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Mr Chairman and Members of the Committee--Thank you for inviting me to testify here today on this important subject.
Let me begin with a thought experiment: Assume Congress – without
making any other substantive changes -- renamed the regular income tax the
“Alternative Maximum Tax” (which people would no doubt call the “AMT”) and, at
the same time relabeled the current AMT the “regular” tax. Then, would we be
here today talking about repealing or restructuring the AMT or the regular tax?
This is not a crazy question because going forward, if the law is not
changed, the current AMT will raise more revenue than the regular tax – and
would do so generally by applying lower rates to a broader base—everyone’s
hallmark approach to fundamental tax reform.
My fundamental point in suggesting this thought experiment is simply this:
The AMT does not exist in a vacuum separate from the rest of the tax code.
Indeed, discontinuities between changes to the regular tax and the AMT have
brought us to the unsatisfactory state of affairs we face here today. The number
of taxpayers subject to the AMT depends on how its tax base and rates are
linked to the regular income tax base and rates. If the AMT exemption had been
indexed for inflation, similarly to the indexing of personal exemptions and rate
brackets under the regular tax, and had the relationship between the AMT rates
and the regular tax rates been maintained when the latter were reduced in 2001,
we would not be here today worrying about a “stealth tax” that will affect “millions
of unsuspecting taxpayers.” But, as we all know, lowering the AMT rates in 2001
to maintain their relationship to the regular rates would have made it impossible
to fit all of the 2001 cuts within the limits of that year’s budget resolution—so the
AMT problem was put off until another day.
The vast bulk of taxpayers recently affected by the AMT due to tax cuts
enacted during the 2001-2006 period are not paying more tax than they would
have without those cuts. Instead, the AMT has reduced the size of the tax cuts
they would otherwise have received. (Having paid the AMT myself last year, I
should probably say “we” rather than “they”.) But since the AMT and the regular
income tax were not considered together in fashioning the 2001 Act, the
distribution of the AMT’s claw backs of the 2001 tax cuts are rather haphazard, to
put it gently. And the complexity and lack of transparency of running the two

systems simultaneously, to be sure, increases taxpayers’ compliance costs and
makes routine tax planning more difficult.
As you know well, Mr. Chairman, between 2003 and 2006 Congress has
enacted short-term patches to increase the AMT exemption amounts and to
allow nonrefundable personal credits to be used under the AMT. In so doing, you
have held down the number of AMT taxpayers to less than there would have
been under the pre-2001 law. The question now before you is whether to
continue “patching” the AMT, to restructure it substantively, or to repeal it.
As much as I resist saying this, I believe the best course Congress can
take now is to continue AMT patches through 2009 or 2010 and postpone
dealing substantively with the AMT until then, when you will necessarily have to
take up fundamental aspects of our income tax system. To do otherwise—to
enact substantive reform of the AMT now before you know which aspects of the
current regular tax structure enacted since the year 2000 you will extend and
which you will let expire – would be to make the 2001 mistake in reverse: to treat
the AMT as an issue separate from the basic issues of the regular income tax,
issues that you will necessarily soon confront given the large number of
important provisions that are currently scheduled to terminate in 2010. (All of the
income tax provisions of the 2001 Act expire in 2010, along with reduced rates
for capital gains and dividends, as well as the estate tax repeal enacted in 2001.
A few of the most important expiring provisions are listed at the end of this
statement in Table 1.)
Please do not misunderstand what I am saying here today. I agree with
many of the points made by other witnesses who have pointed out defects in the
AMT. It has numerous problems that should be fixed going forward --if it is to be
retained. However, I do not think it is possible to answer the question what kind
of minimum tax, if any, we should have without knowing what kind of regular
income tax we have. And the uncertainties created by the vast number of
expiring provisions simply do not allow us now to know the answer to the latter
question. Let me use three important differences between the regular tax and the
AMT to illustrate my point. (A list of the differences between the AMT and the
regular tax is set forth at the end of this statement in Table 2.)
In recent years, the difference in treatment of deductions for state and
local taxes has accounted for more than half the difference between regular
taxable income and alternative minimum taxable income (AMTI) – 62.7%in 2006,
according to the Staff of the Joint Committee on Taxation. Under the regular
income tax, state and local income and property taxes are fully deductible, and
recently taxpayers have been allowed to choose between deducting state and
local sales and income taxes. Under the AMT, no deduction is allowed for state
and local taxes. Thus, one of the major effects of moving people from the AMT to
the regular tax would be to increase the allowance of state and local tax
deductions in exchange for higher tax rates. Is this wise policy?
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In policy and political circles, the appropriate treatment of state and local
taxes is controversial. President Bush’s tax reform panel, for example,
recommended eliminating the deduction entirely on the grounds that such taxes
were often payments for benefits received, that allowing a deduction advantaged
public provision of services over private provision, and that allowing a federal
deduction requires taxpayers in low-tax states to subsidize those who live in
high-tax states. Presumably for similar reasons, the tax reform bill introduced by
Senator Ron Wyden (D. OR) and Representative Rahm Emanuel (D. IL) would
cut back substantially on the deduction for state and local taxes, especially for
higher-income taxpayers, by substituting a refundable tax credit for 10% of state
and local taxes for the unlimited deduction under the regular income tax.*
I can readily understand why the Chairman of the House Ways and Means
Committee, Mr. Rangel, prefers the regular tax treatment of state and local taxes
to that of the AMT: New York ranks second (to California) in the amounts
deducted for state and local taxes. But Mr. Chairman your state of Montana
ranks 46th, so it is far less clear why you should be eager to improve the
deductibility of state and local taxes in exchange for higher rates. Mr. Grassley,
your home state of Iowa ranks 26th. By my count, only seven members of this
committee, five Democrats and two Republicans, represent states that rank in
the top half in the amounts of state and local taxes deducted on federal returns.
(A complete list of these deductions by state is contained at the end of this
statement in Table 3.) Needless to add, AMT burdens by state are highly
correlated with the level of state and local taxes. Indeed, the top 23 states by
aggregate state and local tax deductions are also the top 23 by aggregate AMT
payments, although not precisely in the same order. (A state-by- state list of
AMT payments is contained at the end of this statement in Table 4.)
The essential point is this: both Republican and Democratic tax reform
proposals would restrict or eliminate the deduction for state and local taxes to
achieve lower income tax rates. That is also the choice of the current AMT, but
not of the regular tax. By 2010, when the tax rates of current law are scheduled
to increase, this is a choice Congress will have to confront. Why prejudge that
choice now when only the AMT is being considered?
A second difference between the AMT and the regular tax, although much
less significant than the treatment of state and local taxes, is that the latter
contains a separate rate schedule for unmarried taxpayers with dependents –the
so-called head-of-household rate schedule—while the former distinguishes only
between single and married taxpayers. Which is the better rule for the higher
income taxpayers who are predominately now affected by the AMT? This is a
difficult question. The head-of- household rate schedule was introduced into the
income tax more than half a century ago in 1950, at a time when the
demographics of our nation were very different than they are today, and decades
*

