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Business Investment and a Repeal of the Corporate
Alternative Minimum Tax

Summary

With the U.S. economy either stuck in a recession or entering what some
analysts anticipate will be a protracted period of sluggish recovery, Congress is
considering various proposals to stimulate the economy. One such proposal — H.R.
3090, which the House narrowly passed on October 24, 2001- contains a variety of
individual and business tax cuts, including a repea of the corporate aternative
minimum tax (CAMT). Thisreport assessesthe likely stimulative effect of repealing
the CAMT.

A central am of the CAMT isto prevent corporations that report substantial
profits to shareholders from paying little or no federal income tax. Current tax law
requires corporationsto computetheir tax liabilitiesunder the regular incometax and
CAMT and pay whichever isgreater. Though it adheres to many of the rules of the
regular tax, the CAMT appliesalower and fixed statutory rate to abroader definition
of taxableincome and aless generous set of deductions. Differencesin the timing of
certain deductions—especialy for depreciation allowances— account for much of the
increase in tax liability under the CAMT. Firms paying the CAMT are granted a
credit for those payments, which may be used only to offset future regular taxes.

It appears that both the absolute and relative importance of the CAMT as a
source of federal revenue shrank in the 1990s. In 1998, the most recent year for
whichdataareavailable, CAMT paymentstotal ed $3.3 billion, their lowest level since
1987, thefirst year of thetax. Similarly, the CAMT’ sshare of total corporateincome
tax revenue was 1.8% in 1998, down from a peak of 8.4% in 1990. These declines
are thought to stem from three significant modifications to the tax enacted in the
1990s and the pro-cyclical nature of the tax.

Income taxes affect businessinvestment mainly through their impact on the cost
of capital. Increasesin taxation raise this cost, decreasing the number of investment
projectsthat are undertaken, and viceversa. Owing to itsdesign, the CAMT may or
may not increase a firm’'s cost of capita relative to the regular income tax. Key
determinants of its effect on this cost include a firm's initid tax status, the duration
of its exposure to the CAMT, the assets being purchased, and financing method.

Because the CAMT appearsto have an ambiguous effect on the cost of capital,
its repeal would be likely to affect business investment primarily through increasing
the cash flow of firmsaffected by the CAMT. Although increased cash flow oftenis
associated with rising business investment, current economic conditions make it
unlikely that an increasein the cash flow of the corporations payingthe CAMT would
lead to asubstantial short-termincreaseinthisinvestment. Many economists contend
the adoption of temporary investment tax incentives (e.g., aone-year, 30% expensing
allowance for purchases of equipment) would be likely to impart abigger stimulusto
short-term businessinvestment at alower budgetary cost. A repeal of the CAMT and
immediate rebate of unused CAMT credits could improve the economy’ s long-term
growth prospects, but it would do little to spur growth in the short run. This report
provides background information and will not be updated.
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Business Investment and a Repeal of the
Corporate Alternative Minimum Tax

Reacting to signsthat the U.S. economy has sunk into arecession that may have
been exacerbated by the terrorist attacks of September 11, 2001, the 107" Congress
isconsidering various proposal s for stimulating short-term economic growth. Inthe
aftermath of the attacks, the Federal Reserve has lowered the federal funds interest
rate in stages from 3.5% to 1.75%, and Congress and the Bush Administration have
agreed on measuresto provide $40 billion in emergency supplemental appropriations
for national security and rescue and rebuilding efforts, and $20 billion in grants and
loan guarantees for U.S. air carriers. At the moment, two key issues facing
lawmakers are whether additional stimulus measures should be adopted and, if so,
what form they should take.

It appears that the longest peacetime expansion of the U.S. economy in history
has ended. During the first three quarters of 2001, GDP grew at an anemic annual
rate of 0.4%; and thel atest estimate by the Commerce Department indicatesthat GDP
contracted at an annual rate of 1.1% in the third quarter of 2001.> A principal factor
inthe sharp declinein U.S. economic growth since mid-2000 has been a contraction
in businessinvestment. From the third quarter of 2000 to the third quarter of 2001,
rea fixed nonresidential investment fell 6.0% while real GDP expanded 0.6%.
Similarly, the unemployment rate, which reached an expansion low of 3.9% in
September 2000, rose to 5.8% in December 2001. Moreover, the National Bureau
of Economic Research’s Business Cycle Dating Committee, the unofficial arbiter of
shiftsinthe U.S. business cycle, recently announced that a recession beganin March
2001, precisely 10 years to the month that the previous recession ended.?

