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After the Revolution, What Next For Federal Tax Reform?
First Steps Toward a Fair and Sustainable Tax System

A
fter twelve years of anti-tax leadership in
Congress, the tax-writing committees on
Capitol Hill are under new management—

and the incoming leaders face a daunting task.
Tax cuts engineered by the Bush Administration,
and passed by a compliant Republican Congress,
have made federal taxes much less progressive—
and have created chronic budget deficits that
show no signs of going away. As 2007 begins,
the new Democratic leadership in Congress faces
the difficult task of restoring a fair, sustainable
federal tax system. Fortunately, there are reform
options that would clearly help achieve these
goals. Here’s a quick overview:

1. Reform the individual Alternative Minimum
Tax. The Alternative Minimum Tax (AMT) plays
an important role—ensuring that all wealthy
individuals pay at least some federal income tax.
But there are a number of weaknesses in the
AMT that should be fixed immediately.

The rationale behind the AMT’s creation was
that if Congress could not find the political will
to repeal the loopholes in the regular income
tax, it could at least enact a backup tax, which
would apply a lower tax rate to a much broader,
virtually loophole-free tax base. But legislation
enacted since 1993 has substantially weakened
the AMT. The same capital gains tax breaks that
reduce the fairness of the regular income tax are
now allowed against the AMT. Eliminating this
and other loopholes in the AMT base should be
a first step in reforming this important tax.

Of course, the main AMT problem on the
radar screens of most Americans is that more
and more upper-middle-income taxpayers are
falling into it. This is due primarily to Bush’s cuts
in the top regular income tax rates without a
corresponding cut in the AMT rate, and (to a
lesser degree) to the fact that the AMT is not
adjusted for inflation. Short-term increases in
the AMT exemption have temporarily mitigated
this problem, but a long-term solution is needed.
One approach would be to make the increased
exemptions permanent, indexed for inflation. 

The trillion-dollar 10-year price tag for a per-
manent hike in the AMT exemption may sound
daunting, but repealing the special low AMT
rates on capital gains and dividends would help
pay for this necessary reform—and would help
restore the AMT to its former place as a vital
backstop to the regular income tax.

2. Reform estate & gift taxes: Anti-taxers often
complain about the alleged burdens of the
federal estate tax. But these taxes can often be

continued on page 2
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From the Director’s Desk
Dear Friends,
It’s a brand new day for advocates of a fair and sustainable federal tax system. For the first time in a dozen years, the tax writing
committees in both houses of Congress will be in the hands of Democratic leaders. As a result, 2007 will likely be the first year
of the Bush Administration in which major new tax cuts are not enacted—welcome news for advocates of fiscal sanity.

Of course, this doesn’t mean that the nation’s budgetary mess will be instantly resolved. Incoming House Ways and Means
Committee chairman Charlie Rangel has sent clear signals that he will not make repealing the Bush tax cuts a priority between
now and 2008. While this stance is disappointing to those of us who think the Bush Administration’s tax cuts have been squarely
to blame for our current budget deficits, it’s a politically understandable response. After all, any effort by Congress to repeal
elements of the Bush tax cuts before 2008 would almost certainly be vetoed by the President.

So what tax changes can we expect from the new Congress? Let’s start with the bad news. As we go to press, a lame-duck
Congress is threatening to give us one last dose of “business as usual” by passing yet another temporary extension of an array
of special-interest tax cuts known as “extenders.” Action on the extenders (most of which expired last year) will likely be complete
before Christmas. Few Americans outside of Capitol Hill know much about the gory details of the extenders—and that’s the way
Congress likes it. If you’d like to peer under this particular rock, check out our overview on page 4.

When Congress returns after the new year, it will be forced to come up with a solution to the Alternative Minimum Tax (AMT)
dilemma. Congress has allowed the AMT to gradually affect more and more upper-middle-income Americans over the years—
and the Bush tax cuts have made this problem much worse. Our cover story sketches out sensible reforms that can fix the AMT
mess—and also describes the broad outlines of a progressive tax agenda for 2007.