It is not clear to me why the Wyden-Emanuel bill would make this particular credit refundable.
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before Congress added to the Code a separate rate schedule for single persons
and subsequently substantial tax credits for children. The head-of-household rate
schedule provides important tax relief for many lower-income single parent
households but also now contributes substantially to marriage penalties in the
income tax. Even without a separate schedule for heads of households, the AMT
exemption structure also imposes substantial marriage penalties. By 2010
Congress will have to reconsider both the rate schedules and expiring marriage
penalty relief provisions under the regular tax. If an AMT is retained, its
exemption levels, rate schedule and marriage penalties should be re-evaluated
at the same time. Why is it sound to restructure the AMT now separately without
knowing how those parameters will change under the regular tax?

Let me offer one final example. The AMT allows home mortgage interest
to be deducted only if the borrowing is used to improve, buy or build the
taxpayer’s home, while the regular tax often allows deductions if the borrowing is
secured by the taxpayer’s home no matter what the loan proceeds are used for.
Although others might disagree, in my view, the AMT rule is the better rule. The
President’s tax reform panel would have cut back the mortgage interest
deduction even further. Again, the scope of the interest deduction is an issue
that should be taken up in the broader context of considering all the provisions
expiring in 2010. Shifting the balance now in favor of the rule under the regular
income tax does not seem prudent or wise.
Mr. Chairman, at a minimum, the AMT needs restructuring, if not outright
repeal. But one could say much the same about the regular income tax. Indeed,
for many years, I have been urging that we greatly reduce our reliance on income
taxation and that we enact a value added tax in order to eliminate all income
taxes for the vast majority of Americans. A VAT at a rate of 10-14% could
finance a $100,000 income tax exemption, for example, and allow a low-rate
income tax to apply to incomes above that amount. In any event, when the time
comes to consider major income tax reform, as it soon will, either the AMT or the
regular tax might serve as a starting point. Significant structural revisions will be
necessary no matter where you start. Given the agenda-forcing nature of all the
tax law provisions scheduled to expire in 2010, continuing to “patch” the AMT by
retaining the current exemption levels and indexing them for inflation from 2007
through 2009 or 2010 in order to limit its reach in the meantime seems the wisest
course for now.
Thank you. I would be happy to answer any questions.
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Table 1
Selected Tax Sunsets in 2010

Individual Income
Tax Rates

10% Bracket

15% Bracket for
Joint Filers

Capital Gains

Dividends
Estate Taxes

Standard
Deduction for
Joint Filers
Child Credit

2007
Rate brackets of
35, 33, 28, and
25%

2011
Rates revert back to 39.6, 36, 31
& 28%

10% bracket with
upper level up to
$7K / $14K for
single/joint filers,
subject to annual
increases to reflect
cost of living
adjustment
Top of bracket up
to 200% of top of
single filer bracket
(“single filer”)
Tax rate is
5/15%

