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Modifying the Alternative Minimum Tax (AMT):
Revenue Costs and Potential Revenue Offsets

Summary

Congress enacted the precursor to the current individual aternative minimum
tax (AMT) in the Tax Reform Act of 1969 to ensure that all taxpayers, especially
high-incometaxpayers, paid aminimum of federal taxes. Initialy, the minimum tax
applied to fewer than 20,000 taxpayers; in 2006 it applied to 3.5 million. Moreover,
absent legidlative action, the AMT will affect significantly more middle- to upper-
middle-income taxpayers. by 2007, up to 23 million taxpayers could be subject to
the AMT.

The AMT’ s expanded coverage will occur because temporary increases in the
basic AMT exemptionsand provisionsallowing taxpayersto apply certaintax credits
against the AMT have expired. To keep the AMT from affecting more taxpayersin
the future would, at aminimum, require (1) that the higher AMT exemption levels
be maintained and that they be indexed for inflation, and (2) that all personal tax
credits be allowed against the AMT. This “patch” is estimated to cost almost $60
billion initsfirst full year.

If the recent reductionsin the regular incometax expire at the end of 2010, then
the patch would cost $279 billion over the FY 2008 through FY 2012 period and $569
billion over FY 2008 through FY 2017. If thereductionsintheregular incometax are
extended past 2010, then the cost of the AMT patch risesto $1 trillion dollars over
the same 10-year period. Repealing the AMT would be even more expensive.

Whileoffsetting thecostsof AMT relief may provedifficult, several approaches
are being discussed. One approach would shift AMT taxes from middle-income to
high-incometaxpayers by some combination of higher AMT ratesand taxing capital
gainsand dividends at the AMT rates. Proponentsargue that including capital gains
preferences in the AMT would be consistent with the original purpose of the
minimum tax.

In other proposals, AMT relief would befinanced by raising regular income tax
rates; for example, raising the top three rates by 24%. Another approach might be
to repea or restrict some of the preference items under the regular income tax.
However, income tax base broadening may be difficult because many of these
provisions are both longstanding and popular.

Another approachtofinancing AMT relief might beto focuson reducing thetax
gap. Although thetax gap is estimated to bein the neighborhood of $300 billion, the
revenueyield from proposalsto reduce the gap appearsto fall far short of the amount
needed to addressthe AMT.

This report will be updated to reflect |egislative developments.
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Modifying the Alternative Minimum Tax
(AMT): Revenue Costs and Potential
Revenue Offsets

Congress enacted the precursor to the current aternative minimum tax (AMT)
for individualsinthe Tax Reform Act of 1969 to ensurethat all taxpayers, especialy
high-income taxpayers, paid at least a minimum amount of federal taxes.* Initialy,
the minimum tax applied to fewer than 20,000 taxpayers. However, absent
legislative action, the AMT will affect significantly more middle- to upper-middle-
income taxpayers in the near future. In 2006, about 3.5 million taxpayers were
subject to the AMT, but by 2007, up to 23 million taxpayers could be subject to the
AMT.

Two main factors have caused the increase in the number of taxpayers affected
by the AMT. Firgt, the regular income tax isindexed for inflation, but the AMT is
not. Over time, this failure to index has reduced the differences between regular
income tax liabilities and AMT liabilities at any given nominal income level,
differencesthat will continue to shrink in the absence of AMT indexation. Second,
the 2001 and 2003 reductions in the regular income tax have further narrowed the
differences between regular and AMT tax liabilities.? Because of these two factors,
many taxpayers will find that their regular income tax liability has been so reduced
relative to their AMT liability that, even though they have few (if any) tax
preferences, they may still be subject to the AMT.

Anincreaseinthebasicexemptionforthe AMT and provisionsallowing certain
personal tax creditsto offset AMT liability have temporarily mitigated the increase
in the coverage of the AMT. For 2006, the AMT exemption was $62,550 for joint
returns and $42,500 for unmarried taxpayers. Under current law the basic AMT
exemption is scheduled to revert to $45,000 for joint returns and $35,750 for
unmarried taxpayers in 2007. In addition, starting in 2007, several personal tax
credits will not be allowed against the AMT.3

! The original minimum tax was an add-on minimum tax. It was paid in addition to the
regular incometax. For amore detailed discussion of the history of the minimum tax and
information on how it is calculated, see CRS Report RL30149, The Alter native Minimum
Tax for Individuals, by Gregg Esenwein.

2 The Economic Growth and Tax Relief Reconciliation Act of 2001 (P.L. 107-16) and the
Jobs and Growth Tax Relief Reconciliation Act of 2003 (P.L. 108-27).

3 Starting in 2007, the dependent care credit, the credit for the elderly and disabled, the
credit for interest on certain home mortgages, the HOPE Scholarship and Lifetime Learning
credits, the credit for certain nonbusiness energy property, the credit for residential energy

(continued...)
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Thisreport first reviewsthe cost of modifying the AMT to reduceits coverage.
It then discusses a range of potential revenue offsets for these modifications,
including alterations to the AMT and to the regular income tax. These measures
include higher rates under both the AMT and the regular income tax, areduction of
preferentially treated items under the regular income tax, and measuresto reduce the
tax gap. Many of the revenue offsets examined are designed so that the burden of
paying for AMT modifications is borne by those taxpayers for whom the AMT was
originally intended (i.e., taxpayers at the highest income levels).

Structure of the AMT

The AMT operates as a parallel tax system to the regular income tax. Under
current law, calculating AMT tax liability requirestaxpayersto first add back various
tax items (called adjustments and preferences) to their regular taxableincome. The
three mgjor preference items added back to the AMT tax base are personal
exemptions, state and local tax deductions, and miscellaneous itemized deductions.
These three items account for over 90% of the total AMT preference items and
adjustments added back to regular taxable income for AMT purposes. Other items
subject to tax under the AMT include net operating losses, passive activity losses,
incentive stock options, and private activity bond interest.

