Staff: Jim Caras
Counsel, Finance Division







Anne Brown, Finance Division



Raymond Majewski, Finance Division
John Sarich, Finance Division







Patrick Joyce, Finance Division








Daniel Turriago, Finance Division
[image: image1.png]



 T H E  C O U N C I L
 REPORT OF THE FINANCE AND HUMAN SERVICES DIVISION
LARIAN ANGELO, DIRECTOR 
 


    MARCEL VAN OOYEN, DIRECTOR
COMMITTEE ON FINANCE

Hon. David Weprin, Chair

December 21, 2005

PROPOSED RES. NO. 1270-A:
By Council Members Weprin, Rivera and the Speaker (Council Member Miller)
 
TITLE: 

Resolution rejecting the proposals of the President’s Advisory Panel on Federal Tax Reform to eliminate the deductibility of state and local taxes and replace the deduction for mortgage interest and calling upon the President and Congress to reject these proposals as well and to index the alternative minimum tax (AMT) for inflation 
           Today, the Committee on Finance, chaired by Council Member David Weprin, will hold a hearing on a Proposed Resolution No. 1270-A. This legislation rejects certain provisions contained in the November 2005 Report of the President’s Advisory Panel on Federal Tax Reform Proposal (the “Federal Report”) -- specifically those relating to the elimination of the state and local tax deduction and those limiting the current treatment of mortgage interest-- and calls upon the President and Congress to reject these proposals as well as amend the current AMT by indexing it for inflation.        

BACKGROUND


In January 2005, President Bush signed an Executive Order establishing the President’s Advisory Panel on Federal Tax Reform (the “Panel”).
 The Panel, composed of nine members appointed by the President, was assigned to reform the Internal Revenue Code to make it simpler, fair, and pro-growth. It was given a mandate by the President to make sure the Panel’s proposals simplified the Federal tax law, promoted “long-term economic growth”, and distributed the tax burdens and benefits in a progressive manner.
  The Panel tried to incorporate these principles into its final recommendations while also trying to transform the current tax base from income to consumption and ensure collection of the same amount of revenue as under current law. 


The major constraint placed on the Panel was that all of the reform options be “revenue neutral.” However, it is important to note that in devising its recommendations, the Panel assumed that the 2001 and 2003 temporary tax cuts were to be permanent.
 By incorporating these cuts into the baseline, the Panel reduced their revenue projections by $1.2 trillion over the next decade.
 The Panel also assumed other proposed Administration tax breaks, such as the establishment of Retirement Savings Accounts and Lifetime Savings Accounts, in its baseline even though these cuts have not even been enacted.
  Finally, the Panel assumed that the AMT will continue to reach an increasing number of taxpayers even though the President and Congress have extended AMT relief annually for the last several years precisely in order to stop this from occurring.


On November 1, 2005, the Panel issued its recommendations to the Treasury Department. In its final report the Panel outlined two separate tax proposals. The first recommendation, referred to as the Simplified Income Tax Plan, focuses on simplifying the tax code by repealing many targeted individual tax breaks (e.g., the state and local tax deduction) and streamlining many of the current deductions; eliminating the AMT, reducing the top tax rate to 33 percent (down from 35 percent); excluding 100% of dividends from domestic companies paid out of domestic earnings and 75% of corporate capital gains from domestic companies; and taxing small businesses at individual tax rates (See Appendix 1 for elements in the plan).   


The second recommendation, the Growth and Investment Tax Plan, repeals many of the same tax benefits outlined in the Simplified Income Tax Plan and similarly eliminates the AMT. However, this plan reduces the top individual tax rate to 30%; taxes all dividends and capital gains at 15%; and taxes sole proprietorships at individual rates and small and large businesses at 30% (See Appendix 1). 


Under both proposals, the basic structure of our current income tax system would remain intact, yet with significant modifications to most categories of exemptions and deductions. The changes, which are the focus of this hearing, are incorporated into both plans. Specifically, these include:


● Elimination of the deduction for state and local taxes;

● Replacement the calculation of the home mortgage interest deduction with a housing credit of 15% of allowable interest, limited by the average home price in the area (not to exceed $411,704); and 

● Elimination of the AMT (on individuals and corporations). 

Current Income Tax Calculation

In general, individual and corporate taxpayers are subject to federal tax on their taxable income.
 In determining the amount of taxable income, individual taxpayers have a choice of reducing their adjusted gross income by taking either the standard deduction or itemizing their deductions.
 The standard deduction is a base amount of income not subject to tax. In general, an individual taxpayer will determine whether his or her allowable itemized deductions exceed the standard deduction amount, and if so, will itemize using Schedule A of Form 1040. Taxpayers will take the following itemized deductions into account to determine whether these exceed the standard deduction: amounts paid for state and local taxes (discussed below), amount of home mortgage interest (discussed below), uninsured medical and dental expenses, unreimbursed employee business expenses, uninsured casualty or theft losses, and contributions to qualified charities. Two of the biggest policy changes that the Panel recommends are the elimination of the deduction for state and local taxes and the limitation on the home mortgage interest deduction. 


