT payers expected to be paying the AMT in 2016, 30 of the 31 million
taxpayers, are paying because of the higher rates enacted in 1993 and the failure
to index to inflation at the same time.

In talking about the Alternative Minimum Tax (AMT) a lot of blame has recently
been targeted at the tax cuts enacted in 2001 and 2003. The idea behind this is that
reducing taxpayers’ regular income tax liability pushed their Alternative Minimum
Tax liability higher, thus creating this rapid growth of AMT payers. As such, some
Members of Congress are proposing to eliminate the tax cuts of 2001 and 2003 to
fix the AMT problem.

This is simply a race to the bottom whereby Congress is raising taxes on Amer-
ican middle class families to eliminate a different tax. A more common sense ap-
proach would be to just get rid of the AMT in the first place because the tax is not
achieving its objectives.

Moreover, the idea that the recent tax cuts have something to do with the recent
surge is suspect. On October 29, 1999, the Senate hurriedly inserted a provision in
an $8.5 billion tax package to allow families to use certain tax breaks so that they
could avoid paying the dreaded—but surprisingly little-known at the time—AMT.
Senate Finance Committee Chairman William Roth (R-DE) and ranking Member
Sen. Daniel Patrick Moynihan (D-NY) issued a joint statement earlier in the week,
declaring “If we fail to extend the AMT relief, millions of middle-income taxpayers
will face an unintended and unexpected tax increase.” 1

So this surge of AMT payers was already occurring before the 2001 and 2003 tax
cuts. In fact, the surge in the 1990’s was dramatic. According to data compiled by
the Tax Foundation and analyzed by Americans for Tax Reform, 117,500 taxpayers
paid the AMT in 1989 with an average tax burden of $11,500 per taxpayer (in 2006
dollars). By the time the Sens. Roth and Moynihan issued their press release in
1999 that number had increased more than ten-fold to over 1 million taxpayers. The
average AMT liability was $7,700 (again in 2006 dollars) in 1999 which dem-
onstrates the AMT was slowly creeping into the middle-class. More people were pay-
ing but as the incomes of the taxpayers affected were smaller these taxpayers were
also paying smaller amounts.

1Godfrey, John. “Senate votes to keep tax breaks.” The Washington Times. October 30, 1999.
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AMT Bracket Creep Was Already Occurring Before 2001 & 2003 Tax Cuts

18

Millions of IRA

Sensing this growing problem both the House of Representatives and the Senate
voted on August 5, 1999 to repeal the Alternative Minimum Tax as part of the Tax-
payer Relief Act of 1999. At the time the “cost” of repeal was just $105 billion. Most
of the Members today complaining about the AMT problem voted against this legis-
lation. Despite their opposition the legislation passed both Houses of Congress only
to be vetoed by President Clinton with the common mantra that the legislation was
a “tax cut for the rich.” We would not have this “problem” today if that legislation
was signed into law by President Clinton.

So what caused this dramatic surge? In 1990 and again in 1993 Congress raised
the individual income tax. Knowing this would knock taxpayers off the higher rev-
enue raising AMT and into the regular income tax, Congress also raised the Alter-
native Minimum Tax rates. This ensured all the people already paying the AMT
stayed in the AMT system but also pushed more taxpayers into the AMT.

Following the 1990 AMT tax increase the number of people paying the AMT near-
ly doubled from 132,000 to 244,000 taxpayers in just one year. In 1993 Congress
created a two rate AMT tax system raising the rates from 24 to 26 percent for tax-
payers with incomes under $175,000 and a 28 percent tax rate for taxpayers with
incomes over $175,000. Following the 1993 tax rate the number of taxpayers paying
the AMT increased an astonishing 354 percent by the end of 2000.

At the same time Congress failed to index the AMT income exemption for infla-
tion so as taxpayers incomes increased over time more and more taxpayers were hit
with the AMT. Even with an inflation index, incomes grow faster than inflation so
this would not have solved all the problems but indexing for inflation would have
at least mitigated some of the problem.