This grossed-up income becomesthetax basefor the AMT. For tax year 2006,
a basic exemption of $62,550 for joint returns, or $42,500 for single and head of
household returns, is subtracted to obtain AMT taxable income. (These exemption
levels are temporary and are scheduled to revert, in 2007, to their prior law levels of
$45,000 for joint returns and $35,750 for unmarried taxpayers.) The basic AMT
exemption is phased out for taxpayers with high levels of AMT income. A two-
tiered rate structure of 26% and 28% is assessed against AMT taxableincome. The
tax is26% of AMT taxableincome up to $175,000 and 28% of AMT taxableincome
in excess of $175,000. The taxpayer compares hisAMT tax liability to his regular
tax liability and pays the greater of the two.

It is important to note that even though a taxpayer may not be subject to the
AMT, it can still affect his regular income tax liability. The reason is that, after
2006, some personal tax credits under the regular income tax are limited to the
amount by which regular income tax liability exceeds AMT liability.* Thus, a
taxpayer who has a regular income tax liability of $5,000 and $1,000 of these
affected personal tax credits will effectively see these regular income tax credits
reduced in value by $300 if his AMT liability is $4,300.

3 (...continued)

efficient property, and the D.C. first-time home buyer credit will not be allowed against the
AMT. Thechildtax credit, the adoption tax credit, and the savers credit will continueto be
allowed against the AMT in full.

* See previous footnote.
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Revenue Effects of Modifying the AMT

The fact that the AMT is poised to affect so many taxpayers in the near future
has prompted callsfor change. Absent legidlative action, the AMT will “take back”
much of the recently enacted reductions in the regular income tax for millions of
taxpayers. Because persona exemptions are not allowed against the AMT, large
familieswill beparticularly susceptibletothe AMT. Inaddition, because deductions
for state/local taxes are not allowed against the AMT, taxpayers who itemize and
deduct these taxes on their regular income tax returns are also more likely to be
adversely affected by the AMT. However, modifications to reduce AMT coverage
would prove costly in terms of forgone revenue.

When discussing thelong-run (beyond 2010) revenueimplicationsof modifying
the AMT, itiscritical to specify whether it is assumed that the 2001/2003 tax cuts
are allowed to expire after 2010 as scheduled, or whether it is assumed that the tax
cuts will be extended beyond 2010. Allowing the 2001 tax cuts to expire as
scheduled will reduce the costs of modifying the AMT. Extending the tax cuts
beyond 2010 substantially increases the costs of modifying the AMT. If the
2001/2003 tax cuts are extended then, as arough estimate, the cost of most options
for modifying the AMT would almost double. The revenue effects of severa
modifications to the AMT are shown in Table 1.

To keep the AMT from affecting more taxpayersin the out yearsthan it did in
2006 would, at the least, require maintaining higher exemption levels and indexing
the AMT for inflation. According to the Congressional Budget Office (CBO), this
option (which is often referred to as a “patch” and assumes allowing personal tax
credits against the AMT, and indexing the basic exemption levels of
$62,550/$42,500 along with the AMT tax brackets for inflation after 2006) would
reduce revenues by aimost $60 billion initsfirst full year.

If the recent reductionsin theregular incometax expire as scheduled at the end
of 2010, then the patch will cost $279 hillion over the period FY 2008 through
FY 2012 (five-year cost) and $569 billion over the FY 2008 through FY 2017 period
(10-year cost). However, if the reductions in the regular income tax are extended
past 2010, then the cost of the AMT patch as outlined by CBO rises to $1 trillion
dollarsover the same 10-year period. If these changesare debt financed (not paid for
by either raising other taxes or reducing expenditures), then the cost of the patchrises
significantly because of the higher net interest outlays.

Repealingthe AMT iseven moreexpensive. Thefive-year cost of repeal could,
at aminimum, be around $436 billion. The 10-year cost of repeal could range from
around $842 billion to $1.4 trillion, depending on whether the reductions in the
regular income tax are extended past their 2010 expiration. Again, if the repeal was
debt financed, the cost of debt servicing would engender considerably more cost.

The additional policy optionsoutlined in Table 1 would beless expensive than
the patch or outright repeal of the AMT, but these options would mean more
taxpayers would fall under the AMT in the future than in 2006.



Table 1. Revenue Costs of Modifying the AMT
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(billions of dollars)

First FY08-17 | FYO08-17
. . full ' (2001 tax | (2001 tax
Policy Option year FY08-12 cuts cuts
cost expire) extended)
Basic AMT exemption levels of
$62,550/$42,500, index exemption
and bracket amounts for inflation $59 $279 $569 $1,041
after 2006, allow personal tax
credits against the AMT?
Additional debt service & $39 $155 $225
Total cost $61 $318 $724 $1,266
: Calender
First
FY08-17 Years
Policy Option f;glr S (tax cuts 07-16°
)éost expire) (tax cuts
extended)
Repeal the AMT® $83 $436 $342 | $1,464
First FY08-17 | FYO08-17
- . . full (2001 tax | (2001 tax
Additional Policy Options year FY08-12 cuts cuts
cost expire) extended)
Allow AMT taxpayers to take
personal exemptions, the standard
deduction, misc. itemized $73 $390 $757 N/A
deductions and deductions for
state/local taxes.®
ﬁll\lﬂo_\lf\é personal exemptions under 3 $236 $494 N/A
Allow state/local tax deductions
under AMT® $55 $281 $556 N/A

a. Congressional Budget Office, The Budget and Economic Outlook: Fiscal Years 2008 to 2017, Jan. 2007.

b. Urban-Brookings Tax Policy Center, The Individual Alternative Minimum Tax: Historical Data and
Projections, Nov. 2006.

¢. Joint Committee on Taxation, Present Law and Background Relating to the Individual Alternative Minimum
Tax, March 5, 2007.
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AMT Coverage

Althoughthe AMT originally targeted thewesdlthy, the highest incometaxpayers
are currently not as affected by the AMT as the income classes below them, and this
dichotomy will grow over time. Asshownin Table2, only 21% to 28% of taxpayers

in the highest two income classes were subject to the AMT in 2005.