There is, however, some evidence that the recession may prove mild and short-
lived: the Commerce Department reports that GDP rose by a revised 1.4% annual
rate in the fourth quarter of 2001; and the unemployment rate dipped to 5.6% in
January 2002, asthe number of jobslost was much lessthan expected. Someanaysts
contend that these and other recent economic data undermine the argument that
further fiscal stimulus is needed to spark an economic expansion in 2002.3

'For an overview of recent trends in the U.S. economy, see CRS Report RL30329, Current
Economic Conditions and Selected Forecasts, by Gail Makinen,.

National Bureau of Economic Research, Business Cycle Dating Committee, The Business-
Cycle Peak of March 2001 (Cambridge, MA, Nov. 26, 2001).

3See, for example, Brett Ferguson, “Need for Stimulus Package Put in Question As Signs of
Recovery Grow, Economists Say,” Daily Report for Executives, Bureau of National Affairs,
Nov. 19, 2001, p. C-1.
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A central focus of the congressiona debate over the need for added economic
stimulus has been the desirability of a variety of proposed tax cuts on top of those
aready enacted through the Economic Growth and Tax Relief Reconciliation Act of
2001 (P.L. 107-16). On October 24, 2001, the House narrowly passed an economic
stimulus package (H.R. 3090: the Economic Security and Recovery Act of 2001).*
Themeasure contained avariety of individua and businessincometax cuts, including
athree-year, 30% expensing allowance for business purchases of certain assets, and
a repeal of the corporate aternative minimum tax (CAMT) coupled with an
immediate refund of unused or accumulated CAMT credits. On the whole, it would
reduce taxes by an estimated $99.5 hillion in FY 2002 and by an estimated $159.4
billion from FY 2002 to FY 2011, the estimated revenue loss from the repeal of the
CAMT is $25.4 hillion in FY2002 and $24.1 billion from FY2002 to 2011.°
Following a partisan debate over the best approach to reviving the economy, the
Senate Finance Committee approved along party lines an amended version of H.R.
3090 on November 8, 2001 that would result in a smaller reduction in federal tax
collections over 10 years ($52.2 billion). Its smaller budgetary cost reflects the fact
that it would provide fewer and smaller cutsin businesstaxes than the version passed
by the House. Thefull Senate hasyet to consider the measure, mainly becauseit has
falled to attract the support of 60 senators, which is the minimum number of votes
needed to pass legidation that would violate budget agreements.

Theimpasseover Senate action on H.R. 3090 has spawned other effortsto enact
an economic stimulus package. Seeking a compromise that achieves his main
priorities, President Bush proposed in mid-December 2001 an economic stimulus
package that would be less costly than the House-passed version of H.R. 3090. The
proposal included a combination of individual and business income tax cuts, but it
would not repea the CAMT. Acting with dispatch, the House passed a bill
incorporating many elements of the President’s plan (H.R. 3529 — the Economic
Security and Worker Assistance Act of 2001) on December 20, 2001. The measure
would, among other things, substantially reduce the burden of the CAMT by
eliminating the adjustment for depreciation allowances and the 90% limitationson the
use of net operating loss deductions and foreign tax credits under the CAMT. Once
again, though, the Senate has yet to consider the measure, largely because of partisan
disagreements over how best to revive the economy. These disagreements have
resurfaced in the second session of the 107" Congress. On February 6, 2002, the
Senate passed by unanimous consent an amended version of H.R. 622 that would
extend unemployment benefits by 13 weeks, after failing to agree on a variety of
individual and business tax cuts. Eight days later, the House passed a modified
version of H.R. 622 that included many of the tax cuts contained in H.R. 3529.

The attempt to eliminate the CAMT or sharply curtail its impact has rekindled
alongstanding debate over the economic effects of the tax. On the one hand, those
infavor of repealing the CAMT argue that doing so would spur economic growth by

“For more details on economic stimulus|legislation in the 107" Congress, see CRS I ssue Brief
IB10068, Major Tax Issues in the 107" Congress, by David L. Brumbaugh.

*The projected revenue loss from a repeal shrinks between FY 2002 and FY 2011 because
CAMT credits that would be claimed over that period under current law would be refunded
in one lump sum in FY 2002 under H.R. 3090 as passed by the House.
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enabling corporations to hire more workers and invest more in plant and equipment
— particularly during periods of weak or declining saes. On the other hand,
opponents of repeal maintain that getting rid of the tax would do little to boost
businessinvestment but woul d enablenumerouslarge profitablecorporationsto avoid
paying federal income tax, undermining the progressivity of the federal income tax,
and harm the long-term outlook for the federal budget.

