HISTORY

A minimum tax in one form or another has been part of the tax code since 1969. The Alternative Minimum Tax (AMT) was originally enacted by Congress to reinflate the tax bills of wealthier individuals who used various credits, deductions and other tax breaks to slash their regular tax liability down to little or nothing.

However, with the passing of the Tax Relief Act of 1997, this “rich man’s” tax basically became obsolete for the wealthy as many of the above credits, deductions and other tax breaks were eliminated.

But, because the AMT was never indexed for inflation, it has begun to become a problem for the middle-income taxpayers. Still, the AMT currently affects a very small minority of taxpayers.

TAX RELIEF ACT OF 2001

The Tax Relief Act of 2001 will cause many millions more middle- and upper-income taxpayers to fall prey to the dreaded alternative minimum tax (AMT) in the years ahead.

In what some in Congress refer to as a ticking tax "time bomb," the number of individuals afflicted by the AMT is projected to skyrocket, from 1.4 million this year to 35.5 million in 2010, according to projections by the Congressional Joint Committee on Taxation.

Those affected will find the AMT reinflating their tax bills and complicating the process of filling out tax returns and tax planning throughout the year.

About half of the projected increase in AMT victims is attributed to the fact that the

 AMT exemption, which protects most people from the AMT, isn't adjusted for inflation. 

The other half of the looming AMT problem – or 18 million individuals – is blamed on changes made by the Tax Relief Act of 2001, particularly the reduction in income tax rates. For those afflicted, the AMT will effectively reduce or completely eliminate the benefit of the new law's rate cuts.

Congressional tax-writers were well aware of the AMT problem when they drafted the tax-cut bill. But they decided to largely ignore the AMT issue because of the high cost of providing an adequate fix. Addressing the AMT problem would have forced them to leave out or scale back some popular tax breaks in the legislation.

THE ROOT OF THE PROBLEM

In essence, the alternative minimum tax is a shadow tax system. If individuals take advantage of too many special tax breaks – bringing their regular tax bill down too far – the AMT takes over and reinflates that tax bill. Taxpayers calculate their tax liability first under the conventional method and then under the AMT. They pay whichever tax is higher.

While the AMT rates of 26 and 28 percent are lower than the top regular tax rates, the AMT rates are assessed on a much broader base of income. Many expenses that are deductible under the regular tax (such as state taxes and most types of "miscellaneous" itemized expenses) are disallowed under the AMT computation. Deductions for personal exemptions also aren't allowed under the AMT, which is why a growing number of middle-class families with children are expected to become subject to the AMT.

Most taxpayers have been shielded from the AMT by a large exemption ($45,000 on a joint return, $33,750 for singles and heads-of-household.) But because the exemption isn't adjusted for inflation, the AMT claims more victims each year as wages rise with inflation. 

The new law does provide a small and temporary increase in the exemption amounts – $4,000 for joint returns and $2,000 for unmarried individuals. But because the increase is small and temporary (lasting only through 2004), the change will have only a minimal impact on the AMT problem. The new law also protects some personal tax credits, such as the child tax credit, from being reduced by the AMT. (Such protections were only temporary under prior law.)

But other changes made by the new law will greatly exacerbate the AMT problem, doubling the number of projected AMT victims. The main reason is that Congress didn't reduce AMT rates in line with the scheduled reduction in regular income tax rates.

As a result, the difference between AMT rates and regular tax rates will shrink as marginal tax rates are reduced. And that will cause many millions more taxpayers to be hit by the AMT.  

Tax analysts pointed out this AMT problem when President Bush unveiled his original tax-cut plan in December 1999 during the presidential election campaign. (The Bush plan included an across-the-board cut in income tax rates similar to the rate reduction approved by Congress with the exception that it was tilted more toward the very wealthy.) While the Bush campaign was aware of the problem early on, they didn't alter their tax-cut plan. Fixing the AMT problem would have meant either sharply increasing the cost of the tax cut or trimming back some of the tax breaks in the plan.

AN EXPENSIVE FIX

When the tax-cut legislation was being debated, Congressional leaders on both sides of the political aisle acknowledged the AMT problem needs to be addressed in the future.

But it remains to be seen how much relief lawmakers will be able to provide given the high cost of fixing the AMT problem. The projection is upwards of $200 billion over ten years (of course, this is another one of those long-term government projections and we all know how accurate recent such projections have been).

ADDED COMPLICATIONS

The growing AMT threat will pose greater complications for millions of taxpayers.

The AMT makes filling out tax returns far more complicated because of the extra set of calculations required.

Tax planning is also much more complicated for individuals vulnerable to the AMT since it's often hard to predict whether they'll actually fall victim to the AMT and lose the benefit of valuable tax breaks.