Table 2. Percentage of Taxpayers with AMT Liability by
Adjusted Gross Income in 2005 Dollars, Selected Calendar
Years 2005-2010

Adjusted Gross
Income 2005 2007 2008 2009 2010
(000s)
Less than $50 0.0% 0.8% 1.4% 2.2% 3.3%
$50 - $100 1.3% 42.8% 50.5% 59.0% 65.9%
$100 - $200 16.7% 86.2% 90.7% 93.0% 95.3%
$200 - $500 66.6% 85.2% 86.5% 83.5% 85.7%
$500 - $1,000 27.5% 28.4% 30.7% 28.4% 30.3%
Over $1,000 21.2% 23.1% 24.9% 23.8% 25.5%
All taxpayers 2.1% 13.2% 14.7% 16.3% 17.9%

Source: Congressiona Budget Office.

Even if the basic AMT exemption reverts to its lower prior-law levels and
certain credits are no longer allowed against the AMT, coverage in the two highest
income classes will only increase to the range of 26% to 30% by 2010.

On the other hand, there will be a significant expansion of AMT coverage for
taxpayerswith adjusted grossincomes (A Gls) in the $50,000 to $500,000 rangeif the
basic AMT exemption revertstoitslower prior-law levelsand certain credits are not
allowed against the AMT. For example, in 2005 16.7% of taxpayers with AGIsin
the $100,000 to $200,000 range were subject to the AMT. By 2010, over 95% of
taxpayers in that income range will be subject to the AMT.

There are severa reasons why a smaller proportion of high-income taxpayers,
especially those with AGIs over $500,000, will be less affected by the AMT in the
future than their lower-income counterparts.

First, the marginal tax rates high-income taxpayers face under the regular
income tax tend to be higher than the marginal tax rates they face under the AMT.
Under the regular income tax, the top two marginal income tax rates are 33% and
35%. Thetop rate under the AMT is 28%.
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Second, under the regular income tax, personal exemptions are phased out for
high-income taxpayers. So the fact that personal exemptions are not allowed under
the AMT does not have asignificant effect on high-income taxpayerswho do not get
personal exemptions under the regular income tax.

Third, under current law, thebasic AMT exemption is phased out for taxpayers
filing joint returnswhen AMT taxable income exceeds $150,000. For joint returns
in 2007, thebasic AMT exemptionisfully phased out at AMT taxableincomelevels
in excess of $330,000. Hence, many high-income taxpayers do not get a basic
exemption under the AMT. Therefore, the scheduled reduction in the basic AMT
exemption will have little or no effect on their AMT liabilities.

Finally, high-income taxpayers, unlike their lower-income counterparts,
generally derive asignificant percentage of their total income from capital gainsand
dividend income. These items receive preferential tax treatment under the AMT as
well asthe regular income tax. Under both, the tax rate on long-term capital gains
and dividend incomeis limited to a maximum rate of 15%.

Income from dividends and capital gainsis an important source of income at
highincomelevels. Table3 below showsthe share of incomein interest, dividends,
and capital gainsby incomeclass. For example, inthe highest adjusted grossincome
class (over $1 million), on average 30.3% of incomeisfrom capital gainsand 4%is
from dividends currently taxed at 15%. In contrast, taxpayers in the $75,000 to
$100,000 AGI range derive 1.1% and 0.8% of their income from capital gains and
dividends, respectively.
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Table 3. Interest, Dividends, and Capital Gains by Adjusted
Gross Income Class, as a Percentage of Total Income, 2003

Adjusted Gross Total
Income Class I nterest Dividends Capital Gains Financial
($ thousands) Income

Under $15 4.7% 0.9% -0.5% 5.2%

$15-$30 2.6 0.6 0.2 34

$30-$50 18 0.5 0.3 2.6

$50-$75 18 0.6 0.6 3.0

$75-$100 17 0.8 11 35

$100-$200 20 12 2.7 5.9

$200-$500 29 21 8.2 13.2

$500-$1,000 35 3.0 134 19.9

Above $1,000 5.0 4.0 30.3 394

Overdll 25 13 4.7 8.6

Source: CRS calculations based on the Internal Revenue Service 2003 Individual Statistics of
Income. Excludes returns with negative adjusted gross income. Reproduced from CRS Report
RL 33285, Tax Reform and Redistributional Issues, by Jane G. Gravelle.

Potential Cost Offsets for AMT Modification

There are many ways that the AMT could be changed to mitigate itsimpact in
futureyears. Thisreport concentrates on thetwo most widely discussed alternatives:
ashort-term patchtothe AMT or outright repeal of the AMT. Thissection discusses
what revenue offsets would be needed to pay for these two solutions to the AMT
problem.

Therevenue offsets are grouped into four main categories: offsetsderived from
(2) changesto the structure of the AMT, (2) changesto theindividua incometax rate
structure, (3) income tax base broadening, and (4) reducing the tax gap.

Offsetting AMT Revisions with Changes
to the Structure of the AMT

One approach to dealing with the expanding scope of the AMT would shift the
AMT tax burden away from taxpayers with AGlsin the $50,000 to $500,000 range
and towards higher-income taxpayers. This approach appeals to some because it
helpsrestorethe AMT toitsoriginal purpose— ensuring that high-incometaxpayers
pay what many argue is their fair share of the federal tax burden.
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Revisions within the AMT could take many forms but three revisions are of
specia interest. AMT tax rates could be increased or dividends and capital gains
income could be included in the AMT tax base at regular AMT tax rates, or both.
Either increasesinthe AMT tax ratesor acombination of increasesin AMT tax rates
and subjecting capital gains and dividend income to full AMT tax rates could raise
enough revenue to offset the costs of an AMT patch.

