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A MISERABLE TAX (THE AMT) MAY BECOME WORSE

The individual alternative minimum tax (AMT)
is a parallel income tax with complicated rules that
differ from those of the regular income tax. To
compute the AMT, one calculates the regular income
tax and then the AMT. If the AMT exceeds the
regular income tax, one must pay the government the
difference, on top of the normal income tax.

Many people are unaware of the AMT or assume
it does not apply to them. Millions have learned
otherwise only when their tax-preparation software or
paid preparer told them they owed the AMT, or they
received an official notice from the IRS dunning
them for extra taxes, along with interest and penalty.

A poorly conceived tax based on envy now hits
millions of ordinary taxpayers.

Congress enacted the first version of what
became the AMT in 1969, following Congressional
testimony by the Treasury Secretary that 155 high-
income tax filers had not owed any federal individual
income tax in 1967.' This disclosure fed into the
urban legend that the wealthy pay little income tax.
In fact, higher income individuals pay a
disproportionately large income tax share. In 2004
(the last year for which tax-share data are available),
the top 1% of filers with positive incomes paid
36.9% of total income taxes, the top 50% paid
96.7%, and the bottom 50% paid just 3.3%.?

The 155 high-income filers who did not owe the
individual income tax in 1967 were not accused of
having violated the law but of having claimed
deductions, credits, and exemptions that the law
specifically permitted. For those troubled because

155 high-income filers (less than 1% of high-income
filers that year) did not owe the individual income
tax, the proper response would have been to
reexamine the tax code's deductions, credits, and
exemptions, not to slap on a strange and arbitrary
parallel tax.

Although the AMT was advertized as targeting
a very small number of very wealthy individuals, it
now hits millions of taxpayers, mostly middle class
and upper-middle class, because it is not indexed for
inflation and its rates have increased over the years.
(The key rate hikes occurred in 1990 and 1993.) The
normal income tax, in contrast, is partially indexed
for inflation and its statutory rates have been reduced
on several occasions.

Among its specia features, the AMT differs
from the normal income tax in that it does not allow
filers to clam personal exemptions, the standard
deduction, any deduction for state and local taxes, or
the miscellaneous expense deduction. (The last
applies to certain unreimbursed employee expenses
and certain expenses relating to producing and
managing income.) In effect, the AMT treats these
items as tax loopholes  These are controversial
changes from normal tax treatment, but they dlid
through with little debate because, politically, the
AMT was created as a soak-therich tax and
Congress gave little concern to the means used to
soak the rich. As a result, some of the primary risk
factors today for middle income and upper-middle
income tax filers with regard to owing the AMT are
having severa children, living in high-tax states, and
having miscellaneous expenses.
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In tax year 2004, the AMT caught 3.1 million
tax filers, and 90% percent of them had adjusted
gross incomes between $75,000 and $500,000.2 For
filers with positive adjusted gross incomes between
$200,000 and $500,000, 65% owed the AMT.*
Millions of addition filers needed to fill out the
complicated AMT form in order to determine that
they did not owe the tax. Preliminary data indicates
that the AMT snared over 4 million tax filers in tax
year 2005.°

Since 2001, Congress has enacted a series of
temporary patches to prevent the number of AMT
taxpayers from skyrocketing even higher. The last
temporary patch expired at the end of 2006. If
Congress does not act, it is estimated that the number
of AMT taxpayers will mushroom to over 23 million
this year.® For many of these 23 million tax filers,
the extra — and unexpected — tax liability will be
severa thousand dollars.

Because the complicated, arbitrary individual
AMT is inconsistent with sound tax principles, it
should be repealed.” (The corporate AMT is not the
subject of this paper, but it too is complicated and
unprincipled and should be repealed.) A second best
approach would be at least to index the AMT for
inflation. A third best approach would be to adopt
another temporary patch.

Congress took the right action in 1999 when it
passed legidation to repea the AMT (the Taxpayer
Refund and Relief Act of 1999, H.R. 2488, 106th
Congress, First Session). Regrettably, President
Clinton vetoed that bill.

The government wants your money.

