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‘‘Oh what a tangled web we weave,
When first we practice to deceive!’’
— Sir Walter Scott

I. Introduction
In less than eight years, the individual alternative
minimum tax has been transformed from a tax affecting
relatively few upper-income individuals to what is about
to become a mass tax.
In 1996, before the enactment of the Taxpayer Relief
Act of 1997, about 700,000 individuals (just six-tenths of 1
percent of all individual taxpayers) had minimum tax
liability.1 Of those individuals, about 500,000 actually
paid the AMT. The rest had additional tax liabilities
because of the AMT disallowance of part or all of their
nonrefundable credits.2
This calendar year, about 3.6 million individuals (2.9
percent of all individual taxpayers) will be affected by the
minimum tax.3 Virtually all of those individuals will
actually pay the AMT because there is a temporary
waiver of the AMT disallowance of personal nonrefundable credits, a waiver that will terminate at the end of this
year.4 The dramatic increase in the number of individuals

1
Urban-Brookings Tax Policy Center, ‘‘Aggregate AMT Projections and Recent History,’’ available on its Web site, http://
www.taxpolicycenter.org.
2
Joint Committee on Taxation, Overview of Present Law and
Economic Analysis Relating to the Marriage Penalty, the Child Tax
Credit, and the Alternative Minimum Tax, Mar. 7, 2001, p. 22. In the
rest of this article, references to individuals affected by the AMT
include both individuals actually paying the AMT and individuals losing nonrefundable credits as a result of the AMT.
3
Joint Committee on Taxation, Present Law and Background
Relating to the Individual Alternative Minimum Tax, May 20, 2005,
p. 12.
4
Even with the waiver, a small number of individuals could
face AMT disallowance of business-related credits such as the
research credit and work opportunity tax credit.
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paying the AMT has occurred even with the temporary
increase in the exemption that is in effect in 2005.5
Even with the temporary tax relief in effect in 2005, the
AMT is the de facto tax system for many individuals.
Approximately 70 percent of individuals with incomes
between $200,000 and $500,000 will be subject to the AMT
in 2005. Thirteen percent of taxpayers with incomes
between $100,000 and $200,000 will be subject to the AMT
in 2005.6 Obviously, those percentages are averages.
Married couples, taxpayers with children, and taxpayers
residing in states with above-average state and local taxes
will be far more likely to be affected by the AMT than the
averages would indicate.
Next year, the number of individuals covered by the
AMT will explode unless Congress extends the temporary AMT relief now in effect. Without congressional
action, about 19 million individuals (15 percent of all
individuals) will be subject to the AMT in 2006. The AMT
will become the de facto system for individuals with
incomes exceeding $100,000.7
Those estimates do not take into account individuals
who are caught by the AMT in ways that are not reflected
on tax returns. For example, the standard deduction is
not allowed in the minimum tax, but some itemized
deductions are. Therefore, individuals might itemize
their deductions even if their itemized deductions are
less than the standard deduction to avoid the AMT.8 Also,
many business-related credits have features that prevent
double benefit, such as basis adjustments or deduction
disallowances. Individuals subject to the AMT may not
claim those credits to avoid those basis adjustments or
disallowances because the credits might have no benefit
because of the AMT.
Also, those official estimates ignore the millions of
other taxpayers who have no AMT liability but are
required to fill out the complex AMT return.

5

A temporary provision increases the AMT exemption from
$45,000 to $58,000 for joint returns, and from $33,750 to $40,250
for single returns. The provision terminates at the end of 2005.
6
Treasury submission to the President’s Advisory Panel on
Federal Tax Reform, Mar. 7, 2005.
7
Supra note 3, at 13.
8
There are no estimates of how many individuals may fall
into this category, but the number may be surprisingly large.
The Congressional Budget Office projects that simply allowing
the standard deduction in the AMT would reduce the number of
AMT taxpayers by six million in 2010. See CBO testimony before
the Senate Finance Subcommittee on Taxation and IRS Oversight, May 23, 2005, p. 8.
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The question of why this has occurred is related to the
question of how Congress might respond. If it is because
of the lack of inflation adjustments in the AMT, simply
adjusting the AMT exemption for inflation would be the
appropriate response. However, if the explosion in the
AMT is caused by the deliberate and conscious use of the
AMT to reduce the budgetary cost of recent tax cuts, a
reexamination of those cuts may be required.