Increasing the top rate of the AMT is one option for shifting the burden of the
AMT to higher-income taxpayers. For example, in a paper written in 2002,
researchers at the Urban/Brookings Tax Policy Center (TPC) proposed a revenue-
neutral AMT revision that included increasing the basic AMT exemption, lowering
the income level at which the AMT rate increases, eliminating the phaseout of the
AMT exemption, and raising thetop AMT tax rate to 35%.°

The Citizens for Tax Justice (CTJ) recently presented a proposal to tax capital
gainsand dividend incomeat ordinary AMT tax ratesrather than the lower dividend
and capital gains rates applicable under the regular income tax.® According to the
CTJanalysis, such a change would pay for 87% of the cost of the AMT exemption
increase (making the higher exemption level s permanent and indexing them) for the
next four years. They also calculate that including capital gainsand dividendsin the
AMT combined with an increase in the top AMT tax rate to 29% would make the
proposal revenue neutral.

CTJarguesthat thischangewould restorethe AMT toitsoriginal purpose. The
principal target and most critical preference in the initidl minimum tax was the
capital gains preference.

A more recent study by researchers at the TPC discusses a variety of revenue
neutral revisionsover theten-year budget horizon (FY 2007-FY 2016) that woul d shift
the burden of the AMT to higher-income taxpayers.” One proposal for an AMT
patch, which is very similar to the CTJ approach, would be paid for by including
capital gains and dividend income under the AMT and subjecting themto AMT tax
rates. Combined witha3% increaseinthe AMT tax rates (to 26.8% and 28.9%) this
option would more than pay for itself over the next four years, according to TPC
projections.

®Leonard E. Burman, William Gale, Jeffrey Rohaly, and BenjaminH. Harris, Thelndividual
AMT: Problems and Potential Solutions, at [http://taxpolicycenter.org/publications/
urlprint.cfm?ID=7912].

¢ See Citizen’sfor Tax Justice, “A Progressive Solution to the AMT Problem,” December
2006, at [http://www.ctj.org/].

"Leonard E. Burman, William G. Gale, Gregory Leiserson, and Jeffrey Rohaly, Optionsto
Fix the AMT, Tax Policy Center, Jan. 19, 2007, available at
[http://www.taxpolicycenter.org/home/]. This study examines a variety of revisionsto the
AMT that would be revenue neutral over aten-year budget horizon. However, the baseline
for their estimatesis current law, which assumes that the reductionsin the regular income
tax expire after 2010. If the tax cuts are extended, either in part or in total, then these
optionsto reform the AMT would not be revenue neutral.
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However, the CTJ and TPC estimates assume capital gains realizations are
fixed. If realizations decline in response to these tax increases, then other measures
would be needed to make up the revenue loss. Both studies acknowledge thisissue,
although CTJ argues that capital gains redlization responses are smal. With a
realization response, including capital gainsasapreferenceiteminthe AMT will not
raise as much revenue as these two estimates indicate. The Joint Committee on
Taxation (JCT) takes an expected declinein realizationsinto account in its estimates
of the revenue effects of changing tax rates on capital income. Based on the JCT
estimate of the effect of the tax rate changes on realizations in the late 1980s, only
about 43% of the static gain from increasing the tax rate on capital gains and
dividend income would actually be realized. Recent evidence suggests the
realization response would be such that up to 80% of the static change in revenue
would be realized. (Thisissueis discussed in more detail in the appendix.)

Itisworth reiterating that, in large part, Congress enacted the first minimum tax
largely to recapture the capital gains income that was excluded under the regular
incometax. 1n 1969, 50% of along-term capital gain wasexempt from tax under the
regular income tax. The long-term capital gain income that escaped tax under the
regular incometax wasincluded asapreferenceitem under theoriginal minimum tax
and subjected to minimum tax rates. Prior to 1969, many high-income taxpayers
used the preferential tax rates on capital gainsincometo reducetheir federa income
tax liabilities to levels that Congress deemed inappropriate for their levels of
economic income.?

Offsetting AMT Revisions with Individual
Income Tax Rate Increases

Another option to pay for AMT revisionsisraising the individual income tax
rates. The TPC study containsavariety of scenarioswhereratesare increased to pay
for the AMT revisions. For instance, increasing thetop threeindividual income tax
rates by 24% over the next four years would offset the cost of repealing the AMT.
This would require raising the top three rates from 28%, 33% and 35% to 34.8%,
41%, and 43.5% respectively.

To pay for the AMT patch, the TPC estimates that the top income tax rates
would have to be increased by 2% from 28%, 33%, and 35% to 28.6%, 33.7%, and
35.8%. In addition, this option would require taxing dividends and capital gains
income at regular AMT tax rates. Over the first few years, this option actually
increases total revenues by about $28 billion, according to TPC projections. (Note
that these options do not account for any capital gains realization responses.)

8 U.S. Congress. Joint Committee on Internal Revenue Taxation. General Explanation of
the Tax Reform Act of 1969, Dec. 3, 1970, p. 105. It isworth noting that after 1986, when
the preferential tax treatment of capital gainsincomewasrepeal ed under theregular income
tax, the number of taxpayers subject to the AMT fell from around 60,000 in 1986 to around
11,000 by 1989.
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Offsetting AMT Revisions with Income Tax Base Broadening

It is possible to pay for repeal or a patch to the AMT through income tax base
broadening. There are many provisions in the income tax law that narrow the tax
base compared to atax base that approximates economic income, but many of these
tax benefits are both popular and long established.

There are several legidlative proposal sthat would use base broadening to offset
AMT reforms. Senator Ron Wyden and Representati ve Rahm Emmanuel introduced
legidation (S. 1927 and H.R. 5176) in the 109" Congress that would have repeal ed
the AMT and provided for overall tax reform. Thecost of thislegislationwould have
been offset through income tax base broadening and increases in the individual
income tax rates.

In the 110" Congress, Senator John Kerry has introduced legislation (S. 102)
that would partially offset the cost of aone-year AMT patch by rolling back thelower
rates for dividends and capital gainsfor 2009 and 2010. Under this legislation, the
maximum tax rate on capital gains income would increase from 15% to 20% and
dividend income would be taxed at regular income tax rates. The lower rates on
capital gainsand dividends are set to expire after 2010, and so increasing these rates
for 2009 and 2010 would only have a short-run revenue effect for scoring purposes.