The main barrier to fixing the AMT or even
applying another temporary patch is that in the
peculiar world of federal government budgeting, a
soaring AMT counts as the baseline. In other words,
without the knowledge of most Americans,
Washington has promised itself huge revenue
increasesthrough the AMT, largely becausethe AMT
is not indexed for inflation. In its official budget
scoring, Washington claims, in a fiction worthy of
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George Orwell, that any action to prevent or
ameliorate what most people would regard as a
massive, inflation-fueled tax increase would actualy
be a tax cut.

For the last severa years, Congress recognized
the deceptive nature of official budget scoring, at
least in this case, and patched the AMT without
seeking revenue offsets. To his credit, Sen. Charles
Grassey (R-1A), the ranking member of the Senate
Finance Committee, calls for repealing the AMT
without using that as an excuse to raise other taxes,
"We must repeal the AMT ... without offsetting any
revenue the AMT is expected to collect in the
future... The AMT was never intended to be a
significant source of revenue. Despite this, the AMT
will balloon federal revenues to historicaly high
levels if something isn't done."®

Congress's Democratic majority, however, is
demanding tax increases el sewhere as the price for an
AMT fix. They have backed this up by passing a
budget resolution that leaves no room for an AMT
fix except through offsetting tax increases. President
Bush also cals for "revenue neutraity” — large
offsetting tax increases — when fixing the AMT.
Because the AMT is growing so quickly, even a one-
year patch would be very expensive, with a revenue
cost of about $50 billion according to official budget
scoring.

Some would defend the approach of Congress
and the Administration by saying that Congress has
very expensive spending plans and needs a lot more
money from taxpayers. According to this view, it
would be fiscally irresponsible not to let the AMT
push up tax collections to historic highs or otherwise
increase taxes.

However, a counterargument is that taxes are
aready at their historic average as a share of national
output, and any further revenue increases should be
done openly rather than through a hidden tax hike.
Many observers would aso argue that much
government spending is wasteful and that
Washington would not need any additional revenue
if it used greater care when spending taxpayers



money. Furthermore, if the AMT or other revenue
raisers increase margina tax rates, they will
discourage work effort and saving, which will hurt
the economy.

A look at one possible revenue raiser.

One of the proposals being floated is to repeal
the AMT and replace it with a 4 percentage point
surtax on adjusted gross incomes (AGI) in excess of
$100,000 for singles and $200,000 for couples. The
proposa was developed by the Tax Policy Center, a
joint undertaking of the Urban Institute and
Brookings Ingtitution.® Although this idea is still in
the talking stage, it is worth examining what the
economic effects would be if the 4 percentage point
surtax were adopted.

First, it should be realized that to a considerable
extent the surtax would be the AMT in disguise.
The surtax would be pegged to AGI, and AGI is
measured before subtracting personal exemptions, the
standard deduction, itemized deductions, and tax
credits. Hence, like the AMT, the surtax would not
alow for persona exemptions, the standard
deduction, state and local taxes, or miscellaneous
expenses. Indeed, the surtax would go farther than
the AMT because it would include more deductions
and credits in the tax base than does the AMT, and
it would hit all tax filers with AGls above $100,00
for singles and $200,000 for couples, regardiess of
how much regular income tax they pay. As noted
above, if one believesthat certain deductions, credits,
and exemptions are excessive or unjustified, the
principled and transparent approach is to reexamine
those features of the tax code and modify them
directly, not partially undo them through a stealth
tax.

In promoting a strong, growing, efficient
economy, the most effective portions of the Bush tax
cuts of 2001 - 2003 are the marginal rate cuts: lower
statutory tax rates in the various tax brackets, and a
lower top tax rate on capital gains and dividends. In
particular, the 15% cap on the tax rate on dividends
and capital gains reduces the impact of the double
taxation of corporate income, and makes possible a
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larger capital stock. The proposed 4 percentage point
surtax would effectively repeal most of the marginal
rate reductions for singles with AGls above $100,000
and couples with AGls above $200,000.