Without addressing the question of whether additional fiscal stimulusisneeded
to pull the U.S. economy out of recession in 2002, this report assesses the potential
stimulative effect of a repeal of the CAMT. It begins with a description of the
structure of the tax and moves on to discuss its importance as a source of federal
revenue and which firms pay it. The report then examines what is known about the
effect of the CAMT on business investment incentives and concludes with an
evaluation of its potentia effectiveness as an economic stimulus tool.

Structure of the Corporate Alternative Minimum Tax

The CAMT originated with the Tax Reform Act of 1986, which eliminated an
“add-on” minimum tax imposed on corporations under the Tax Reform Act of 1969
and replaced it with a minimum tax that has evolved into the current CAMT.® In
general, minimum taxes are intended to raise income tax payments from taxpayers
who are thought to pay too little tax relative to their incomes because of preferences
in the regular income tax code. A central am of the CAMT since its inception has
been to prevent corporations that report substantial profits under generally accepted
principles of financial accounting from paying little or no federal corporate income
tax.

Under current federal tax law, al corporations— except those that are relatively
smal in revenue size— are required to compute their regular incometax and CAMT
liabilities and pay whichever islarger.” In essence, the CAMT constitutes a separate
and distinct tax system in that it hasits own rulesfor the measurement of income, the
determination of deductions, and the treatment of such key corporate tax attributes
asthe basisof depreciableassets, valueof inventory, net operating losses(NOL s), and
foreign tax credits. Though it follows many of the rules of the regular tax, the AMT
applies a relatively low but fixed statutory rate to a broader definition of taxable
income and a less generous set of deductions.® Many business tax credits available

The “add-on” tax was equal to 15% of the excess of certain corporate tax preferences over
the greater of afirm’ sregular incometax liability or $10,000. It functioned like an excisetax
on a set of tax preferences above a certain amount.

"The Taxpayer Relief Act of 1997 exempted small corporations from the AMT beginningin
1998. Small corporations are defined as corporations whose average annual gross receipts
do not exceed $5 million in the three tax years before the exemption is first claimed. They
remain exempt as long as their average annual gross receipts do not exceed $7.5 million in
each succeeding three-year period.

8Theratefor the AMT is20%. By contrast, theregular corporateincometax has agraduated
(continued...)
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under theregular tax (e.g., theresearch and experimentation tax credit, theinvestment
credit, and the orphan drug credit) cannot be used to reduce AMT tax liability; nor
can these credits be used to reduce regular tax liability below minimum tax liability
before allowable credits.

Calculating the AMT involves some complicated steps. The starting point isa
corporation’ s taxableincome before NOL under theregular tax. Thisamount isthen
modified by aseriesof calculationsknown asadjustmentsand preferences. Generadly,
these calculations entail the use of less generous methods of determining certain
deductions and the disallowance of certain tax preferences. Their combined effect is
to increase a firm’s regular taxable income. Adjustments can either raise or lower
corporate minimum taxable income, whereas removing preferences enters the
eguation only to the extent that such a correction increases this taxable income.
Adjustmentsincludeaportion of accel erated depreciation on buildingsand equipment,
amortization of pollution control facilities, 75% of the difference between adjusted
current earnings (ACE) and alternative minimum taxable income (AMTI), mining
exploration and development expenditures, income reported under the contract
method of accounting, and installment salesincome. Preferencesinclude percentage-
depletion allowances, intangible drilling costs, deductions for bad debt held by
financia institutions, and tax-exempt interest on certain bonds.

After adding the sum of adjustments and preferences to its regular taxable
income, a corporation is alowed to reduce that amount by up to 90% by subtracting
NOLs carried back or forward from other years® This step results in the
corporation’s AMTI. A firmisthen alowed a maximum exemption from AMTI of
$40,000.%° Whatever amount remains after the exemption is multiplied by 20% to
yield a corporation’s tentative minimum tax before credits. Foreign tax credits,
calculated according to AMT principles and using the AMT tax rate, may be taken
against this tentative minimum tax, but the combination of foreign tax credits and
NOLs may offset no more than 90% of the tax otherwise owed. The result is the
tentative aternative minimum tax (TAMT), which is compared to the corporation’s
regular tax liability before al business credits except the foreign tax credit. If the
TAMT islarger, then the firm pays the excess asits AMT and the remainder as its
regular tax. But if its regular tax liability exceeds its TAMT, the firm may further
lower itsregular tax to equal its TAMT by claiming allowable business credits. This
rule is noteworthy because it means that the CAMT can increase the tax liability of

§(...continued)

rate structure that ranges from 15% on taxable income up to $50,000 to 35% on taxable
income over $18.3 million. Many large corporations subject to the regular tax pay the
maximum rate of 35%.

°For the purpose of the AMT, a corporation is required to compute its NOL s on the basis of
its AMT taxable income in past years, rather than its regular taxable income.