For example, in 1986 the median family income was just $29,458 while the AMT
exemption was $40,000. The AMT exemption was lifted to $45,000 with the 1993
tax increase but by 1997 the median family income was exactly at the AMT income
amount. Following 1997, the median income was higher than AMT rate which was
a key component to driving the rapid increases in AMT payers.
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Failure to Index AMT to Inflation Led To Rapid Rise in AMT Payers
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97 Percent of AMT Payers Are Paying Because of the 1993 AMT Tax In-
crease

According to estimates by the Joint Committee on Taxation (JCT), in 2016 the
number of taxpayers paying the AMT will reach 30.8 million. Repealing the 1993
tax increase will remove 12.2 million taxpayers from the AMT rolls. As such 40 per-
cent of all AMT payers are paying because of the higher AMT tax rates enacted in
1993. These higher AMT rates from 1993 will force American taxpayers to pay an
additional $375 billion of taxes from 2006—2016.

The next step in our analysis was to determine the second part of the AMT prob-
lem—the fact that rates and income are not subject to inflation protections as is the
regular income tax. If the AMT was indexed for inflation in 1993 most of the people
paying would be off the rolls.

Recent inflation protections enacted in 2001, 2003, 2004, and 2006 has kept 17.6
million people from paying the AMT. This runs contrary to the opinion that the re-
cent tax cuts have increased the number of people paying the AMT.

So when adding the two numbers from the higher rates coupled with the inflation
protections, 29.8 million of the 30.8 million that will be forced to pay the AMT are
only paying because of the Clinton tax increase and the failure to index to inflation.
That would leave only 1 million people are actually paying because of high incomes
and lots of deductions.

The Impact of the Tax Cuts on AMT

Recently a number of policymakers have suggested that the tax cuts enacted since
2001 has increased the number of AMT payers. This could be the case but not for
the reasons suggested. As I discussed above the AMT tax rates were increased cor-
respondingly with increases in the income tax rates. Conversely, when income tax
rates were cut in 2001, and again in 2003, AMT rates were not reduced correspond-
ingly. This created an AMT tax liability higher than the regular income tax liability
for some taxpayers. As such, the solution to this is not to raise the rates, either in-
come or AMT, but to lower the AMT rates to match the lower income tax rates.

A second reason for the rise in AMT is that the tax cuts created a number of new
deductions for the regular income not available in the AMT. Most of these deduc-
tions enjoy bi-partisan support such as college tuition tax deduction. Therefore, to
fix the AMT problem from the recent tax cuts is to get rid of the deductions that
most members support.

The combination of these two factors coupled with the policy failure of the 1993
tax increase is not the reason currently being given as the rise of the AMT. Accord-
ingly, the proposed policy solutions such as increasing higher income tax bracket
rates or AMT rates will do nothing to fix the problem. Furthermore, as we have wit-
nessed in the past, lifting income exemption amounts only delays the problem. As
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incomes grow more and more people will be hit with the tax in the future. This is
a situation of a dog chasing its own tail.

Recommendations

« AMT Repeal. We believe given these factors the Alternative Minimum
Tax should be repealed with no offsets. It is unconscionable that Members
of Congress who created this problem by raising tax rates and failing to index
for inflation and then subsequently voting against repealing this tax six years
later are now seeking to rearrange the chairs on the Titanic by forcing nearly
1 trillion of tax increases to “pay” for AMT repeal/reform. Raising taxes on
small businesses to pay for an income exemption that will only sock taxpayers
at a later date is a ridiculous proposal. Taxpayers should not be paying this tax
today and therefore should not be forced to pay higher taxes from one pocket
to reduce their burden on the other pocket.

* Repeal The Clinton AMT Tax Increase. Absent repeal without offsets, Con-
gress should repeal the 1993 AMT tax increase to bring the AMT tax rates in
line with the regular income tax. We know 40 percent of the AMT taxpayers
are paying this tax solely because of the higher rates and these higher rates
are generating nearly 50 percent of the revenue. This will not only remove 40
percent of the taxpayers from AMT it will also substantially reduce the amount
of AMT taxes for existing taxpayers. Sen. Arlen Specter of Pennsylvania just
last week introduced this legislation and I would urge a similar bill in the
House and encourage all members to reverse this damaging tax increase.