Bracket eliminated;
lowest bracket reverts to
15%

Tax rate is
5/15%
Top rate
falls to
45%; $2 million
exemption
Up to 200% of
standard
deduction for
single filer
$1,000
per child

Top of bracket reverts back
to 167% of top of
single filer bracket
Tax rate
reverts back
to 10/20%
Taxed at ordinary income rates
Reverts back to 55%; exempt
amount declines back to $1
million
Reverts back
to 167% of
single filer’s deduction
Back to $500
per child
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Table 2
Regular Tax and Alternative Minimum Tax Provisions
Provisions

Treatment under regular tax

Marginal tax rates

10%, 15%, 25%, 28%, 33%, and
35%. Brackets are indexed for
inflation.

Deduction of $10,300 for married
taxpayers filing jointly, $5,150 for
single taxpayers, and $7,550 for
Standard
deduction/exemption heads of households allowed in
2006 for those who do not itemize
deductions. Indexed for inflation.

Personal
exemptions

Deduction of $3,300 per family
member and dependent allowed
against regular tax in 2006.
Indexed for inflation. Phased out
for high-income taxpayers.

Head of household
status

Single heads of household qualify
for lower tax rates and larger
standard deductions than singles.

Itemized deductions

Allowed under regular tax if
standard deduction is not taken.
Itemized deductions phase out at
3% rate for taxpayers with higher
incomes (certain items do not
phase out).
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Treatment under AMT
26% and 28% (32.5%
and 35% for taxpayers in
the phaseout range of
exemptions). Not
indexed for inflation.
AMT exemption of
$62,500 for married
taxpayers filing jointly
and $42,500 for single
taxpayers and heads of
household in 2006;
$45,000 and $33,750
thereafter (not indexed
for inflation). Exemption
phases out at 25% rate
for high-income
taxpayers.
Not allowed in addition to
AMT exemption.
Heads of household face
the same tax rates and
AMT exemption as
singles.
If deductions are
itemized under regular
tax, tax preference items
are subtracted from the
deductions for AMT
purposes. No phaseout
for higher-income
taxpayers.

State and local tax
deductions

Miscellaneous
deductions

Home mortgage
interest

Unreimbursed
medical expenses

Treatment of capital
gains and dividends

Income and property taxes are
allowed as itemized deductions.
Sales taxes are allowed as an
alternative to income taxes.
Miscellaneous expenses including
tax preparation fees,
unreimbursed employment
expenses, and certain legal fees in
excess of 2% of AGI are allowed
as itemized deductions.
Mortgage interest for the first or
second home and second
mortgages and home equity lines
are deductible subject to certain
limits.
Expenses in excess of 7.5% of
AGI are allowed as itemized
deductions.
Dividends and capital gains taxed
at 5% and 15%; 0% and 15% in
2008. Capital gains taxed at 10%
and 20% from 2011 onwards while
dividends are taxed as regular
income.

Net operating loss

Deducted from taxable income.

Incentive stock
options

Exercising an ISO generates no
tax liability. Selling the stock
generates capital gains taxes on
the difference of the sale price and
the option price.

Other timing
preferences

Depreciation of equipment, oil
depletion allowances, allowances
for intangible drilling costs, or
mining exploration and
development costs are allowed
under regular tax.
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Not allowed.

Not deductible.

Only deductible if the
proceeds are used to
improve, buy, or build the
taxpayer's home.
Expenses in excess of
10% of AGI are allowed
as itemized deductions.

Same.

Not deductible, but may
be carried forward to
offset future income.
Exercising a stock option
generates taxable
income equal to the
difference between the
exercise price and the
option price if the stock is
not sold within the same
year. Selling the stock
generates capital gains
taxes on the difference
between the sale price
and the exercise price.
Deductions for timing
preferences are allowed
at a slower rate under
the AMT. These
preferences generate the
AMT credit, which can be

Child, adoption, and
savers credits
Refundable credits
Foreign tax credit
Nonrefundable
personal credits
other than above
Business tax credits

Allowed against regular tax.
Allowed against regular tax.
Allowed against regular tax.
Allowed against regular tax.
Allowed against regular tax.

taken against regular tax
liability in the future
years. However, these
credits cannot be used to
lower regular tax liability
below the tentative
liability for that year.
Allowed against AMT
until 2010.
Same.
Same.
Allowed against AMT
through 2006. Not
allowed thereafter.
Only certain ones
allowed.

Leonard E. Burman and David Weiner, Suppose They Took the AM Out of the AMT? The Urban–Brookings
Tax Policy Center Discussion Paper No. 25, August 2005, Table 2, updated.
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Table 3
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Source: Kim Rueben, The Impact of Repealing State And Local Tax Deductability, Tax Analysts Special
Report, State Tax Notes, August 15, 2005, Table 1.
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Table 4

http://www.taxpolicycenter.org/TaxFacts/TFDB/TFTemplate.cfm?Docid=536
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