“The exemption phases out for corporations with alternative minimum taxable incomes
between $150,000 and $310,000.
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corporations that have large amounts of business credits but pay no CAMT by
delaying the use of these credits.™

Differencesinthetiming of certain deductions account for much of the increase
in afirm's tax liability under the CAMT. In general, these deductions are taken
sooner under the regular tax. However, in the absence of a system of credits or
adjustments to the basis of depreciable assets, the CAMT could end up collecting
taxes worth more than the vaue of the timing advantages provided by the regular
tax.*? To prevent such an overpayment, current tax law grants firms paying the
CAMT atax credit for their CAMT payments and provides a separate measure of the
basisof depreciable assetsunder the CAMT. The CAMT tax credit may be used only
to offset future regular tax liability and can be carried forward indefinitely. Moreover,
the credit may not be used to reduce afirm’sregular tax liability below its TAMT —
which isthe samefloor limiting the use of most business credits under the regular tax.
If afirmwereto respond smilarly over timeto the CAMT and to theregular tax, and
if it were to pay the CAMT over five tax years and then claim al its CAMT credits
inthe next fivetax years, itstotal tax liability over the 10 years would be the same as
it would be if the firm were to pay the regular tax only in that period. This
equivalence indicates that the CAMT results in an acceleration of income tax
payments. It aso impliesthat the credit isintended to keep firms moving in and out
of CAMT status from paying a double tax on income that is deferred under the
regular tax but recognized earlier under the CAMT because of the adjustments and
preferences. In effect, the net cost of the CAMT to afirmisthe cost of financing this
prepayment of tax liability.

Owing to the design of the CAMT, firmswith large amounts of adjustments or
preferences or large amounts of NOLs or foreign tax credits relative to their current
income are likely to be subject to the CAMT inagiventax year. Most firmsthat pay
the tax do so because of the CAMT degpreciation adjustment and the A CE adjustment:
in 1998, the former accounted for 80% of the combined value of adjustments and
preferences, and the latter for 30%."* While cost recovery periods for depreciable
assetsunder theregular tax and the CAMT havebeenidentical since January 1, 1999,
depreciation methods for many types of equipment are more accelerated under the
regular tax than the CAMT.** Specifically, property eigible for the 200% declining
baance method under the regular tax must be depreciated using the sower 150%
declining balance method under the CAMT. Asaresult, the firms most likely to pay

“Andrew B. Lyon, Cracking the Code: Making Sense of the Corporate Alternative Minimum
Tax (Washington: Brookings Ingtitution, 1997), p. 25.

2ipid., p. 25.

The sum of these two adjustments exceeds 100% because other adjustments, notably the
basis adjustment, may be negative. See Curtis P. Carlson, Who Pays the Corporate
Alternative Minimum Tax? Results from Corporate Panel Data for 1987-1998 (Washington:
Department of the Treasury, Nov. 10, 2001), Table 12, p. 18.

1This equivalence is the result of the Taxpayer Relief Act of 1997. For property placed in
service after 1986 and before 1999, recovery periods under the AMT ranged from the same
as under the regular tax to over twice as long.
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the CAMT in agiven tax year are those that invest heavily in plant and equipment
relative to earnings during periods of slow or negative growth in revenues.

Importance and Incidence of the Corporate
Alternative Minimum Tax

It appearsthat the absol ute and rel ative importance of the CAMT as a source of
federal revenue shrank considerably inthe 1990s.* In 1998, the most recent year for
which detailed published data are available, CAMT payments totaled $3.3 billion,
their smallest amount since 1987, thefirst year of thetax.’®* CAMT payments peaked
at $8.1 billionin 1990, when the U.S. economy was last in arecession, and decreased
gradualy through 1998. The CAMT’ s share of total corporate income tax revenue
has also been faling: in 1998, it accounted for 1.8% of total federal income taxes
paid by corporations, its lowest share ever and down from a peak of 8.4% in 1990.
In addition, 1998 marked the fourth consecutive year inwhich redemptionsof CAMT
credits by corporations exceeded CAMT payments. The value of accumulated
CAMT credits stood at $22.9 billion, the lowest level since 1992.

This decline in the importance of the CAMT as a source of revenue appears to
stem from several significant changes to the tax enacted in the 1990s and the pro-
cyclica nature of the tax. The Omnibus Budget Reconciliation Act of 1993
(OBRA93) repeded the depreciation component of the ACE adjustment for assets
placed in service after 1993. And, as previously noted, the Taxpayer Relief Act of
1997 removed differencesin the cost recovery periods for depreciable assets under
the CAMT and the regular tax and repealed the CAMT for small corporations. The
design of the CAMT makes the tax pro-cyclical in that CAMT payments tend to
decrease during periods of sustained economic expansion—such asmost of the 1990s
— when regular corporate tax ligbilities rise relative to CAMT liabilities, and to
increase during periods of economic contraction.