Deduction for state and local taxes:  Under section 164(a)(1) of the Internal Revenue Code (the “Code”), taxpayers who itemize their deductions are permitted to deduct state and local taxes paid to a municipality or state. Deductible state and local taxes include income, real estate, and certain personal property taxes (e.g., motor vehicle excise). Corporations are also allowed to deduct the amount of state and local taxes paid from federal tax. In addition to deducting most state and local taxes, corporations can also deduct federal taxes such as tariffs, excise taxes, social security, unemployment insurance and other payroll taxes. 
Home Mortgage Interest Deduction: Section 164(h)(3) of the Code allows taxpayers to deduct the interest paid on the debt incurred to finance the purchase of a "qualified residence," which includes a taxpayer's principal residence and one other home, limited to the interest costs of $1 million in indebtedness. In addition, taxpayers can also deduct up to $100,000 on a second mortgage or home equity loan.

AMT: After a taxpayer calculates his or her taxable income and figures out the amount of tax due, a taxpayer is then required to run the AMT calculation. 

The AMT is a second, parallel tax structure, which was created to ensure that all taxpayers pay some income tax. The AMT employs a broader definition of income than that of the regular income tax to create a tax liability for a corporation or individual who would otherwise pay less tax. Determining the AMT is complicated. (See Appendix 2) A individual would take his or her regular taxable income and increase it by certain tax-preference items, such as the standard deduction and deduction for state and local taxes. Then he or she would adjust that sum by adding or subtracting various adjustments, which involve a substitution of AMT treatment of an item for the regular tax treatment of the item. The result is the alternative minimum taxable income (AMTI). A taxpayer then subtracts his/ her exemption amount from AMTI to determine taxable excess. Taxable excess is the excess of AMTI over allowable exemptions ($40,250 for single taxpayer and $58,000 for joint for taxable year 2005). Two tax rates are then applied: 26% tax rate if the excess is $175,000 or less and 28% if it exceeds $175,000. The final result is the alternative minimum tax. Finally, the taxpayer will compare AMT with his or her regular tax and pay the higher amount.  

In theory, the corporate AMT works much like the individual AMT. AMT taxable income is calculated by adding certain preferences and adjustments to regular taxable income. The tax base under the AMT is much broader because taxpayers are required to use an alternate system of depreciation, a limited use of net operating losses, a limited use of foreign tax credit, and required to use an alternative completion method.
 The slower depreciation allowed under AMT rules is the primary adjustment of the broadened AMTI base.
 Taxpayers are then required to apply a 20% tax rate to their AMTI to determine the amount of AMT. Identical to the individual AMT, corporations will compare the two taxes and pay either regular income tax or the AMT, whichever is greater. 

Balance of payments 

Under the current federal tax laws, residents and businesses in New York City currently send about $13 billion more in taxes to the federal government then they receive back in the form of aid and services within the City.  About $1 billion of this is due to the AMT on the personal income tax. Under current law, the value of the state and local deduction for the personal income tax is around $4.1 billion. So, eliminating the AMT in exchange for eliminating the state and local deduction does not seem to be a good trade-off for the City in the near term.  It would increase the City’s balance of payments deficit with the Federal government. The proposed changes to deductibility of state and local taxes on corporate income tax and the proposed changes to the mortgage interest deduction are likely to further worsen this.

Over time, the trade-off changes since the AMT grows under current law.   If nothing else changes, the AMT would increase the City’s balance of payments deficit by over $3.4 billion to $16.4 billion by 2010.  But the increase in taxes on City residents would be larger if we eliminated the AMT and the deduction for State and Local taxes.  While the full effect of the Advisory Panel’s two proposals is hard to evaluate, at least for the provisions under discussion here, residents of New York City would be better off under current law than under the Panel’s proposals.

Panel’s Recommendation and Effects on Current System:

Although the Panel’s Federal Plan contains a myriad of changes, (Outlined in Appendix 1) the changes which are the subject of today’s hearing are those recommendations affecting the deduction of state and local taxes, the home mortgage interest deduction and the AMT. 