On the bright side, the new regime in Washington will likely be marked by a return to sensible budgeting rules. The “Pay As
You Go” (PAYGO) rules that helped to reduce deficits in the late 1990s are no longer in force—and our fiscal condition is much
the worse for it. The Democratic leadership has signaled that restoring PAYGO rules will be a top priority in 2007.

Since California’s Proposition 13 helped to defund the Golden State’s education system, ballot initiatives and referenda have
been used more for evil than for good. And when it comes to fiscal policy, the direct democracy process is still being dominated
by anti-tax zealots. Check out page 6 for a summary of this November’s ballot initiative action—and some thoughts on how
progressives can use direct democracy to their advantage.

Washington isn’t the only capital city in which a little fiscal house-cleaning is in order. State and local tax systems nationwide
are almost universally unfair (forcing low-income families to pay much more of their income in tax than upper-income families
must pay), and are often simply inadequate to meet state needs for funding education, health care, transportation and other
public services. But the good news is that state lawmakers have a variety of sensible options for bringing their tax systems into
the 21st century. Check out page 4 for a holiday wish-list of progressive state reforms.

Thank you all for your continued support.

Bob McIntyre

avoided through trusts and other complex
arrangements. These tax-avoidance schemes
should be curbed. On the other side of the
ledger, expanding the exemption for farms and
small businesses would help ensure that only the
truly wealthy will be subject to the tax in the
future. Congress could wait until 2011, when the
estate tax reverts back to its pre-Bush levels, to
enact these fixes. But these changes could also
be combined with an immediate move to repeal
the Bush administration’s estate tax cuts.

3. Reform use of “extender” tax breaks.  Con-
gress has made a practice of enacting a variety of
small tax breaks on a temporary basis and
subsequently extending them for one or more
years at a time. Few, if any, of these “extenders”
represent good tax policy—the research tax
credit, for example, has had little demonstrable
impact on U.S. research and development—but
the practice of allowing these breaks on a
temporary basis reduces the effectiveness of
each credit, and makes it harder for families and



3

The federal income tax treats capital
gains much more generously than
salaries and wages. Eliminating this
disparity will be an important step
towards tax fairness.

businesses to plan ahead. Felicitously, more than
a dozen “extender” tax breaks have expired in
2006. Congress should decide whether each of
these tax breaks represents sound fiscal policy,
and should either permanently enact them—or
pull the plug. 

4. Tax capital gains and dividends the same as
other income. One of the greatest achievements
of the 1986 Tax Reform Act was to tax capital
gains at the same rates as wages or other
income. (Previously, capital gains had been 60
percent tax-exempt). But as a result of the Bush
Administration’s 2003 capital gains tax cuts,
capital gains are once again taxed at a much
lower rate than the salaries and wages that are
most important for working families. The same
low rates now also apply to dividends. Repealing
the Bush capital gains and dividend tax cuts
would be a first step toward tax parity. 

5. Allow the IRS to enforce the law. Under GOP
leadership, the Internal Revenue Service has
been denied both the authority and the means
to crack down on tax cheating. As a result,
hundreds of billions of dollars a year in taxes
legally owed go uncollected, and the biggest tax
evaders are wealthy individuals and corpora-
tions. Incoming House Ways and Means Com-
mittee chair Charlie Rangel has said that closing
this “tax gap” will be high on his 2007 agenda. A
few simple reforms—expanded reporting re-
quirements, tougher penalties and so forth—can
go a long way toward restoring our nation’s
ability to enforce its own tax laws.

6. Curb oil & gas loopholes. Oil and gas com-
panies have been among the biggest bene-

ficiaries of the Republican leadership’s tax-break
largesse since 2001. Even the most profitable oil
companies can sharply reduce their taxes by
writing off many of their capital costs im-
mediately, and some can take deductions for so-
called “percentage depletion”—which has no
connection with actual expenses. These special
oil and gas tax subsidies should be repealed. 