Firmsare affected by the CAMT either by having to pay it or having their use of
tax creditslimited by the tentative minimumtax. Thenumber of corporations affected
by the CAMT reached a low of 30,226 in 1998, or 33% fewer than the number
affected in 1990. Of the corporations affected in 1998, 61% (or 18,352) made
CAMT payments, whilethe remaining 39% (or 11,847) were constrained intheir use
of businesstax credits. Atany rate, very few corporations are affected by the CAMT
inagiven tax year: in 1998, for example, they accounted for 2% of al corporations
filing federal income tax returns. A large proportion of firms paying the CAMT
typically are in a loss status for the regular corporate income tax: in 1998, for
example, about 62% of firmspayingthe CAMT wereinsuchastatus.’” Nevertheless,
the duration of CAMT exposure appearsto be brief. Carlson found that about half

The primary sourcefor the data discussed in this section isarecent report by Curtis Carlson
of the Office of Tax Analysis at the Treasury Department. See Carlson, Who Pays the
Corporate Alternative Minimum Tax?

16Carlson, Who Pays the Corporate Alternative Minimum Tax?, Table 3, p. 11.
Ybid., p. 5.
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of a sample of 9,012 firms with assets greater than $50 million and for which
continuous tax return data are available were unaffected by CAMT in the six years
from 1993 to 1998, whereas less than 9% of the firms were affected by the CAMT
in five or six of the years in that period.’®

One useful measure of the burden of abusinesstax isthe percentage of afirm's
or industry’ sassets subject toit. By thismeasure, it appearsthat the CAMT imposes
asgnificant burden on the corporate sector. In 1998, firms affected by the CAMT
accounted for 27% of corporate assets but represented only 2% of the number of
corporationsfilingfederal tax returns. Thisdisparity impliesthat largefirmspay most
of the CAMT. In fact, between 1987 and 1998, firms with assets over $1 billion
accounted for between 64% and 78% of CAMT payments.® Andin 1998, only 0.5%
of firmswith assets of lessthan $1 million were affected by the CAMT, whereas 26%
of firms with assets over $1 billion were affected.

Not only does the incidence of the CAMT vary by firm size, but it also differs
by industry. Generally, differences among industries in who pays the tax are due to
variations among industries over time in profits, concentration of firm sizes, and
investment inequipment. In 1998, the proportion of firmsin major industries affected
by the CAMT ranged from 0.7% in servicesto nearly 7% in utilities® Thetax seems
to impose the biggest burden on firms in four industries. manufacturing, mining,
transportation and warehousing, and utilities. In 1998, 51% of assets in
manufacturing were held by firms affected by the CAMT; in mining, the share was
47%; in transportation and warehousing, 37%; and in utilities 32%.

Impact of the Corporate Alternative Minimum Tax
on Business Investment Incentives

Business executives weigh numerous factors in making investment decisions.
Among the important ones are the cost of capital; expected returns on alternative
investment projects; current and expected future operating profits; future demand for
their firms output; the location of investment; the best production technology to
employ; likely actions of competitors; local, state, and federal government regulations
and future changes in them; and taxes. In such a complex environment, executives
assess these factors and then decide whether the expected after-tax return on a
proposed investment project justifiesits risk and cost.

In theory, income taxes affect business investment mainly through their impact
on the cost of capital. This cost, which includes the opportunity cost of funds, can
be thought of as the return an investment project must earn in order to break even.
Rational investors would want to undertake projects whose expected rates of return
exceed the cost of capital, and to abandon projects whose expected rates of return fal

18 bid., Table 14, p. 19.
lpid., p. 5.
2bid., Table 8, p. 15.
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below this cost. All other things being equal, taxation of the returns to new
investmentsraisesthe cost of capital, and asthis cost rises, fewer investment projects
are undertaken. Of course taxation of the income generated by new investments can
be made more or lessfavorableto the owners of afirm by altering the rulesgoverning
thistaxation. The more favorable the tax treatment, the lower the cost of capital for
new investment. In addition, income taxes can influence business investment by
increasing or decreasing the cash flow of firms that rely heavily on interna funds to
finance investments. For such firms, access to debt or equity markets is extremely
limited or non-existent.