The centerpiece of the Federal Plan is the elimination of the AMT on individual and corporate taxpayers alike. Initially introduced in 1969, to ensure that extremely wealthy Americans were not zeroing out their income through the use of excessive tax preferences, the AMT now affects many middle and upper-income taxpayers.
 Each year, more and more middleclass taxpayers are subject to the tax because the thresholds in the initial law were never indexed for inflation. However, to ameliorate this unintended consequence, Congress has employed various stopgap measures in the past to patch the AMT – the so-called “AMT patch.”
  These measures increase the AMT exemption amount and increase number of personal credits that can be claimed against the AMT.

 Instead of amending the AMT to index it for inflation, the Panel recommends eliminating it in its entirety.  The Panel argues that the personal AMT is far too complex and flawed because it is not indexed for inflation. It also finds the corporate AMT exceedingly complex and inefficient and “may exacerbate business cycles during economic downturns by making corporations that are realizing losses under the regular income tax pay additional taxes under the AMT.”
  

In order to adhere to the Panel’s principle of revenue neutrality, many of the Panel’s other recommendations eliminate or reduce current tax benefits to offset the cost of eliminating the AMT. These include eliminating the state and local tax deduction and significantly limiting the current home mortgage interest tax benefit. Unfortunately, the net effect of these actions appears to be replacing an AMT-- that is in danger of negatively affecting middle class taxpayers-- with a general income tax structure that has some of the same ill effects of the AMT. 

The Panel seeks to eliminate the itemized deduction for state and local taxes because it believes this expense should be treated like other personal expenditures and paid for with after-tax dollars. Essentially, the Panel finds that this deduction “provides a federal tax subsidy for public services provided by state and local governments.”
 The Panel argues that because these services are a benefit for the taxpayer they should be required to pay for these services like they do for any other “nondeductible personal expenses, such as food and clothing.”
 

  The Panel also seeks to modify the current mortgage interest deduction by limiting the amount of the current benefit while trying to expand the benefit’s reach.  Instead of the current mortgage interest deduction of up to $1 million of mortgage debt (and $100,000 of interest on home equity loans) available to those taxpayers who itemize, the Panel seeks to replace the current deduction with a credit equal to 15% of the interest paid on mortgage indebtedness related to a taxpayer’s primary residence. This credit would be available to anyone, regardless if s/he itemizes but would be limited by the average regional housing prices as determined using data from the Federal Housing Administration (the “FHA”)-- ranging from approximately $227,147 to $411,704.
 Unlike the current mortgage deduction, the credit would not be available for mortgages on second homes. To justify its proposed mortgage interest cap, the Panel argues that the housing industry is currently disproportionately favored under the tax code and concludes that a limited credit would encourage home ownership, yet not subsidize those taxpayers who overinvest in the housing market. 

ANALYSIS
The Alternative Minimum Tax
A minimum tax was enacted as part of the Tax Reform Act of 1969 to target wealthy taxpayers who were paying little or no federal income tax. In 1969, the Secretary of the Treasury, Joseph Barr, testified that there were 155 taxpayers with adjusted gross incomes over $200,000 (1.2 million in 2005 dollars) who paid no income tax.
 Concern about the fairness of high-income households escaping taxation when there was a war to finance, lead to a supplemental minimum tax that was passed as part of the Tax Reform Act of 1969.  By 1975 it applied to around 20,000 taxpayers.
  In 1982 Congress replaced this minimum tax with an Alternative Minimum Tax (AMT).    The new rules increased the number of households affected to around 600,000 by 1986, at which point the Tax Reform Act of 1986 reduced the number of payers to around 100,000.
   This year it is projected that 3.5 million taxpayers will pay the AMT and under current law that number is projected to rise to 30.9 million by 2010.
  A tax originally intended to deal with tax avoidance by a few wealthy individuals could soon extend to 30% of taxpayers.

In New York City, approximately 7.5 percent of all taxpayers will pay the AMT in tax year 2005, according to New York City’s Department of Finance.  These 181,000 taxpayers will pay an additional $1 billion in taxes, an average $5,600 a household.
   This represents around 5 percent of the taxpayers affected nationally and revenue raised nationally by the AMT—a ratio that is larger than would be expected from the City’s share of population and personal income. The AMT effects over 80 percent of City taxpayers with AGI’s over $150,000. By 2010 over 750,000 city taxpayers will pay the AMT, which will add $3.4 billion to their tax bill, about one-fourth of which will be due to the loss of deductibility of state and local taxes as a part of the AMT.   By 2010 the AMT will no longer affect just the wealthy and upper middle class in the City.  By 2010 over 80 percent of taxpayers with AGI’s over $60,000 will pay the AMT.  