7. Curb excessive depreciation write-offs. On
their tax returns, businesses write off the cost of
their equipment considerably faster than it
actually wears out. This is the single biggest cor-
porate loophole in the tax code, costing hun-
dreds of billions of dollars over the next five
years. In fact, when equipment is purchased with
borrowed money, the current system produces
outright “negative” tax rates—such investments
are more profitable after tax than before tax! As
a result, corporate buying and selling of excess
tax breaks through equipment “leasing” deals
are widespread. Equipment “depreciation” write-
offs should be scaled back to better reflect real
wear and tear and obsolescence.

8. Tax multinational corporations. Multi-
nationals are supposed to pay taxes on the
profits they earn in the U.S. But our tax laws
often fail to achieve this goal. IRS data show that
foreign-owned corporations doing business here
typically pay far less in U.S. income taxes than do
purely American firms with comparable sales and
assets. At the same time, the loopholes that
foreign companies use are also used by U.S.-
owned multinationals, and even provide
incentives for American companies to move
plants and jobs overseas. We need to overhaul
our rules governing international allocation of
profits, to protect our tax base and our workers.

For better or for worse, the rhetorical battle
lines in the federal tax policy fight have been
drawn around the question of repealing the Bush
tax cuts. But many of the sensible reforms
outlined here can form the basis for a bipartisan
approach to sustainable tax reform. 
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One Last Dose of “Business As
Usual” : Extending The Extenders

When the new Congress returns to Wash-
ington in January, many faces will have

changed. But one thing remains the same:
members of Congress of both parties still love to
shower corporate interests with targeted tax
breaks to encourage campaign donations. As of
this writing, a package of extensions for a group
of special-interest tax breaks, known on Capitol
Hill as “extenders,” is quietly building momen-
tum for passage in a pre-Christmas lame-duck
session of Congress. The package, with an
estimated cost of $38 billion, would extend both
of these tax breaks for two years rather than
codifying them permanently—after all, corporate
interests would have no incentive to make
campaign contributions if they didn’t have to
return to the Hill every year to grovel. 

The biggest tax break among the extenders,
at a cost of $16.5 billion over two years, is the
research credit. This tax credit for companies
doing what is very loosely defined as “research
and experimentation,” has a peculiar following
among politicians who claim to support free
markets. They argue that markets do not work in
this context, because they don’t provide suffi-
cient incentives for companies to do research.
Sadly, they claim, companies that invest in re-
search don’t get to keep all the profits it
produces. Instead, some of the benefits inevita-
bly leak out to help other companies and people.
Actually, research is already among the most
profitable kind of investments that companies
undertake, and they can obtain patents and
copyrights to protect the software, medicines or
other products they create. 

It may be perfectly true that a company’s
research may benefit others eventually, but
that’s equally true of many other things. For
instance, if you build a nice looking home,
passers-by will get much of the benefit. Should
you get a government subsidy for your good
taste? Should restaurant owners get a subsidy

because people who eat end up being more
productive than those who are starving?

Actually, restaurants actually do seem to feel
entitled to government subsidies for their role in
alleviating hunger. How else could we explain
the $5.7 billion tax subsidy in the extenders bill
for “qualified leasehold and restaurant improve-
ments and new restaurant property?”

The third largest tax break in the package is
the deduction for state and local sales taxes, at
a cost of $5.5 billion. Politicians from states that
rely mostly on sales taxes argue that it’s unfair
for the federal government to allow a deduction
for state income taxes, but not for sales taxes.
But this misses the larger point. Sales taxes are
inherently regressive—and this deduction
cannot remedy that since it is itself regressive.
Lower-income people pay much more of their
incomes in sales taxes than do the wealthy, but
lower-income people also are unlikely to itemize
deductions on their federal returns—and are
thus less likely to enjoy this tax break.

It seems unlikely that we would offer huge
direct subsidies to big corporations that conduct
profitable research and even less likely that we’d
subsidize restaurants that redecorate, or give
higher-income people rebates on their sales
taxes. Why, then, should we feel any better
about doing the exact same things through the
tax code?