How does the CAMT affect a firm’'sincentive to invest? Because the CAMT
constitutes a parald income tax system, the question should be answered in the
context of the investment incentives of firms under the regular tax. At first glance,
it appears that the net effect of the CAMT is inescapably ambiguous. On the one
hand, the cost of an investment isrecovered slower under the CAMT than under the
regular tax, which implies that a firm paying the CAMT has a higher cost of capital
than it would if it wereto pay theregular tax. On the other hand, income from anew
investment istaxed at aflat 20% rate under the CAMT, as opposed to atop margind
rate of 35% under the regular tax. Thisdifferenceimpliesthat the cost of capital for
afirm paying the CAMT typicaly islower than that of afirm subject to the regular
tax. It may seem paradoxical that the CAMT hasthe potential to lower afirm’s cost
of capita for new investment when firms subject to the CAMT, by definition, have
higher tax liabilities than firms subject to the regular tax in aparticular tax year. But
just because the CAMT increases afirm’'saverage tax rate— which, of course, isthe
rate that applies to the returns on past investments — does not mean that, in theory,
the tax cannot also giveafirm subject to it alower cost of capital for new investment
projects than a firm subject to the regular tax. The incentive to pursue new
investment projects is significantly affected by the tax treatment of their expected
returns.

Further andysis appears to confirm that the CAMT ultimately has an
indeterminate effect onthe corporateinvestment incentives, relativeto theregul ar tax.
This uncertainty arises mainly from the mix of factors that determines how the tax
affects the cost of capital for new investment, their multitude of possible
combinations, and the great difficulty firms face in accurately predicting shifts from
CAMT status to regular tax status and vice versa and the duration of exposure to
each tax. The primary factorsare afirm’sinitial tax status, the method of financing,
the type of asset purchased, and the duration and timing of CAMT exposure.

A few examples can illustrate the ambiguous impact of the CAMT on business
investment. Inanalyzing therelative effects of the CAMT and regular tax on the cost
of capita for new investment, three scenarios are relevant: (1) a firm that is
permanently subject to the CAMT; (2) afirm that undertakes an investment project
when it is subject to the CAMT and switches to the regular tax while the project
continues to generate earnings, and (3) afirm that undertakes an investment project
when it is subject to the regular tax and switches to the CAMT while the project
continues to generate earnings. A large firm permanently subject to the CAMT has
alower cost of capital for new investmentsthan alargefirmthat permanently paysthe
regular tax, because the rate of the CAMT is 43% lower than the maximum rate of
the regular tax: 20% versus 35%. But if the same firm were to purchase new
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equipment with a relatively short useful life for tax purposes when it was subject to
the CAMT and then switch to the regular tax three years later and remain on it
indefinitely, its cost of capital would rise (relative to the CAMT firm in the first
scenario) because the initial depreciation deductions would be taken at alower rate
(as a result of temporary exposure to the CAMT), but a significant share of the
returns on the investment probably would be taxed at a higher rate (as aresult of the
switch to the regular tax). Finaly, if the firm were to purchase the same equipment
while subject to the regular tax and then switch to the CAMT three years later and
remain on it indefinitely, its cost of capital would fal (relative to the CAMT firmin
the first scenario) because the opposite effects would prevail: initial depreciation
deductions would be taken at a higher rate (because of the regular tax), but much of
the income from the investment would be taxed at the lower rate of the CAMT.

A 1997 study by economist Andrew B. Lyon, the present Deputy Assistant
Secretary of the Treasury for Tax Analyss, shed further light on the uncertain effects
of the CAMT on business investment incentives. Among other things, he estimated
and compared the cost of capita (net of depreciation) for investment under different
financing methods in major categories of assets by a firm subject to the CAMT over
varying periods and by a firm permanently facing the regular tax.?* He found that
under pre-OBRA93 tax law, the cost of capital was significantly higher for a firm
paying the CAMT over five consecutive years, investing in equipment and intangible
capital suchasR& D, and financing one-third of theinvestment with debt; but the cost
of capital was the same or dightly lower for a CAMT firm investing in structures,
inventory, and land and financing one-third of the investment with debt.?

Lyon also estimated the cost of capital for investment in equipment financed
solely with equity for afirm paying the CAMT over fiveyearsand afirm permanently
paying the regular tax under two other scenarios: (1) the changes in the CAMT
introduced by OBRA93, and (2) an approximation of the changes in CAMT
introduced by the Taxpayer Relief Act of 1997. Despite these changesin tax law —
which reduced the burden of the CAMT on corporate income—the cost of capital for
the CAMT firm was il larger, but the gap was two-thirds what it was under pre-
OBRA93 tax law.? In addition, Lyon found that durations of CAMT liability from
five to 10 years raised the cost of capita for a CAMT firm more than shorter
durations did, and that the cost of capital for debt-financed investment wasincreased
more by the CAMT than the cost of capital for equity-financed investment.