The large growth in the impact of the AMT is due to inflation.  In the regular personal income tax (“PIT”), the value of personal exemptions, the standard deduction and the rate brackets are all indexed for inflation.  This means that people are not pushed into a higher tax bracket simply because inflation has increased their nominal income.  Unlike the regular tax, the AMT parameters are not indexed for inflation.  So inflation effectively lowers the real value of the AMT exemption and pushes people into higher AMT tax brackets.  So an increasing number of taxpayers will owe more under the AMT than under the regular tax.  This has been exacerbated by cuts in the regular PIT enacted in 2001, 2003 and 2004, which lowered the regular PIT relative to the AMT causing more taxpayers to be subject to the AMT (which requires taxpayers to pay the AMT if that amount is higher).  The latter has been partially offset by temporary increases, the so-called patches, in the AMT exemption, to $58,000 for married filing jointly in 2005.
   As this report is being written, Senate Finance is considering a one-year extension of this level as a part of the Tax Relief Act of 2005.
  If Congress fails to act, the exemption level will revert to $45,000 for a married couple filing jointly in 2006.  

The AMT in its original form was designed to deal with the issue of fairness, to insure that high-income households did not totally escape taxation through the use of provisions of the tax code that were not available to the typical taxpayer.  This original purpose is still worthwhile but failure to index the AMT for inflation has expanded it in a way that was never intended.  Indexing the AMT, in a way similar to the rest of the personal income tax, is a simple way to restore this part of the tax code to its original purpose.

In the case of the corporate AMT-- because it is a low-rate, broad- based tax on corporations-- it is generally considered preferable to a higher-rate, narrower- based tax. Retaining the corporate AMT, or some form of it, does in fact reduce the chance of corporations using tax shelters to zero out income. Many of the reasons for its inception still exist today. Corporations still try to use abusive tax shelters to shelter income and inflate their financial statements. 
Home Mortgage Interest 

The President’s Advisory Panel proposes to eliminate the current deduction for interest on home mortgages, replacing it with a credit equal to 15 percent of allowable interest.  Allowable interest will be on mortgages or portion of mortgages up to a limit, which would currently be $411,704 for New York City. 

The deduction for mortgage interest goes back to the birth of the modern income tax in 1913.  In its initial form, the deduction made no distinction among interest for business, housing, or personal use.   This changed over the years.  Most importantly, in 1986, the deduction for interest on personal loans such as credit cards and auto loans was eliminated.   In 1987 an upper limit was placed on the deduction.  Subsequently, only interest on $1 million of mortgages used to acquire or build first and second homes and an additional $100,000 for other debt secured by a home equity loan or secondary mortgage is allowed.
  With some minor changes this is where the law stands at the moment.
 Most forms of interest including mortgage interest are deductible from the corporate income tax.  

The mortgage interest deduction is one of three major tax provisions for owner occupied housing.   Along with the deduction of state and local real estate taxes and the exclusion of capital gains on the sales of homes it is intended to promote home ownership.  In 2005, 37 million taxpayers will take advantage of the mortgage interest deduction reducing their taxes by more than $70 billion.
  In 2003, in New York State, 2.1 million taxpayers took the interest deduction on their Federal income tax for a savings of around $5.7 billion.
   Of this amount, about $2.2 billion goes to households in New York City.

It is often forgotten that renters benefit from income tax subsidies.  Both mortgage interest and state and local taxes are deductible from the federal corporate income tax.  And rental properties benefit from rules that allow the value of a property to be written off (depreciated) for tax purposes much faster than a house actually depreciates.  A competitive market forces the marginal investor to transfer any tax subsidies they receive to renters, in effect lowering the cost of housing.
  In practice, some of the subsidy remains with the investors, especially where the housing market is not fully competitive.

In a housing market like New York City’s, which is characterized by a shortage of available housing, high housing costs relative to income, and home ownership at half the national rate, using the tax code to subsidize housing and promote homeownership seems obvious.
  With this in mind, New York City offers favorable treatment for residential property in general and especially for owner occupied property in the City’s property tax.

The Panel expresses two concerns about the current deduction -- it causes an overinvestment in housing and it is unequally distributed.
  Because our tax code subsidizes investment in housing and not, say stocks and bonds, households put more of their wealth into housing than they would otherwise.  This, in turn, makes it harder for firms to raise money for new equipment and technologies, slowing economic growth. Much of the economic discussion on the mortgage deduction focuses on whether these ‘spillover’ benefits from home ownership are large enough to offset this ‘over’ investment due to the deduction.  There are also equity issues.  For the same size mortgage, households with higher incomes receive a bigger tax break because they are in a higher tax bracket.  So more of the tax break tends to go to the wealthiest households.