Based on revenue estimates done by the JCT in 2003, changing the tax rates on
capital gains and dividends appearsto increase revenuesin the neighborhood of $20
billion per year for dividends and $4 billion for capital gains. These capital gains
estimatesinvolve sometiming effects, and were estimated at atimewhen gainswere
smaller. (Capital gains realizations are very volatile.) Based on the most recent
estimate of capital gainsliabilities, $75 billionfor 2005,° astatic gainfromincreasing
therate by athird (from 15% to 20%) would be $25 billion. The actual revenue gain
would be about 40% of the static cost, or $10 billion if the realization response is
around 0.7 (a 10% reduction in tax leads to a 7% increase in realizations); 60% or
about $15 billion for arealization response of 0.46 range, 78% or about $20 billion
if the realization response of 0.25 range, and 90% or about $23 billion for responses
of 0.11. These effects would not cover the full cost of the patch, but could provide
some revenue.

There are several sources of information on possible tax base broadeners.
Discussions of base-broadening provisions, along with their revenue effects, are
found in various tax expenditure documents.® Table 4 reports the largest tax
expenditures for individuals in the tax expenditure list, and while many of them
would provide sufficient revenue to pay for the AMT patch, most of them are
longstanding provisions that are quite popular. There are many other smaller tax

° Congressional Budget Office, |etter to Chairman Charles E. Grassley, Feb. 23, 2006.

10 Both the Administration and the Joint Committee on Taxation provide annual listswhich
can be found respectively in the budget documents and on the Joint Tax Committee’s
website. For amore detailed discussion of these provisions, see Senate Budget Committee,
Tax Expenditures. Compendiumof Background Material onIndividual Provisions, prepared
by the Congressional Research Service, S. Prnt. 109-072, December 2006.
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expenditures as well as significant tax expenditures in the corporate income tax
which could also be considered. Because there are more than 160 separate tax
expenditures, a discussion of them is beyond the scope of this report.

Table 4. Largest Tax Expenditures for Individuals, FY2006

Dollars | Percentage

(billions) of GDP
Net Exclusion of pension contributions and earnings 124.7 0.95
gR:i?ll;ced tax rates on dividends and long-term capital 922 0.70
Exclusion of employer contributions for health care 90.6 0.69
Deduction for mortgage interest 69.4 0.53
Exclusion of capital gains at death 50.9 0.39
Tax credit for children under age 17 46.0 0.35
Earned income credit (EIC) 42.7 0.33
Charitable contributions 41.3 0.32
Deduction of state and local taxes 36.8 0.28
Exclusion of Medicare benefits 35.1 0.27
E(;(r?tl ruasc :)Sn of investment income in life insurance, annuity 28.0 0.21
Exclusion of benefits provided under cafeteria plans 27.9 0.21
5())(\(/:(Ielrjrs]| rggn ct)f bl cr)lrt]((ajr;ast on public purpose state and local 26.0 0.20
Exclusion of capital gainson sales of principal residences 24.1 0.18
Exclusion of untaxed Social Security benefits 23.1 0.18
rDe;dc:J:r?c%g for property taxes on owner-occupied 19.9 015

Source: Reproduced from CRS Report RL33641, Tax Expenditures. Trends and Critiques, by
Thomas Hungerford

The President’s Advisory Panel on Tax Reform proposed a variety of base
broadeners, including disallowing the itemized deduction for state and local taxes,
intheir tax reform plans.** Some of theserevisionsdid not involvetotal elimination
of the tax benefits, but placed limits on them, such as a cap on deductions for health

" 9mple, Fair, and Pro-Growth: Proposalsto Fix America’s Tax System, November 2005,
which can be found at [http://www.taxreformpanel.gov/]. For areview see CRS Report
RL 33545, The Advisory Panel’s Tax Reform Proposals, by Jane G. Gravelle.
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insurance or a floor on deductions for charitable contributions. It might be more
feasible to restrict rather than eliminate major tax expenditures.

CBO has aso provided alist of possible base broadeners that in many cases
would modify rather than eliminate tax provisions.? For example, they discuss
proposals for a 2% floor for state and local tax deductions and for charitable
contributions, which would respectively raise $26.6 billion and $19.9 hillion in
FY 2009. Floors aready exist for some itemized deductions (casualty losses and
medical expenses) and they tend to simplify tax compliance, especialy in the case
of charitable contributions. The CBO study from 2005 also discussed a proposal to
[imit health benefit deductionswhichwould raise $30.3billionin FY 2007, and lower
theceiling on mortgageinterest deduction from $1 million to $400,000, which would
raise$4.9billionin FY 2009. A proposal to allow the benefits of itemized deductions
at a 15% rate is estimated to yield $53.5 billion in FY2009. CBO also discussed
proposals that primarily affect corporations, such as eliminating graduated tax rates
($3 billionin FY 2009) and lengthening depreciablelives ($12.9 billion in FY 2009).

Offsetting AMT Revisions by Reducing
the Tax Gap and Greater Tax Compliance

The tax gap is the difference between the taxes legally owed and the taxes
actually collected. Thelatest estimate of thetax gap (for 2001) indicated agrosstax
gap of $345 hillion.”® If asignificant fraction of that gap could be collected, then it
would bepossibletofinancethe AMT revisionswith tax compliancemeasures. (The
net gap, after collections IRS expects to make with audits and other measures, is
estimated to be $290 billion).

Thediscussion bel ow summarizes somelegislative optionsaimed at closing the
tax gap.** Itisnot comprehensive, asthere are numerous small changesin rulesand
requirementsthat could alter tax compliance; these changes are discussed in some of
the sourcescited inthissection. Unfortunately, thereare no estimatesfor therevenue
gainsfor many of the measures and those that are availabl e indicate that the revenue
gains are small.