How might firms respond to the reduced investment incentives associated with
CAMT exposure? At least three possibilities are likely. First, firms could curtall
investment in equipment and intangible capital during periods of CAMT liability.
Thereissome evidence that such aresponse occurs. Lyon estimated that from 1988
t0 1992, firms that paid the AMT in one year invested 5% less in the following year

2L yons, Cracking the Code, pp. 81-93.
Zbid., p. 86.
Zbid., pp. 91-92.
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than they would have if they had paid the regular tax in both years.** Second, firms
anticipating a switch from regular tax status to CAMT status (and vice versa) may
alter the timing of their investments in equipment and intangible assets so that the
investmentstake place when they pay theregular tax. Such aresponse could involve
either a postponement of investment by a firm currently paying the CAMT or an
acceleration of investment by a firm currently paying the regular tax. Third, firms
subject to the CAMT for an extended period may find it more advantageous to lease
assets than to purchase them. Through leasing, a firm with CAMT status can, in
theory, obtain capital at acost smilar to that of firms subject to theregular tax. If the
lessor pays the regular tax, the lessee should be able to lease an asset at a price that
reflects the investment incentives of the regular tax, assuming that the rental market
for the asset is perfectly competitive.”®

It isunclear whichresponsg, if any, prevails. What seems clear, however, isthat
regardless of the extent to whichthe CAMT reducesafirm’ sincentiveto invest, there
IS no reason to believe that the tax causes a permanent decline in the economy’s
capital stock. Firmsfacing CAMT status may alter the timing of their investments so
that they are made during periods when they pay the regular tax, or they may expand
their reliance onleasing to acquire new plant and equipment. In addition, asLyon has
noted, reductions in investment by firms paying the CAMT could be offset by
increased investment by firmsin the same or other industries that are subject to the
regular income tax.”* Such an outcome is possible in part because for some
investments the cost of capital is lower for firms facing the regular tax and firms
subject to the CAMT are more likely to have difficulties financing new investments
out of retained earnings.

Likely Stimulative Effect of a Repeal of the
Corporate Alternative Minimum Tax

In view of the consensus among economiststhat the U.S. economy iseither still
in arecession or entering a period of weak recovery, and given that a key factor
behind the recent downturn has been a sharp drop in business investment spending
since mid-2000, how much economic activity islikely to be stimulated by arepeal of
the CAMT in the short run?

Most economists agree that an effective stimulus package would consider the
current state of the economy as well as the outlook for the federal budget. Idedly,
intheir view, it would spur substantial new economic activity inthe short run without
indirectly restraining this activity by driving up long-term interest rates. Moreover,
such apackage would expand automatically if adownturn turnsout to last longer and
be more severe than expected but phase out automatically when the economy begins
to grow again. These principlesimply that if astimulus packageisto be built around

2| bid., p. 123.
%\ bid., p. 124.
| hid., p. 126.
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tax incentives for business investment, the incentives should be targeted at new
investment projects rather than both old and new projects. They also imply that the
tax incentives should be in place long enough to stimulate an upturn in business
investment but not so long that they put upward pressure on long-term interest rates
through their effect on federal revenues. I1n the context of the current outlook for the
federal budget in the next 10 years, a permanent tax cut is more likely to put upward
pressure on long-term interest rates than a temporary tax cut tied to the level of
overall economic activity.?” A risein theseratesin response to an economic stimulus
plan would dampen its effect on total output and employment by curtailing spending
that is senditive to changes in long-term interest rates, such as residentia and
nonresidential investment and consumer purchases of new motor vehicles.

How does arepeal of the CAMT — as proposed in H.R. 3090 — measure up to
these principles? Inaword, poorly. There aretwo reasonsfor such apoor fit. First,
areped of the CAMT would be a permanent businesstax reduction, not atemporary
one. Asaresult, it would exact a higher budgetary cost than a temporary tax cut
amed at stimulating business investment. Second, an elimination of the CAMT
accompanied by an immediate rebate of accumulated CAMT creditswould affect the
returns on both old and new investments. In fact, it would benefit certain
corporationsregardless of whether they increaseinvestment inthe short run. Assuch
it would beless effective in spurring new economic activity in the short run than atax
cut targeted at new investments only.