A Wish List for Progressive
State Tax Reform in 2007

The changing political winds in Washington,
DC have given progressive advocates re-

newed hope that responsible federal tax reforms
can be enacted over the next two years. But the
tax policy challenges threatening state and local
tax systems remain just as acute as those facing
Congress. But all is not lost: there are a variety
of sensible progressive reform options available
that can help ensure the fairness and adequacy
of state tax systems in the 21st century. Here’s a
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quick, and generalized, sketch of an agenda for
progressive tax reform in your state:

L Make “Simple” a Progressive Word. All too
often, the language of tax simplicity has been co-
opted by anti-tax advocates who want you to
believe that the words “fair” and “flat” are
synonymous. Most recently, Republican leaders
in the Georgia legislature have called for a
“fairer, flatter” tax system—to be achieved
primarily by repealing the state’s progressive
personal income tax. But especially at the state
level, tax simplification can be—and should be—
a tool to make tax systems more progressive,
not less. The first step toward a simpler income
tax is identifying—and eliminating—the dozens
of tax loopholes, usually designed to benefit
wealthier taxpayers, that litter state income tax
codes. Simplicity is essential to build public
support for adequate taxes. Simplicity and
fairness can go hand in hand—but the public will
only realize this when progressives incorporate
this language into their tax reform messages.
L Let the Sunshine in (part 1). Much more so
than at the federal level, state policymakers
often simply don’t know what’s wrong with their
tax system—or how to fix it. But a few states
now publish regular informational reports that
make it clearer to lawmakers, the media, pro-
gressive advocates and the public what’s
working (and what’s not) in their state’s tax
system. A good place to start is a tax expenditure
report, which is basically a laundry list of all the
loopholes in each state’s sales tax, income tax,
property tax and corporate tax. A good tax
expenditure report will identify all of these
loopholes, will estimate their annual cost, and
will provide a frank evaluation of whether these
tax breaks are achieving their intended purpose.
L Let the Sunshine in (part 2). In recent years,
virtually every state has seen its corporate tax
revenues fall sharply. While part of the problem
is creative accounting by multi-state corpora-
tions, lawmakers have also helped dig this hole
themselves by doling out billions of dollars in

corporate tax giveaways. And all too often,
lawmakers aren’t asking basic questions about
who benefits from these giveaways—and what
the state is getting for its money. But a few
states are now implementing laws requiring
public disclosure of corporate tax breaks. In
states such as Illinois, lawmakers and the public
can easily find out which companies benefit from
tax incentives for job creation, how many jobs
are being created as a result of these tax breaks,
and how well these jobs pay. Big multi-state
companies have found it all too easy in the past
to extract tax breaks from willing lawmakers. But
when the public (and the small businesses who
must compete with big businesses) know just
how little they’re getting in return for the
wasteful tax incentives their lawmakers have
created, it will be much harder for Fortune 500
companies to negotiate future tax breaks. 
L Tax Dog Grooming and Interior Decorating.
If your state has a sales tax, it was most likely
enacted during the Great Depression—and you
can tell. Most state sales taxes apply to the
goods families spent their money on at that time
— clothing, food, books—and do not apply to
the services that families (especially upper-
income taxpayers) purchase in the 21st century.
There’s no good reason why a dollar spent on
household supplies shouldn’t be taxed the same
way as a dollar spent on a dog-grooming service
—but most state tax systems are set up to give
a tax break to the dog-groomer. It’s not always
politically easy to eliminate these loopholes—for
example, few people knew there was a tattoo
parlor lobby in Ohio until Ohio lawmakers tried
to apply the sales tax to tattoo services—but it’s
the right thing to do. 
L Enact an Earned Income Tax Credit. Policy-
makers as diverse as Ronald Reagan and Bill
Clinton have long argued against taxing poor
working Americans further into poverty. Twenty
states now allow an Earned Income Tax Credit
(EITC) to help offset the regressive sales and
property taxes that weigh most heavily on low
income families—but many of these states
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provide only a minimal credit. Expanding state
EITC’s, or enacting them in the 20-odd states
that still do not allow one, is probably the single
best targeted tax reform for working families. 
L Enact Real Property Tax Reform for Fixed-
income Families. State lawmakers of all stripes
agree on what’s wrong with the property tax:
fixed-income families, especially seniors, often
see their property taxes go up dramatically
simply because of rapid growth in home values.
But anti-tax advocates typically use these seniors
as a shell game to enact unaffordable property
tax cuts for even the wealthiest families. Policy-
makers who are truly concerned about fixed-
income families are proposing targeted “circuit
breaker” tax credits. Just like an electric circuit
breaker, this property tax credit reduces prop-
erty taxes in excess of a certain “overload” level.
A generous circuit breaker can make a state’s
property tax more responsive to “ability to pay”
concerns without breaking the bank. 
L Rethink Income Tax Breaks for Seniors. Most
states offer special income tax exemptions for
seniors. These tax breaks are least expensive
when they are targeted to the fixed-income
seniors for whom these breaks are most
meaningful. The many states that provide
universal exemptions for pension and Social
Security benefits will find these tax breaks
increasingly unaffordable as the baby boomers
retire en masse.
L Strengthen Corporate Income Taxes. Some
observers have argued that state corporate
income taxes have become so decimated by
enacted tax loopholes and unauthorized tax
avoidance schemes that it’s no longer worth the
trouble of collecting. It’s true that corporate tax
yields are plummeting—but the good news is
that in virtually every state, there are easily
enforceable options available that can help
restore fairness to corporate taxes.