12 Congressional Budget Office, Budget Options, February 2007.

13 U.S. Treasury Office of Tax Policy, A Comprehensive Srategy for Reducing the Tax
Gap, Sept. 26, 2006.

4 These proposalscomefrom avariety of sources, including the Treasury study cited above,
past administration budget proposal's, and prior congressional proposals. They asoinclude
statements made at a hearing of the Senate Finance Committee on the tax gap, on July 26,
2006: testimony of Michael Brostek, Government Accountability Office; J. Russell George,
Treasury Inspector General for Tax Administration; and Nina Olsen, Taxpayer Advocate,
posted at [http://finance.senate.gov/sitepages/hearing072606.htm]. They also include
reports by the Joint Committee on Taxation, including JCS-2-05, Options to Improve
Compliance and Reform Tax Policy, Jan. 27, 2005, and an unnumbered report, Additional
Options to Improve Tax Compliance, Aug. 3, 2006. Finally, many of these proposals are
included in the Administration’s FY 2008 revenue proposals. Their revenue estimates can
be found in General Explanations of the Administration’s Fiscal Year 2008 Revenue
Proposals, Department of the Treasury, February 2007.
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Increased Withholding or Third Party Reporting. Tax gap estimates
indicate that compliance is greatest with direct withholding, rather then with third
party reporting. Wages, which are subject to withholding, have a 1% non-reporting
rate. Interest, dividends, social security payments, pensions, and unemployment
payments, which are generally subject to third party reporting, have a 4.5% non-
reporting rate. For income that has some (but not substantial) reporting — such as
partnership/S corporation income, alimony, reportabl e exemptions, deductions, and
capital gains — the rate is 8.5%. Income not subject to reporting (which includes
proprietorship income, rents, and royalties) has a non-compliance rate of 54%.%
Businesses with cash transactions are estimated to have a non-compliance rate of
81%.%°

A number of possible revisions to increase third party reporting include the
following:

e Withholding of non-employee compensation for independent
contractors (a rule recently imposed on governments), or
withholding if no taxpayer identification number is provided.

e Requiring credit card companies to report payments made to
merchants.

e Requiring information reporting on services provided by
corporations (presently corporations, including small corporations,
are exempt).

Requiring brokers to report basis on capital gains.’

Requiring the reporting of proceeds of auction sales.

Requiring reporting of rea estate taxes by state and local
governments.

¢ Requiring more detailed reporting of mortgage interest, including
information on whether the loan is refinanced or exceeds the
mortgage limit.

e Adopting a due diligence rule for preparers relating to offshore
banks and similar operations.

e Reporting distributions to partners and S corporation shareholders
in personal service businesses.

e Requiring corporations to report interest deductions limited by
earnings stripping.

Some of these information reporting provisions are aimed at the part of the
taxpaying population that tends to have the lowest compliance rates, small
businesses. Proposals to withhold taxes on independent contractors, require credit

5 U.S. Treasury Office of Tax Policy, A Comprehensive Srategy for Reducing the Tax
Gap, Sept. 26, 2006.

16 Statement of J. Russell George, Treasury Inspector General for Tax Administration,
before the Senate Finance Committee, July 26, 2006.

¥ Currently gross proceeds are reported, but not basis. To institute this rule would require
some type of rule about how basis is established when some but not all of atype of assets
(for example, sharesof particular stock) aresold. Currently, avariety of rulesareavailable.
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card reporting of payments, and require information reporting on corporate services
purchased are all aimed at this particular sector.

It appears that these changes have a limited ability to close the tax gap. For
example, the gap arising from the failure to report basis (generaly, the acquisition
cost of the asset) on capital gainsisestimated at $11 billion, and misreporting of gain
is estimated at 36% for assets where basis is not reported, as compared to 13% for
mutual fundswhere net capital gainsarereported.”® Thesedifferencesseemtoimply
a potential gain of severa billion dollars. The Administration estimates in their
FY 2008 budget, however, that abasis reporting requirement after 2008 would yield
arevenue gain that islessthan $500 million per year by FY 2012, and would provide
only $200 million in cumulative revenue through FY 2010.

For the first three items in the list above, withholding on independent
contractorswithout ataxpayer identification number, reporting credit card sales, and
information reporting on payments to corporations, the revisions would yield
respectively $80 million, $1,174 million, and $832 million for FY 2012. They would
yield respectively $119 million, $1,211 million, and $1,099 million cumulatively
through FY 2010. (Notethat full withhol ding on paymentsto independent contractors
would yield more revenue, perhaps considerably more).

Information reporting on salesof tangible personal property (reporting proceeds
of auctions) would raise $220 millionin 2012, and $233 million through 2010. The
Administration also proposed increased reporting on non-wage payments by
governments, yielding $27 million by 2012 and $155 million through FY 2010. All
of the Administration’ s FY 2008 compliance provisions, which include most of the
significant itemson thelist above, would yield dlightly over $3 billion through 2010.

The provision enacted in the Tax Increase Prevention and Reconciliation Act
of 2006, which required withholding on independent contractor payments by
governments, had a one-time increase of $6 billion (reflecting timing effects), but
afterwards raised about $200 million a year. It is possible that expansion to
withholding on all independent contractors would yield more revenue, but it would
likely be acontroversial proposal sinceit would affect many taxpayers (both payers
and recipients).

For most of the proposal sthat have been considered toimprove complianceand
reducethetax gap through third party reporting, therevenueraisedisasmall fraction
of the revenue needed to pay for the AMT patch or other AMT reforms.

Tax Shelters. Many proposalsto restrict tax shelters would have relatively
small revenue effects, but there are some provisions that could help offset the cost
of an AMT patch. Some of these provisions have been contained in prior legislative
proposals and some in general tax reform proposals.

18 Government A ccountability Office, Capital Gains Tax Gap: Requiring Brokersto Report
Securities Cost Basis would Improve Compliance if Related Challenges Are Addressed,
GA0-06-603, June 2006.
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Economic Substance Doctrine. Evenwhen transactions meet theletter of
thetax law, tax benefits may be disallowed by the courtsif the activity isfound to be
atype of sham transaction; in the particular case of tax sheltersthe related issues of
economic substance or business purpose are often used.'® That is, if an activity does
not have economic substance or there is no business purpose, the tax benefits are
disallowed.