For affected taxpayers now in the 25% rate
bracket, the surtax would raise their margina rate to
29%, which is actually higher than the 28% rate prior
to the Bush tax cuts® Affected taxpayers in the
28% bracket would see their marginal tax rate jump
to 32%, which is higher than the pre-Bush 31%
bracket. For the 33% bracket, the increase would be
to 37%, which is higher than the pre-Bush 36%
bracket. For affected taxpayers in the 35% income
tax bracket, the margina rate increase would be to
39%, which is amost as high as the pre-Bush 39.6%.
The rate on long-term capital gains, which was
reduced from 20% to 15% in 2003, would go back
up to 19% for taxpayers subject to the surtax. Only
the margina rate on qualified dividends, which
would rise from 15% to 19%, would remain
appreciably below what it was pre-Bush (when
dividends were taxed at ordinary tax rates). If
Congress also alows the Bush rate cuts to expire in
2010, which is areal possibility, taxpayers subject to
the surtax will face marginal tax rates 4 percentage
points higher than under prior law.

Moreover, because the surtax would be based on
AGI instead of taxable income, it would start biting
surprisingly far down the income ladder. For a
single filer with itemized deductions equal to 20% of
AGI, the 4% surtax would begin at a taxable income
of $76,600, which is in the regular tax's 25%
bracket. For a couple with two children who claim
itemized deductions equal to 20% of AGI, it would
begin at a taxable income of about $147,000, which
isin the regular tax’s 28% bracket.

Far from being an add-on levy confined to the
super-wealthy, the surtax would also apply to
millions of hard-working, middle- and upper-income
professionals and small business people. Most of
these people have considerable discretion in the hours
they work, how much they save, and the forms in
which they claim income. Predictable consequences
of the surtax are that work effort would decrease



because taxable earnings from work would become
less attractive relative to nontaxed leisure, saving and
investment would drop because the tax bias against
saving and investment and in favor of immediate
consumption would become stronger, and tax
avoidance and evasion would grow because the
payoff from minimizing reported, taxable income
would become larger. The economic damage would
be especially serious because the millions of people
that the surtax would target are among the most
productive and economically dynamic people in
society, and they perform outsized shares of saving
and investment.

Ironically, the surtax or any other revenue raiser
that Washington supposedly needs in order to be able
to fix the AMT would collect much less revenue than
officia revenue estimates would predict. Official
revenue scoring models intentionally and incorrectly
assume tax increases have no ill effects whatsoever
on important macroeconomic variables like
employment, investment, productivity, output, and
growth. By ignoring the negative feedbacks due to
steep increases in marginal tax rates, static scoring
models consistently overestimate the added revenues
that can be expected from tax changes that boost
marginal tax rates.

For example, the authors of the Tax Reform Act
of 1986 expected a large gain in revenue when they
raised the top tax rate on long-term capital gains
from 20% to 28%. Instead, the stock market crashed
in 1987, and capital gains readizations plummeted:
from 1987 to 1996, realizations as a share of GDP
were below what they had been in 1985, the year
before the tax hike.'* The 1986 tax rate increase on
capital gains definitely collected less revenue than the
government’ s static revenue estimates had predicted,
and probably lost money. This result should not
have been a surprise. Treasury studies done in the
mid-1980s indicated that the reduction in the capital
gains rate from 28% to 20% in the Economic
Recovery Tax Act of 1981 had increased revenues, at
least in the near term, just by spurring realizations (as
had the previous reduction from 35% to 28% after
the Stieger Amendment of 1978).%2  Additional
revenue gains from a higher stock market and from
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additional investment, and higher productivity and
wages, would have added even more to the total, but
were not considered in the studies. They do occur in
the real world.

The revenue maximizing capital gainstax rateis
amost certainly below 20%. Following the
enactment of the 15% cap on the tax rates for long-
term capital gains and qualified dividends, capital
gains realizations have been strong, and many firms
have either increased their dividend payouts or begun
paying dividends. Consequently, there has been a
surge in taxes from non-withheld sources, including
capital gains and dividends. It islikely that the 15%
tax caps have cost the Treasury very little, and may
have raised revenue once the economic effects from
reducing the double taxation of corporate income and
spurring capital formation are factored in.

