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TICKING TAX TIME-BOMBS

While worries over the impact of the sub-prime debacle, a credit crunch, oil
prices and the possibility of recession grab the headlines, two ticking time-
bombs in the tax code go largely un-discussed. Of course, I am referring to the
huge tax increases that are imbedded in the current code, namely the
impending expiration of the Bush tax cuts, and the creeping encroachment of
the Alternative Minimum Tax.

Now, I don’t mean to belittle the short run problems or the possibility that
they could cause a recession, but it is ironic that so much effort is expended on
these short-run issues which are predominantly cyclical in nature, when the
impact of the looming tax increases will likely have a significantly larger, more
profound, and longer run impact on economic growth, job creation, and our
standard of living, What may be even more important is that these tax increases

are on an automatic timer -- they will occur unless Congress takes affirmative
action to avoid them. Maybe we should take a closer look.

The Bush tax cuts that have played such an integral role in our emergence from
the last recession and our admirable growth over the last 6 years will expire at
the end of 2010. That event, if allowed to occur, will represent the largest tax
increase in American history— as much as $2 trillion over ten years by some
estimates. This compares with the Clinton tax increase that was scored at $240
billion over 5 years.

Expiration of the tax cuts would: raise marginal tax rates on all income levels;
increase the current 15% rate on dividends to the higher regular income rate;
raise the capital gains rate to 20%; and re-institute the newly repealed “death

tax” at the rates and exemption levels that existed in 2002 - namely 55% and
$1 million!



The second time bomb is even more insidious because it is even less
transparent and triggers sooner. It is the creeping Alternative Minimum Tax
(AMT). The AMT was originally instituted as an add-on tax in 1969 to catch
about 150 high income individuals who were able to legally avoid any tax
liability. It was changed in 1982 to something more closely resembling its
current form, which is a completely paralle] tax system with its own calculation
of taxable income, rate structure, and set of deductions and exclusions.
Individuals must calculate their income tax under both the regular tax system
and the AMT and pay whichever is higher.

Because the AMT rates and brackets are different from, and not integrated
with, the regular tax system, anything that tends to reduce taxes under the
regular system can force more taxpayers into the AMT and trigger additional
payments. Moreover, under the AMT, the basic exclusion is not indexed for
inflation as are many parts of the regular tax code, so as nominal incomes rise,
more and more taxpayers are caught by the AMT.

As a result, when the Bush tax cuts were passed and taxes lowered for all
taxpayers, more taxpayers were caught by the AMT - many of them not high
income tax avoiders but everyday upper-rmddle class Americans. Moreover,
because the AMT is not indexed for inflation, more and more middle class
Americans were caught by this odious tax each year. To address this problem,
Congress passed a series of “patches” over the past few years that raised the
AMT exclusion amounts to reduce the number of taxpayers falling into the
AMT trap. Without a “patch” in 2007, another 18 million taxpayers would be
ensnared in the AMT, raising an additional $50 billion in tax revenue. Over
the next 10 years, AMT could trap almost 30 million more taxpayers and raise
around $1 trillion more in taxes.

So, what’s the problem? Why doesn’t Congress just pass another patch and
renew the Bush tax cuts when they expire? Well, the answer is just not that
simple, because we have a new Democratic Congress and they have adopted an
overly simplistic approach to taxing and budgeting called PAY-GO.

Role of PAY-GO

When the Democrats took over both houses in the 110* Congress, they
instituted a requirement that every spending proposal or tax cut that results in
higher spending or lower revenue (i.e., has a budget impact) must be offset
with a correspondmg spending cut or tax increase. Unfortunately, as it is
applied, tax cuts are “paid-for” only with tax increases, not with spending cuts.
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