Several billsthat wereintroduced in the 109" Congresswoul d have codified the
economic substance doctrine. For instance, aprovisionin S. 2020 was projected to
eventually gain about $2.5 billion in revenue annually.

S. 2020 would haverecognized these doctrinesin thetax law itself and provided
several specific guidelines. For example, if a court found the economic substance
doctrine to be relevant, the bill provided that the taxpayer must meet both the
objective test of economic substance and the subjective test of having a non-tax
business purpose to keep the tax benefit. Requiring both is referred to as a
conjunctive rule, while requiring either is referred to as adisunctive rule.

This legislation sought to strengthen the rule and to bring more uniformity to
court decisions. Some court cases have required both aspects to be met and others
only one. Thebill also set out specific rulesfor determining when thetaxpayer meets
the economic substance test of demonstrating profit potential, by requiring that the
return outside the tax benefits exceedstherisklessrate of return. Thebill would also
require that the transactions must be a reasonable means of achieving the business
purpose.

There has been some controversy about how much revenue codifying the
economic substance doctrine would actually raise.

Earnings Stripping. Reducing U.S. tax with debt or other deductible
payments to related firms is referred to as “earnings stripping.” Because of the
potential for abuse, the current tax code has a restriction on deductibility of interest
for thinly capitalized U.S. firms (with more than 60% of assets held in debt and with
more than 50% of earnings paid in interest).

H.R. 2896 in the 108" Congress would have tightened the general earnings
stripping rulesby eliminating the asset sharetest (i.e., disallowinginterest based only
on the interest as a share of income) and lowering the interest share (to 25% for
ordinary debt and 50% for guaranteed, or 30% overall). This provision would have

1 For ageneral background on the economic substance doctrine see Joseph Bankman, “ The
Economic Substance Doctrine,” Southern California Law Review, vol. 74, November 2000,
pp. 5-30; Gerald R. Miller, “ Corporate Tax Shelters and Economic Substance: An Analysis
of the Problem and Its Common Law Solution,” Texas Tech Law Review, vol. 34, 2003, pp.
1015-1069; and Martin J. McMahon, Jr., “Economic Substance, Purposive Activity, and
Corporate Tax Shelters,” Tax Notes, Feb. 25, 2002, pp. 1017-1026. See also CRS Report
RL 32193, Anti-Tax Shelter and Other Revenue-Raising Provisions Considered in the 108"
Congress, by Jane G. Gravelle; and CRS Report RS22586, The Economic Substance
Doctrine: Recent Significant Legal Decisions, by Erica Lunder.
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raised about $2.7 billion over 2004-2013 and would have brought in amost $400
million annually by 2013.

Some interest in earnings stripping developed from concerns about corporate
inversions. A corporate inversion occurs when a U.S. company sets up a foreign
incorporated firm to becomethe parent corporation, making the current U.S. firmthe
subsidiary corporation. Proposals to penalize corporate inversions have been
considered in anumber of previous Congresses, but some have not been enacted. A
provision considered but not adopted in 2005 would have raised revenues by about
$50 million annually.

International Tax Shelters. Earningsstripping and corporateinversionscan
be used astax shelters by shifting incometo low tax countries. There are numerous
ways to accomplish this income shifting: by shifting debt to high tax countries, by
shifting intangible income (such as that related to innovations and marketing), and
through inter-company pricing. There are many possible legidlative responses to
these tax sheltering activities, although the revenue consequence of each is likely
small.”

Robert MclIntyre,# testifying beforethe Senate Budget Committee, summarized
the recommendations that came out of that committee, along with some additional
revisions that he suggested. Among them isa proposal to tax currently the income
of foreign subsidiaries of U.S. companies. This proposal would have policy
implications beyond reducing tax shelter opportunities. Under current income tax
law, this income is not taxed until repatriated. Estimates suggest that taxing this
income now rather than waiting until it is repatriated could result in arevenue gain
of around $6 billion per year. Another proposal to curtail thisform of tax sheltering
activity isto providean apportionment formulafor allocating profits (allocate profits
based on physical assets, employment, sales, or some combination).

Summing Up: Tax Gap Issues. The IRS estimates that there is a
significant tax gap but thelegislative measuresthat could be undertaken to close that
gap appear limited. For many measures, there are no estimates of the revenue that
could be generated. The revenue estimates that have been done tend to suggest only
small revenue gains.

When assessing provisions aimed at reducing the tax gap it is critica to
differentiate between potential collections (asmeasured by thetax gap estimates) and
the amount of revenue that might realistically be collected through provisionsaimed
at increasing tax compliance.

% Seg, for example, the report released by the Permanent Subcommittee on Investigations
of the Committee on Homeland Security and Government Affairs, U.S. Senate, Tax Haven
Abuses, The Enablers, the Tools and Secrecy, Aug. 1, 2006.

21 Proposals made by the chairman and ranking member of that committee are summarized
in testimony of Robert McIntyre before the Senate Budget Committee, Jan. 23, 2007.
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Conclusion

Addressing thegrowing reach of the AMT through repeal or through someform
of atemporary patchisamajor fiscal challenge. The cost of addressingthe AMT is
large. Thereisno shortage of potential waysto pay for theserevisions, whether it be
throughrevisionstothe AMT itself, raisingincometax rates, broadeningtheincome
tax base, or some combination of al of these options. Although there is much
discussion of the tax gap and the potential revenue associated with closing that gap,
revenue estimates of gains from legislative proposals, where they do exist, suggest
attemptsto close the tax gap are unlikely, by themselves, to raise adequate revenues
to addressthe AMT problem.
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Appendix. Capital Gains Realization Response

In the late 1980s, there was a debate about the magnitude of the capital gains
realizations response. This response is usually characterized as an elasticity, the
percentage change in realizations divided by the percentage change in tax rates.

Empirical studieshad produced widely ranging estimates. Thereweretwo types
of empirical studies: times series studies that examined aggregate changes in capital
gains realizations over time as tax rates changed, and cross-section or panel studies
that compared many individuals' realizations within atime period. Thetime series
studiesyielded amuch smaller and |essvariabl e estimate of therealizationsresponse
than did cross sections studies.”