Tax Policy at the Ballot:
2006 and Beyond

In the quarter century since California’s Propo-
sition 13 instituted irresponsible property tax

cuts and precipitated the long, slow decline of
that state’s public schools, the use of ballot
initiatives and referenda to change state tax laws
has rarely been pretty—and this year was no
exception. Thirty seven states allowed voters to
pass direct judgment on questions of public
policy, and Arizona voters alone saw 19 separate
ballot measures this November. State lawmakers
nationwide are now using the ballot box to seek
validation for their tax policy ideas—and, in
some cases, are passing the buck entirely on
politically tough fiscal policy choices to voters.
The good news is that this year, voters generally
refused to ratify the very worst tax deforms put
forth by anti-government advocates. Here’s a
quick rundown on last month’s results.
L Three strikes against “TABOR” tax caps.
Immediately after the November 2004 elections,
well-funded anti-tax advocates began a syste-
matic effort to put harmful tax caps on the 2006
ballot in as many as 25 states. Referred to by
their advocates as a “Taxpayers Bill of Rights” or
TABOR, these proposals would have put strict
caps on the amount by which state spending
and/or revenues could grow in each year.
Despite being bankrolled by wealthy out-of-state
interests, TABOR only made the ballot in three
states this November. Even better, all three of
these states—Maine, Nebraska and Oregon—
summarily rejected the proposed caps.
L Estate tax repeal. Since Congress voted to
repeal the federal estate tax in 2001, Washing-
ton State, like many other states, has taken steps
to preserve its own estate tax. Anti-tax advo-
cates sought to repeal the state’s estate tax this
fall through a ballot measure, but 60 percent of
Washingtonians voted to keep the estate tax.
L Cigarette Taxes. Some tax-averse lawmakers
appear to think that taxing smokers is the only
acceptable way to fund services in the 21st
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CTJ’s Congressional Tax Report Card
Gives Failing Grade to Many

Incumbents; 23 Lose Election Bids

On Tuesday, November 7,  24 incumbent
members of Congress lost in their reelection
bids. Of these,  23 received a failing score on
CTJ’s Congressional Tax Report Card—and 20
actually scored a zero on CTJ’s report card. To
find out how your lawmaker scored on CTJ’s
report card, check out our website at
http://www.ctj.org/pdf/reportcard2006.pdf .