The Panel’s solution of replacing the deduction with a credit would have the advantage of allowing some households with mortgages, who do not now itemize, to receive this credit.  But most other households in the City would have the size of their tax break reduced.  The impact would be particularly significant for newly purchased homes.  The Panel would limit the credit to interest on mortgages of up to $411,704, roughly the mortgage on a property that sells for $500,000.   This sounds like a lot, but in Manhattan the median sales price for an apartment was $700,000 in October 2005.
   Thus, New York City residents would lose more from the Panel’s proposals than people in most other parts of the country.       

As a way of promoting home ownership, the interest deduction has its limits.  Making the financing of a home cheaper boosts the demand for housing, which can lead to higher pricing.  The Advisory Panel’s report fails to consider the impact of tax changes on home prices.    By one estimate, the loss of the mortgage deduction would reduce the average price of a home nationally by as much as 16 percent.  Since the Panel’s proposal reduces but does not eliminate the tax benefit for mortgage interest, the impact could be significantly less than this.
 But it would arguably be concentrated in areas, such as New York City and its surrounding region, where median home prices significantly exceed the national average and where taxable incomes are higher than the national average.   This decrease is of course unattractive to homeowners, but it would also impact on local government revenues that depend on residential property taxes. 
Deductibility of State/ City Taxes  

· Personal Income Tax: 

The Panel seeks to abolish the long-standing deduction for state and local taxes. Deductibility of mortgage interest and state and local taxes has existed since the modern income tax was instituted in 1913. Taxes that can be deducted include the personal income tax, property, and in some states-- those without a PIT-- sales tax may be deducted.

The primary rationale for the deductibility of state and local taxes is that the federal government should not be taxing people on income that already went to taxes.   Paying state and local taxes is not discretionary and should be considered in evaluating a

taxpayer’s ability to pay. 
  

Local governments provide benefits to residents at the cost of taxes paid by those residents.  In some sense these benefits are a kind of income and could, in principle, be treated like any other kind of income.  Taxes would then be deductible as a cost to obtain that benefit.  The problem, of course, is that the value of the benefits received from local government is not observable in a way that allows them to be taxed. Proponents of eliminating the deduction argue that local taxes can be used as a proxy for the value of the benefits. They ask why should the citizens of New York City, who choose to have a lot of services, receive a bigger federal tax break than those in communities that choose to have fewer services—the same position taken by the Panel.
 

The counterargument is that states and large local governments like New York City deal with diverse communities with a large range of income and needs.  In such a community one cannot assume that a household’s taxes reflect the benefits that the household receives from state and local government.
   In general, we would expect higher income households to pay more in taxes than they receive in benefits helping to fund both core state and local services, as well as services that one could argue should be provided by the federal government (such as homeland security) and those which the federal government mandates the locality to perform.  However, in the absence of an interaction between federal and local tax systems that recognizes this, high-income households could be inclined to leave for nearby communities that do not have low-income households to subsidize or that fail to provide essential services to these low-income households.
  Allowing deductibility helps to relieve some of this pressure and in a highly imperfect way may help to better match cost and benefits of local government across households and between communities.
  

Further, the deduction also helps to absorb some of the cost of federally mandated services – not fully covered by Federal aid such as Medicaid and TANF (which costs the city close to $4.5 billion annually) and homeland security
.  Nationally, states and localities that would be most affected by the loss of the deduction of state and local taxes “already get the short end of the stick with regard to federal expenditures which notoriously travel, on the main, from Blue State net taxpayers to Red State net recipients of federal handouts.”
  Residents and businesses in New York City already send over $13 billion to the Federal government more in taxes than they receive back in services.  As a result, the cost of raising funds locally will rise and reduce flexibility for this level of government.

Finally, federal taxes are not indexed to take into account differences in costs of living in communities like New York City.  If higher taxes and higher incomes reflect higher costs of living, a community like New York City would tend to be overtaxed.  Deductions like the mortgage interest deduction that capture the higher cost of housing and the state and local tax deduction that capture the higher cost of public services, imperfectly again help to compensate for this difference, albeit perhaps imperfectly.

In tax year 2003, over 37 percent of New York State taxpayers deducted state and local taxes from their Federal tax return, the vast majority of these, 73 percent, had AGI’s under $100,000.
  Around one-quarter of New York State taxpayers deducted interest from their Federal income tax with around 70 percent of these taxpayers having AIG’s under $100,000.    According to Council Finance calculations, these two deductions combined are worth around $6.3 billion to New York City residents.  

· Corporate Tax

Under Section 164(a) of the Code, corporations are also allowed to deduct state and local liability from their federal taxes.  This dates back to the origins of the income tax in 1913.
  To date, allowable deductible taxes include state and local taxes along with   federal taxes such as tariffs, excise taxes, social security, unemployment insurance and other payroll taxes

Though not often spoken of, the business deduction is even more of an aid to state and local governments that the personal one.  One study found the marginal tax subsidy for business (percentage of state local taxes offset by the deduction) more important than the household subsidy for all but one year in the 8 year study.
  For New York City alone, the total loss of this deduction would cost businesses $4.3 billion. 