These considerations suggest that a repeal of the CAMT would be likely to
stimulate a relatively smdl increase in business investment in the short run. Other
considerations seem to reinforce this conclusion. As discussed in the previous
section, the CAMT’s overall effect on the user cost of capital isambiguous. Thus,
its repeal would be likely to stimulate business investment mainly through the
mechanism of increasing the cash flow of firms that are affected by it. In the short
run, getting rid of the tax and refunding unused CAMT credits would decrease the
averagetax rate for corporate income as awhole, putting more funds in the hands of
corporate executives to use asthey seefit. But under current economic conditions,
itisunlikely that al or most of whatever infusion of cash would result from arepeal
of the CAMT would be spent on new investment. A primary problem facing many
firms sdling in the U.S. market today is that their customers are reducing or not
increasing their purchases. For theaverage U.S. nonfinancial corporation, apressing
concern nowadays appears to be not a shortage of cash and other liquid financia
assets but a shortage of demand for its goods and services.®

ZIn its latest assessment of the outlook for the federal budget, the Congressional Budget
Office projects that the budget will run small deficitsin FY 2002 and FY 2003, and that the
cumulativesurplusinfiscal years 2002 through 2011 will total $1.6 trillion, or $4 trillion less
than the surplus projected in January 2001.

%A ccording to data reported recently by the Board of Governors of the Federal Reserve
System, U.S. industrial production fell by 5% between thefirst quarter of 2000 and thefourth
quarter of 2001, the U.S. industrial capacity utilization rate was 9% lower in the fourth
quarter of 2001 than in the first quarter of 2002, and total financial assets held by U.S.
nonfinancial corporationswere $317 billion greater at theend of thethird quarter of 2001 than

(continued...)
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In the face of such a problem, a significant boost in the cash flow of the
corporate sector ismore likely to be used to for purposes other than the purchase of
new plant or equipment. Possible aternative uses include a reduction in debt,
increased dividend payments, acquisitions of assets held by other firms, and
repurchases of stock to boost its price. Furthermore, while an increase in cash flow
may boost investment by firms that are cash-constrained, there isreason to question
that many of the corporations that would benefit from arepeal of the CAMT arein
such aposition. Especialy in current economic conditions, small, fledgling firmsare
more likely to have difficulty raising capital for new investment in debt or equity
markets than large, established firms. For the latter group of firms, the cost of
external fundsissgnificantly greater than the cost of interna funds. Yet large firms
are much more likely to be affected by the CAMT than small firms. In 1998, for
example, firms with assets valued at $500 million or more accounted for 73% of
CAMT payments.

Conventiona economic analysis indicates that arepeal of the CAMT would be
likely to stimulate lessinvestment in the short run than temporary tax cuts targeted
a new investment. Such measures include a temporary investment tax credit or
temporary accelerated depreciation for the cost of new plant and equipment (e.g.,
partial expensing of this cost as proposed in H.R. 3090 as passed by the House and
the Senate Finance Committee). They are likely to be more effective in spurring
economic growth in the short run by inducing firmsto accel erate planned investment
projectsto take advantage of the temporary tax breaks. Firmsthat elect to build new
plants or purchase new equipment now rather than in the distant future expand
national output and employment by purchasing materials, equipment, and services
from other firms.

In addition, recent reports by the Congressiona Budget Office and CRS
conclude that temporary investment tax incentives are also likely to have a greater
bang for the buck than a repeal of the CAMT.?® According to revenue estimates
prepared by the congressional Joint Committee on Taxation, arepea of the CAMT
accompanied by an immediate refund of unused CAMT credits would reduce federal
revenues by $24.1 hillion from FY2002 to FY2011, whereas a one-year, 10%
expensing alowance for the purchase of short-lived capital assets would have a
revenue cost of only $2.2 hillioninthe same period.*® Of course, thereisno certainty
that such incentiveswill work asintended. Their impact on businessinvestment could
be limited at a time when many firms have significant holdings of liquid financia
assets, there is excess capacity, aggregate demand is falling or stagnant, and many
corporate managersare averseto doing anything that would maketheir firms' current
profit statements look worse than they already are.

%(..continued)
at the end of thefirst quarter of 2000.

#See Jane Gravelle, Using Business Tax Cuts to Stimulate the Economy, pp. 5-7; and U.S.
Congress, Congressional Budget Office, Economic Stimulus: Evaluating Proposed Changes
in Tax Policy, p. 27.

%U.S. Congress, Joint Committee on Taxation, Revenue Estimate Comparison of Economic
Stimulus Bills As Passed by the House and Pending in the Senate (H.R. 3090) (Washington:
Dec. 5, 2001).
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Thisis not to suggest that there would be no economic benefits from repealing
the CAMT. By lowering thefederal tax burden on corporate capital and lessening the
uncertainty faced by firms that move on and off the tax, a repea could lead to
increased business investment and a more efficient use of resources in the long run.
It would also significantly lower the cost and complexity of administering the federal
tax code. But these potential gainsare likely to emerge over the long run and would
do little to raise economic growth in the short run.
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