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 Suggested Legislation 
to Remedy Unfairness Destroying Americans with 300% Tax Rates
Background:  

Tens of thousands of hardworking Americans are being financially destroyed by tax rates exceeding 100% – and reaching as high as 500% or more - of their entire income.  These Americans belong to the hardworking, entrepreneurial group of workers that are the engines of the U.S. economy.  They were caught in the “Perfect Storm” of events in early 2000, trapped by a complex, unintended anomaly in the tax code that subjected them to colossal taxes on phantom “income” they never will receive.  Engineers and administrative assistants owe $200,000 or more, and mid-level executives owe $1,000,000 or more on stock on which they never saw financial gain.  It is almost unbelievable this is happening in America.
The Proposed Legislation:  

The Coalition for Tax Fairness proposes legislation which will respects the Congressional purposes of the Tax Code by aligning the AMT prepayment structure with the regular tax code incentives for ISOs in a comprehensive and consistent manner.  The Proposed Bill generates revenue by ensuring that everyone pays their fair share, while at the same time ensuring that the AMT ISO provisions will no longer unintentionally impose exorbitant and devastating tax liability on honest taxpayers.  The refund provisions for past taxpayers resolve the current injustice where taxpayers are being subjected to unintentional and outrageously disproportional tax rates and irretrievable tax prepayment credits.  Key provisions include:
1.
For exercises during and after year of enactment:

a.
Bill changes the current AMT/ISO prepayment rate (ordinary AMT income rate 26%/28%) to AMT capital gains rate.

b.
Valuation of stock, and year of inclusion in income, shifts from date of exercise to one year after date of exercise.  Under current law, and unchanged by the bill, option qualifies as ISO only if option is granted at least two years before disposition and stock is held at least one year.  

2.
For exercises prior to the year of enactment:

a.
AMT credits currently being carried forward (and penalties and interest already paid with respect to AMT/ISO liabilities) are returned in connection with the first three tax returns filed after the date of enactment.  The amount returned each year is the greater of one-third of the AMT credit (including penalties and interest already paid) or the regular tax liability reported on the return.

b.
Any unpaid AMT/ISO liabilities with interest and penalties are abated in connection with the first three tax returns filed after the date of enactment.

3.
To Ensure Fair and Equal Compliance and Enforcement, the bill provides that the issuer must report all ISO taxable events to the taxpayer and the IRS.

Positive Effects of Proposed Legislation: 

New Valuation Date Aligns AMT Prepayment with ISO Incentives:  The Proposed ISO AMT Legislation matches (a) the date on which the AMT prepayment tax is imposed, with (b) the date on which the underlying stock becomes a long-term capital asset.  This new valuation date generally will be one year after exercise, at which point the taxpayer can satisfy the AMT tax by paying the proportional amount of current value.  The vagaries of the stock market, during the period prior to the stock becoming a long-term capital asset, will no longer create the unintended “trap” or Hobson’s choice for taxpayers. 


Compliance Provisions Generate Revenue:  Current law does not provide for matching notice to the IRS when a taxpayer exercises ISOs.  Accordingly, the only people paying the ISO prepayment tax are honest self-reporters.  Given the devastation visited on these honest self-reporters, and the fact that no independent reporting exists, compliance is at an all-time low.  The Proposed Bill requires companies to provide matching reports to the IRS (as are currently required for NQOs), allowing the IRS to track when AMT prepayments are owed, without additional cost to the companies.  This matching provision, along with the fair and equitable payment provisions, combine to remove reporting disincentives and add reporting incentives, thereby bringing compliance to virtually 100% and generating substantial revenue (The recent examples of compliance revenue generation in both the TIPS program and the tax shelter amnesty programs highlight the beneficial effect – both from a fairness and a revenue generation standpoint – of full compliance with a fair law.)

Provisions Treat Taxpayers Fairly for Past Years:  Honest taxpayers are being subjected to disproportional and devastating tax rates for past ISO exercises, and payments are generating irretrievable AMT “credits” which are in essence a lifetime (or longer) interest free loan to the government.  Because taxpayers didn’t realize any economic gain or made significantly less than the “phantom” income on which they are being taxed, many taxpayers have taken our loans themselves (on which they are paying interest) to then turn around and make this loan to the government.  The Proposed Bill provides for a refund of these overpayment credits in the next 3 filing periods, thereby avoiding the injustice of forcing taxpayers to make a lifetime interest-free loan to the government based on future income they will never receive.

Conclusion

The Coalition for Tax Fairness strongly supports efforts to comprehensively overhaul or eliminate the Alternative Minimum Tax system and install a straightforward, fair and balanced tax regime.  However, the reality faced by many ISO AMT taxpayers, is that their situation is at crisis stage and they cannot wait for relief during the time needed to develop and implement a comprehensive overhaul to our tax code. 

The Coalition for Tax Fairness therefore urges this Tax Panel to support much needed immediate relief for these American taxpayers trapped by a complex tax provision and subjected to an unintended, devastating, and unfair effect of the AMT treatment of incentive stock options.    
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