* Do Not Raise Taxes Under The Guise of AMT Reform. Raising taxes to
offset the “cost” will result in fewer jobs, a slower stock market, less growth,
and ultimately a lower standard of living for all Americans. Any proposal to
raise one set of taxes to offset the AMT is unnecessary and growth inhibiting.
I urge all members to avoid this avenue.

Thank you for the opportunity to submit my written testimony and I look forward
to working with you on ending the Alternative Minimum Tax.

————

Statement of Betty & Carmelo Rivero

We have, for some time now, been paying $1,750 per month to pay off our taxes
for the year 2000. This is addition to the initial payments we made plus the bank-
ruptcy filing we had to make in order to provide enough cash flow to make the
$1,750 payments we are presently making.

These issues began when I was working for i2 Technologies an up and coming
supply chain management software company, as an Administrative Assistant. I was
hired in 1995 at a starting salary of $27,000 per year. In 1998 i2 Technologies went
public and I was given stock options along with other people in our company. This
was the first time in our lives that either of us had ever been offered stock options
and all we thought about was that this would give us the ability to do things for
our daughters, Carmen and Amy and possibly buy a new home.

In 1999 the stock started to rise pretty rapidly and in February 2000 I started
to exercise my options. Later that year we put a down payment on a new home in
Carrollton. It was over 15 miles closer to both our jobs. We thought we were at the
perfect point in our lives.

At the end of 2000, i2 Technologies along with many other technology companies’
stock started to drop drastically. Earlier that year I was told that I would be put
on the black list, because of software on my computer that allowed me to support
the company Controller, Nancy Brigham. Being put on the black list meant that I
could not sell my stock during specific times of the year. Years later I was told that
I was never added to this list but that I should not have sold my stock during that
time because of the potential knowledge I had, given my position in the company.

The black out period for that quarter began December 1st and it was lifted Janu-
ary 19th after we released our earnings for that quarter. Not selling my stock dur-
ing this time caused me to acquire AMT taxes on stock I exercised early in 2001.
But what I did not know at the time, was that the stock that was valued anywhere
from $50 to $105 at the time I exercised it would only be worth $3 a share when
I sold it. And I would be required to pay taxes not at the price it was sold for, but
at the exercised amount.

When I realized I owed these taxes I thought this was going to be an easy task
to handle with the IRS. I could prove I never received the income at the exercise
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value for which the AMT taxes were being accessed. Well, we found that this tax,
no matter how unfair, is legally owed to the IRS and they were not willing to con-
sider dismissing it. They said that we needed to pay our taxes in full. Their job was
to collect taxes not to consider whether the taxes were fair or not. Added to this
when we were able to sell the stock at the $3 a share in 2001 we were unable to
take a loss against the exercised AMT taxed value but were required to use as basis
the amount paid which reduced our taxable loss greatly and was further limited by
the allowable capital loss deduction of $3,000 per year. We are required to pay tax
on income we never received on stock purchased in 2000 not sold until 2001 and
the losses actually sustained for the same stock when sold was limited to $3,000
per year Capital Loss deduction (deduction against income not tax).

As we have already stated, we have now settled with the IRS and are paying
$1,750 per month. This payment will continue until we pay all of the taxes, pen-
alties and interest that are owed. At the present time we have accrued about
$40,000 in penalties and interest. We feel that this is the most bizarre portion of
this affair: “We are being penalized on taxes we owe for income we never received.”

We are not saying we do not owe the IRS money because we do. However, we
would have been able to settle with them years before we finally reached an agree-
ment, if we did not have the AMT taxes to pay. We could understand owing taxes
if we would have received the level of income for which the taxes are owed, but to
be taxed for what we consider to be phantom income is difficult to understand, even
though it is legal. We do not see an end to our paying the IRS. With the mounting
penalties and interest it looks like we will be paying indefinitely.

My husband and I are requesting your help, in any way possible, in eliminating
alternative minimum tax (AMT).

Respectfully,

BETTY RIVERO
CARMELO RIVERO
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