century. California and Missouri rejected ballot
measures that would have hiked the cigarette
tax to pay for health care. With no apparent
irony, voters in Arizona and South Dakota
enacted cigarette tax hikes that will pay for the
growing costs of health care—while simulta-
neously funding efforts to prevent smoking.
L Capping Property Taxes. No one would ever
mistake South Dakota for California. But anti-tax
interests in South Dakota supported a ballot
issue this fall that would have imported the most
harmful provisions of the Sunshine State’s
lamented Proposition 13 tax cap. 80 percent of
South Dakotans rejected the proposed cap.
However, South Carolina voters approved a
similar measure that will limit the growth of
taxable home values to 15 percent every 5 years
(that is, 3 percent per year). The likely impact of
this cap? A shift in the property tax load away
from wealthier South Carolinians toward low-
income families and small businesses.
L Equalizing education funding . More  and
more states are taking steps to ensure that local
school districts have sufficient revenue to fund
public education. In Alabama, voters ratified a
ballot measure that will increase the minimum
amount of property tax effort that must be made
for each school district. The measure is designed
to shift local governments away from their
historically-high reliance on sales taxes. 

At the other end of the alphabet, Wyoming
voters gave the thumbs up to a proposal that
will make it easier to share state property taxes
between a few wealthy school districts in which
oil-industry tax revenues are generating huge
surpluses, and non-mineral districts in which
schools remain inadequately funded. Wyoming
voters are to be congratulated for recognizing
that local property tax bases are often in-
equitably distributed in a way that does not
reflect local tax effort at all.

Direct Democracy: A Tool for Progressives?
Since the passage of California’s Proposition

13, tax issues have frequently been the topic of

ballot initiatives and referenda—but almost
without exception, it has been anti-tax advo-
cates and business interests who have used this
tool most effectively. But there are promising
signs that progressives are waking up to the
potential uses of ballot initiatives on economic
justice issues. Six states used the ballot to hike
their minimum wage this November. And
Oregon progressives sought last year to gain
enough signatures to put a corporate tax dis-
closure measure on the November ballot. This
immensely popular measure was withdrawn for
strategic reasons, but demonstrated more than
enough popular support to qualify for the ballot.

Of course, a strong case can be made that in
general, the details of tax policy are too arcane
and complicated to be adequately evaluated in
an up-or-down ballot question. But progressives’
recent experience with minimum wage and
corporate tax disclosure shows that this ad-
mittedly flawed tool for tax reform can be as
useful to advocates of a fair and sustainable tax
system as it has been to those who would
“drown government in a bathtub.” Here’s hoping
that progressives will draw energy from their
successes—and the right wing’s failures—in this
year’s ballot struggle.
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It’s a Whole New Ballgame! 
For the first time in a dozen years, we have a real opportunity to restore fairness and

sustainability to the federal tax system. Allow us to share with you something that James
Carville said recently:

“Imagine—you’ve just been elected president. Like most of us, you want your children and
grandchildren to grow up in a great country. But you face a deficit that some say will require you to
severely cut Medicare, Social Security and most other government programs.

“The elephant in the room is tax policy and how it will have to be changed in this anti-
government climate. What do you do? And who do you listen to? 

Fortunately we have the guy who can help us—Bob McIntyre and the two organizations he runs,
Citizens for Tax Justice (CTJ) and CTJ’s research arm, the Institute on Taxation and Economic Policy
(ITEP). These are the most capable folks working on federal and state tax policy in the entire
country.”

Thank you for your past support. We hope you will continue in that tradition—it makes
what we do possible.

With great appreciation from all of us at CTJ and ITEP 

Citizens for Tax Justice
Institute on Taxation & Economic Policy
1616 P Street, NW
Suite 200
Washington, DC 20036

202.299.1066
888.626.2622 (toll-free)
e-mail: ctj@ctj.org
www.ctj.org
www.itepnet.org

Working Assets members, you have until the end of the year to vote in the annual campaign.
If you have not yet cast your ballot, please go to www.workingassets.com/voting to give your
support to CTJ.

  The CTJ & ITEP Newsletter December 2006  
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