Unlike the deduction for state and local taxes on the PIT, this deduction on the corporate tax has been little discussed in the economics literature and the Panel itself does not spend a long time discussing it.
   Indeed one prominent analyst expressed surprise that that the Panel was considering its elimination
.  The arguments in favor of eliminating the deduction are similar to those made for the personal income tax.  But it is somewhat harder to make the case that firms’ state and local taxes closely reflect the benefits that they receive.
  Elimination of the deduction would cause problems similar to those on the PIT.  It would particularly encourage firms to move to communities without low-income households to subsidize. 

In New York City and other costly places, taxpayers rely on utilizing the current deductions to reduce their federal tax liability. Taxes and the price of housing in the City are high but the City is made more affordable when taxpayers are able to offset some of these high costs with lower federal taxes. If the Panel’s recommendations on mortgage interest, deductibility of state and locate taxes, and the AMT were enacted alone, the loss of these deductions for state and local taxes and the current mortgage interest on New York City taxpayers would be more costly at least over the next several years than the elimination of the AMT.  

PROPOSED RES. NO. 1270-A

Proposed Reso. No. 1270-A rejects the proposals of the President’s Advisory Panel on Federal Tax Reform to eliminate the deductibility of state and local taxes and replace the deduction for mortgage interest.  The Resolution calls upon the President and Congress to reject these proposals and to index the AMT for inflation.


The Resolution notes that the City already has an enormous balance of payments deficit of approximately $13 billion with the federal government.  The elimination of the deductibility of State and local taxes and the limitations on treatment of mortgage interest proposed by the panel would seriously exacerbate this deficit, resulting in billions of additional dollars flowing from New York City taxpayers to the federal government. 

In the case of the deductibility of state and local taxes, the Resolution points out the inapplicability to New York City of the scenario portrayed by those who claim that the amount of state and local taxes paid by taxpayers is a “proxy” for the value of state and local services that taxpayers receive and that therefore these payments should not be given any more favorable treatment than other expenditures by taxpayers.  In New York City, personal income taxes and business taxes fund critical services for a vastly diverse population. Some of these services, such as anti-terrorism and security services, are over-funded by the federal government in other parts of the country and grossly under-funded in New York, others, such as Medicare, are mandated by the federal government and then under-funded relative to other jurisdictions, and almost all of these are more expensive to provide in New York City than in other parts of the country.

In the case of the proposal to replace mortgage interest deduction with a limited credit, the Resolution states that this is another proposal that would disproportionately harm New York City.  It would not only reduce the value of the deduction to most taxpayers currently using it, but could lead to the displacement of New Yorkers from their homes and a decline in New York City’s real estate market.


Finally, the Resolution recognizes that the AMT was initially instituted for valid policy reasons – keeping the highest earning taxpayers from avoiding taxes through the extensive use of deductions and exemptions.  However, the AMT is quickly becoming a hidden and unintended enormous tax increase on middle class tax taxpayers in the City.  Thus, the Resolution calls for an indexing of the AMT for inflation which would restore it to its original purpose of imposing a minimum tax on the wealthiest taxpayers who would, in its absence, be avoiding all or most of their tax liability.
Update

On December 12, 2005, the Committee on Finance and the Committee on State and Federal Legislation, held a joint hearing on Proposed Res. No. 1270-A. The Committee on State and Federal Legislation adopted the resolution by a vote of  5-0 on such day. 

Appendix One 

Summary of President’s Advisory Panel on Federal Tax Reform Recommendations

Table 1 Summary of Panel’s Recommendations

	Provisions
	Simplified Income Tax Plan
	Growth and Investment Tax Plan

	Households and Families

	Tax Rates
	Four tax brackets: 15%, 25%, 30%, 33%
	Three tax brackets: 15%, 25%, 30%

	Alternative minimum tax
	Repealed

	Personal exemption
	Replaced with Family Credit available to all taxpayers: $3,300 credit for married couple, $2,800 credit for unmarried with child, $1,650 credit for singles, $1,150 credit for dependent taxpayer; additional $1,500 credit for each child and $500 credit for each other dependent 

	Standard deduction
	

	Child tax credit
	

	Earned income tax credit
	Replaced with Work Credit (and coordinated with the Family Credit); maximum credit for working family with one child: $3,570; with two or more children, $5,800

	Marriage penalty 
	Reduced. All tax brackets, Family Credits, and taxation of Social Security benefits for couples are double those of individuals 