Reversing these rate reductions — such as by
enacting a 4 percentage point surtax —would at least
partially undo the positive behavior changes, and
would raise little revenue. It might do sufficient
economic damage to result in a revenue loss. The
surtax might not have quite so dramatic an effect on
other types of income, but is would surely collect
less revenue than the estimators predict. Certainly,
if the economic harm to the public from the rate
increases is taken into account, and not just the
change in revenue for the Federal Government, arate
increase is a clear loser for the country.

The best that can be said for the 4 percentage
point surtax or some other large tax increase is that
it does not look quite so bad if it is assumed to be
the only alternative to the out-of-control AMT.
Happily, though, the United States need not limit
itself to a choice among these bad policies. A better
option would be to repeal the AMT and not replace
it with another damaging tax increase.

Leonard Burman and Gregory Leiserson, of the
Tax Policy Center, do correctly note that the 4
percentage point surtax would be simpler than the
complex AMT. They write, "The proposed add-on
tax would be extremely simple: subtract the threshold
($100,000 or $200,000) from AGI and multiply the



difference (if any) by 4 percent. Add that to income
tax."*®* The surtax attains its simplicity, however,
by being even more guilty than the AMT of using an
overly broad tax base that summarily disallows many
of the adjustments to income and tax found in the
normal income tax. While economists are often
critical of some adjustments in the regular income
tax, such as the mortgage interest deduction, others
have greater merit, such as personal exemptions, the
charitable deduction, and the distinction between
capital gains and ordinary income. The surtax would
toss out all of them. A better way to ssimplify the tax
system would be to eliminate the AMT and not
replace it with an add-on surtax or some other
revenue raiser.

Another argument on behalf of the surtax is that
it would supposedly be equitable because it would
increase the income tax burden on individuas with
above average incomes. Given that the income tax
is already very progressive, however, it is debatable
whether greater progressivity would make theincome
tax more fair or less fair. In addition, the history of
the AMT offers the caution that a tax initially billed
as applying only to the rich may quickly extend its
reach far down into the middle class.

A more subtle point is that when atax on upper-
income individuals causes them to work and save
less, part of the tax burden is shifted to the rest of
the population, including lower-income individuals.
As high-productivity, upper-income people cut the
time and intensity of their work effort due to a higher
tax rate on their labor effort, they employ fewer
people to work with them, and their reduced presence
in the workplace lowers the productivity and incomes
of other workers. As upper-income individuals save
and invest less due to a higher tax rate on their
capital income (the higher tax rate can be at the
corporate level, the shareholder level, or on income

from non-corporate businesses), capital formation
drops, which reduces the amounts of plant,
equipment, buildings, and other structures. The
smaller capital stock decreases the productivity of
labor, thereby reducing jobs and wages. Because of
these tax-induced effects, middle- and lower-income
workers indirectly bear a significant part of the
burden of the taxes on higher-income individuals.
Middle- and lower-income aso suffer from a lower
stock market if they own shares directly or through
pension funds. Middle- and lower-income
additionally bear some of the tax as consumers,
because output is reduced, and consumers of all
income levels must make do with fewer, higher-
priced goods and services.**

Conclusion.

The individua AMT is arbitrary, complicated,
distorts people’ s economic behavior, and is unfair to
the millions of taxpayers who follow the rules in
paying the regular income tax and are then hit by the
AMT on top of that. Unfortunately, the unprincipled
AMT, which is not indexed for inflation, is rapidly
growing. Many people in Washington look forward
to the deluge of money it is dated to take from
taxpayers and send to the federal government. Much
of the talk in Washington this year about slowing the
AMT’'s rate of growth or enacting a permanent
solution is to only take action if some large,
alternative tax increase can be found. A better policy
would be to admit that the AMT has been a mistake
from day one, and that the mistake is made worse by
the AMT’'s growing reach. On grounds of tax
efficiency, simplicity, and fairness, the AMT should
be repealed immediately and not replaced with some
other, massive tax hike.

Michael Schuyler
Senior Economist
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