There were difficulties with both types of studies. For example, time series
studies confronted difficulties in controlling for other factors, such as falling stock
transaction costs and changesin potential realizations. The cross section and panel
studies also had some significant limitations. Perhaps the most serious of these
potential problems was the likelihood that much of the response might reflect a
transitory effect. Highincometaxpayers, who tended to havevariableincome, would
time thelir realizations to coincide with periods when tax rates were low, so that the
relationship between high realizations and low tax rates may have merely been a
timing response, and did not reflect a response to a permanent change. The
seriousness of this problem and the variable, and in some cases, extremely large,
elasticities in these studies led the Joint Committee on Taxation (JCT) and
Congressional Budget Office (CBO) to rely on their own time series estimates for
their revenue estimating and forecasting purposes.?

Most estimates of capital gains realizations responses were made using non-
linear forms. A popular one, and one used by JCT and CBO, was a semi-log
function, where the elasticity (percentage change in realizations divided by
percentage change in tax rate) rose proportionally with the tax rate.® At atax rate
of 0.22 (whichisroughly the midpoint between the 15% capital gainstax rate and the
top AMT rates), at the time, the JCT estimate of elasticity was 0.76, but after
accounting for aportfolio responsewas0.70. Thefirst-year responsewas 70% larger
at 1.20, so that, at least for a cut in the capital gains tax, realizations would be
expected to rise so much the first year that projected revenue would increase.

2 Theissues surrounding the debate at that time are discussed in CRS Report 90-16, Can
A Capital Gains Tax Cut Pay for Itself?, by Jane G. Gravelle. Thisarchived report can be
requested from the Congressional Research Service. It isalso reprinted in Tax Notes, vol.
48, July 9, 1990, pp. 209-219.

% The Administration also had an estimate that was somewhat higher than that of the JCT
and CBO but did not come from aexplicit estimating equation. Itisnot clear how thevalue
was chosen.

2 Holding all other variables constant, under thisformula, G = Ae™, where Gisgains, A is
a constant reflecting other variables and fixed amounts, b is the coefficient of the
realizations response, and the elasticity is bt.
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Subsequent to the adoption of this elasticity, a number of studies and events
suggested that the elasticity estimates should be lowered. First, the importance of
transitory responses was highlighted by the huge surge of realizations that were
eventually documented following the proposed capital gains rate increases in the
1986 Tax Reform Act. Thisobservation increased concerns about transitory effects
in cross section and panel studies. Second, a study that used the limits to the
behavioral response (since realizations can never exceed accruals), suggested
elaticitiesthat werelikely to beunder 0.5.% Third, Burman and Randol ph published
amajor new study using cross section data that controlled for transitory effects by
usingthevariationin statetax ratesto measurethe permanent responseto differential
tax rates.”® They found avery low permanent elasticity of 0.18 at a16 % average tax
rate, a number that was not statistically significant. This measure implied an
elasticity of 0.25 at a 22% rate, using the semi-log estimating function. When
weighted by population, they found a smaller elasticity, 0.06, with a 12% average
marginal tax rate, implying a 0.11 elasticity at 22% rate. They found a transitory
elasticity of 6.4. Finally, as datawere added to the aggregate time seriesin CBO's
continuing studies, the elasticities fell, and are currently at 0.46 at a 22% rate.

A subsequent study by Auerbach and Siegel confirmed the relatively low
elasticitiesin the Burman and Randol ph study (finding an elasticity of 0.33, and aso
finding elasticities at virtually zero for very wealthy and very sophisticated
taxpayers).?’

Theelasticity makesagreat deal of differencefor the share of the static revenue
gain from capital gainsthat isestimated to be collected. Measuring all elasticities at
a 22 percent rate, with the JCT’ s 0.70 elasticity, only 27% of the static revenue gain
from moving the tax rate from 15% to the top rate of 28% would be collected. With
CBO's 0.46 elasticity, 49% would be collected. Burman and Randolph found that
71% would be collected with the 0.25 el asticity and 86% would be collected with the
0.11 elasticity. This realizations elasticity, of course, only applies to capital gains.
In the aggregate, 22% of the total of capital gains and dividends reflects dividend
payments. Thus, if this share also applies to the AMT, the total shares collected
would begin at 43% for the 0.70 JCT elasticity (0.22 plus 0.78 times 0.27), by 60%
if one assumes the CBO elasticity, and 77% and 89% for the two Burman and
Randol ph measures.

% CRS Report 91-250, Limitsto Capital Gains Feedback Effects, by Jane G. Gravelle. This
archived report is available from the Congressional Research Service. It isalso reprinted
in Tax Notes, vol. 51, Apr. 22, 1991, pp. 363-371

% |_eonard E. Burman and William C. Randolph, “Measuring Permanent Responses to
Capital-Gains Tax Changesin Panel Data,” The American Economic Review, vol. 84, Sept.
1994, pp. 794-809.

2" Alan J. Auerbach and Jonathan M. Siegel, “Capital Gains Redlizations of the Rich and
Sophisticated,” The American Economic Review, Papers and Proceedings, vol. 90, May
2000, pp. 276-282. Thisstudy also reported avery large 1.7 el asticity; however, discussions
with researchers at the Congressional Budget Office (where this research was performed)
indicate subsequent concerns that this measure is reflecting transitory effects.
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These calculations apply only before 2011, or assume that the dividend and
capital gainstax benefits adopted in 2003 will be made permanent. If one assumes
that the dividend and capital gainsrelief enacted in 2003 will expire, then there will
be no revenue gain from dividends at all and the capital gains tax rate will begin at
a higher level of 20%. In that case, the share of static revenue collected will be
smaller for example, 22% at the original JCT elasticity and 46% at the CBO
elasticity, but about the same for the Burman and Randol ph measures. The absolute
value of the static gain would also be smaller than under the assumption that these
provisions are made permanent, but total federal revenues would be larger.