	Other Major Credits and Deductions

	Home mortgage interest
	Home Credit equal to 15% of mortgage interest paid; available to all taxpayers; mortgage limited to average regional price of housing (limits ranging from about $227,000 to $412,000)

	Charitable giving 
	Deduction available to all taxpayers (who give more than 1% of income); rules to address valuation abuses

	Health insurance
	All taxpayers may purchase health insurance with pre-tax dollars, up to the amount of the average premium (estimated to be $5,000 for an individual and $11,500 for a family)

	Education 
	Taxpayers can claim Family Credit for some full-time students; simplified savings plans

	State and local taxes 
	Not deductible

	Individual Savings and Retirement

	Defined contribution plans
	Consolidated into Save at Work plans that have simple rules; AutoSave features point workers in a pro-saving direction

	Defined benefit plans 
	No change

	Retirement savings plans
	Replaced with Save for Retirement Accounts ($10,000 annual limit) – available to all taxpayers

	Education savings plans
	Replaced with Save for Family Accounts ($10,000 annual limit); would cover education, medical, new home costs, and retirement saving needs; available to all taxpayers; refundable Saver’s Credit available to low-income taxpayers

	Health savings plans
	

	Dividends received 
	Exclude 100% of dividends of U.S. companies paid out of domestic earnings 
	Taxed at 15% rate

	Capital gains received 
	Exclude 75% of corporate capital gains from U.S. companies (tax rate would vary from 3.75% to 8.25%)
	Taxed at 15% rate

	Interest received (other than tax exempt municipal bonds)
	Taxed at regular income tax rates
	Taxed at 15% rate

	Social Security benefits
	Replaces three-tiered structure with simple deduction. Married taxpayers with less than $44,000 in income ($22,000 if single) pay no tax on Social Security benefits; fixes marriage penalty; indexed for inflation

	Small Business

	Rates
	Taxed at individual rates (top rate has been lowered to 33%)
	Sole proprietorships taxed at individual rates (top rate lowered to 30%);
Other small businesses taxed at 30%

	Recordkeeping
	Simplified cash-basis accounting
	Business cash flow tax

	Investment
	Expensing (exception for land and buildings under the Simplified Income Tax Plan)

	Large Business

	Rates
	31.5% 
	30%

	Investment
	Simplified accelerated depreciation
	Expensing for all new investment

	Interest paid 
	No change
	Not deductible (except for financial institutions)

	Interest received 
	No change
	Not taxable (except for financial institutions)

	International tax system
	Territorial tax system
	Destination-basis (border tax adjustments)

	Corporate AMT
	Repealed 


Table 2 Summary of Current Law

	Provisions
	Current Law (2005)

	Households and Families

	Tax Rates
	Six tax brackets: 10%, 15%, 25%, 28%, 33%, 35% 

	Alternative minimum tax
	Affects 21 million taxpayers in 2006; 52 taxpayers million in 2015

	Personal exemption
	$3,200 deduction for each member of a household; phases out with income

	Standard deduction
	$10,000 deduction for married couples filing jointly, $5,000 deduction for singles, $7,300 deduction for heads of households; limited to taxpayers who do not itemize

	Child tax credit
	$1,000 credit per child; phases out for married couples between $110,000 and $130,000 

	Earned income tax credit
	Provides lower-income taxpayers refundable credit designed to encourage work. Maximum credit for working family with one child: $2,747; with two or more children: $4,536

	Marriage penalty 
	Raises the tax liability of two-earner married couples compared to two unmarried individuals earning the same amounts

	Other Major Credits and Deductions

	Home mortgage interest
	Deduction available only to itemizers for interest on up to $1.1 million of mortgage debt

	Charitable giving 
	Deduction available only to itemizers

	Health insurance 
	Grants tax-free status to an unlimited amount of premiums paid by employers or the self-employed. 

	State and local taxes
	Deduction available only to itemizers 

	Education 
	HOPE Credit, Lifetime Learning Credit, tuition deduction, student loan interest deduction; all phase out with income

	Individual Savings and Retirement

	Defined contribution plans
	Available through 401(k), 403(b), 457, and other employer plans

	Defined benefit plans 
	Pension contributions by employers are untaxed

	Retirement savings plans
	IRAs, Roth IRAs, spousal IRAs – subject to contribution and income limits

	Education savings plans
	Section 529 and Coverdell accounts

	Health savings plans
	MSAs, HSAs, and Flexible Spending Arrangements 

	Dividends received 
	Taxed at 15% or less (ordinary rates after 2008)

	Capital gains received 
	Taxed at 15% or less (higher rates after 2008)

	Interest received (other than tax-exempt municipal bonds)
	Taxed at ordinary income tax rates 

	Social Security benefits
	Taxed at three different levels, depending on outside income; marriage penalty applies

	Small Business

	Rates
	Typically taxed at individual rates

	Recordkeeping
	Numerous specialized tax accounting rules for items of income and deductions

	Investment
	Accelerated depreciation; special small business expensing rules allow write-off of $102,000 in 2005 (but cut by ¾ in 2008)

	Large Business

	Rates
	Eight brackets: 15%, 25%, 34%, 39%, 34%, 35%, 38%, 35%

	Investment
	Accelerated depreciation under antiquated rules

	Interest paid 
	Deductible

	Interest received 
	Taxable

	International tax system
	Worldwide system with deferral of business profits and foreign tax credits

	Corporate AMT
	Applies second tax system to business income


Source: The Presidents Advisory Panel on Federal Tax Reform, “Simple, Fair and Pro-Growth: Proposals to Fix America’s Tax System”, November 2005.  pp. XIV-XV.

Appendix Two

Calculating the Federal AMT for the Personal Income Tax

The determination of AMT liability, if any, involves an eight-step process:

1. The taxpayer must calculate his regular tax liability. The regular income tax rules

provide preferred treatment for certain types of income and allow taxpayers to

claim certain exemptions, deductions, exclusions and credits.

2. The taxpayer must determine whether he is subject to additional tax under the

AMT regime. The IRS provides a 12-line worksheet (Worksheet To See if You

Should Fill in Form 6251) to help taxpayers determine whether they may be

subject to the AMT. If the worksheet indicates that a taxpayer is potentially

subject to the AMT, the taxpayer must complete Form 6251 (Alternative Minimum

Tax – Individuals), which contains 55 lines. Many taxpayers are required to

complete Form 6251 – only to find that they do not have an AMT liability.

3. The taxpayer must compute his alternative minimum taxable income (AMTI) on

Form 6251. This computation generally requires taxpayers to give up the benefit

of tax preference items to which they are entitled under the regular tax system

(e.g., dependency exemptions, a standard deduction, and itemized deductions

for state and local taxes, employee business expenses and legal fees). (See below for a more complete list of the tax preference items covered by the AMT).
4. The taxpayer must determine an “exemption amount” to which he is entitled

based on filing status. The AMT exemption amounts are temporarily boosted to

$58,000 for married taxpayers and $40,250 for most other taxpayers. After

2005, however, the exemption amounts are scheduled to drop back to $45,000

for married taxpayers and $33,750 for most other taxpayers. The exemption

amount is phased out for married taxpayers with AMTI exceeding $150,000 and

non-married taxpayers with AMTI exceeding $112,500.
5. The taxpayer must compute his “taxable excess” by subtracting the exemption

amount from his AMTI.

6. A taxpayer with positive “taxable excess” must compute his “tentative minimum

tax.” A “taxable excess” of $175,000 or less is taxed at a 26 percent rate and

any additional “taxable excess” is taxed at a 28 percent rate. The sum of the two

amounts is the “tentative minimum tax.”
7. The taxpayer must compute his “alternative minimum tax” or “AMT.” The AMT is

equal to the excess of the taxpayer’s tentative minimum tax, if any, over his

regular tax liability (reduced by any tax from Form 4972 (Tax on Lump Sum

Distributions) and any foreign tax credit from Form 1040). If the net result is a

negative number or zero, the taxpayer does not owe AMT.

8. If the taxpayer owes AMT, he computes his final tax liability by adding his regular

tax liability and his AMT liability.
Source:  Nina E. Olson, “Statement of the National Taxpayer Advocate” Testimony submitted to Subcommittee on Taxation and IRS Oversight of the Committee of Finance, United States Senate, May 23 , 2005,  pp5-6 

Some of the Tax Preference Items covered by the AMT:

Local taxes paid
Home Mortgage interest.

Investment Interest expense deduction not allowed.

Interest from Private Activity Bonds must be adjusted.

Qualified small business stock must be adjusted or disallowed.

Exercise of small business stock is limited.

Large Partnerships losses must be adjusted.

Disposition of property adjustment 

Gain or loss from sale or casualty gain or loss.

Depreciation must be refigured on certain assets. 

Passive Activities gains and losses most be refigured.

Loss limitations if not all at risk. 

Circulation Costs adjustment for publications.

Long term Contracts must use percent of completion method.

Mining Costs must be amortized over 10 years.

Research and experimental costs must be amortized over 10 years.

Installment sales do not apply for AMT.

Intangible drilling costs are limited by the net income from the well.

Pollution Control deduction is not allowed under AMT.

Tax Shelter Farm activities must be adjusted. 

Charitable Contributions of certain property must adjust bases.

Alcohol Fuel credit must be adjusted.

Source:  Instructions IRS Form 6251.
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