II. Is AMT Explosion Caused by Inflation?
Many have asserted that the lack of inflation adjustments in the AMT is the primary reason for its widening
coverage. In materials submitted to the President’s Advisory Panel on Federal Tax Reform, the Treasury Department suggested that the increase in the number of AMT
taxpayers is caused by the lack of inflation adjustments in
the AMT and, to a lesser extent, real growth in income.10
The Treasury Department made no mention of the contribution that the recent tax cuts have played.

Probably the most dramatic evidence
of the expanding scope of the AMT is
the projection that by 2010, repeal of
the AMT would be more costly than
repeal of the regular individual
income tax.
The Tax Foundation (a conservative group that has
been a consistent supporter of lower taxes) is far more
objective in its analysis. After describing the effect of
inflation on the minimum tax, a recent Tax Foundation
study stated:
A far more important factor causing the AMT’s
recent expansion is the effect of the 2001 and 2003
tax cuts. Ironically, by reducing regular income tax
liabilities without substantially changing the AMT,
the Bush tax cuts will be responsible for most of the
expansion of the AMT through 2011.11

9

Leonard E. Burman, William G. Gale, and Jeffery Rohaly,
‘‘The Expanding Reach of the Individual Alternative Minimum
Tax,’’ as submitted to the Senate Finance Subcommittee on
Taxation and IRS Oversight, May 23, 2005, p. 2.
10
Real growth in income would increase the number of AMT
taxpayers even if the AMT were adjusted for inflation. Real
increases in income would result in more individuals having
incomes in the range where the probability of being affected by
the AMT is high. That is particularly true when real growth in
incomes is disproportionately enjoyed by upper-income taxpayers as currently is the case.
11
Andrew Chamberlain and Patrick Fleenor, ‘‘Backgrounder
on the Individual Alternative Minimum Tax,’’ May 24, 2005,
available on the Tax Foundation Web site, http://www.
taxfoundation.org/news/show/498.htm.
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The accuracy of the Tax Foundation’s analysis is
confirmed by estimates by the Joint Committee on Taxation. The JCT projects that the revenue from the AMT will
decline by more than 60 percent if the 2001 tax cuts
terminate as scheduled at the end of 2010. That estimate
demonstrates that about 60 percent of the AMT liabilities
in the future are due to the 2001 tax cut, the Economic
Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA). For reasons explained below, a substantial
portion of the remaining AMT liabilities can be attributed
to the 1997 tax act.12
Also, it is worth noting that very little of the increase
in AMT coverage between 1996 and 2005 is caused by
inflation. The temporary increase in the AMT exemption
that is in effect in 2005 is larger for married couples than
the exemption that would have resulted from simply
indexing the 1996 exemption for inflation. For single
individuals, the exemption in effect in 2005 is slightly
smaller than the indexed amount. Also, the AMT disallowance of nonrefundable credits has been waived.
With those two temporary provisions, there might
have been a small increase in the scope of the individual
AMT between 1996 and 2005, because of real increases in
incomes. However, there has been a dramatic, not a
small, increase. The percent of individuals affected by the
AMT has gone from about six-tenths of 1 percent to about
3 percent of individuals between 1996 and 2005. As the
Tax Foundation correctly notes, that increase is largely
due to legislative changes in the regular income tax
system.

III. Effect of Legislative Changes
There is little doubt that the tax cuts enacted since 1996
have played a far larger role in expanding AMT liabilities
than the lack of inflation adjustments in the AMT. However, the effect of those tax cuts is far more complex and
substantial than many understand.
Also, the legislative record is very clear. The current
broad reach of the AMT is not accidental, as some
suggest.13 The fine print of the AMT has been consistently and deliberately used to reduce the budgetary
costs of the tax reductions promised in the muchadvertised big print of recent tax legislation. The AMT
has become the most consequential, and one of the
largest, of the many budgetary gimmicks that we have
seen in recent years.

A. Structure of the AMT
A brief description of the structure of the individual
AMT is required to provide context for the discussion of
how it has been used as a budgetary gimmick.

12
The 2003 reduction in capital gains and dividend tax rates
contributes substantially to the current large number of AMT
taxpayers. However, their termination at the end of calendar
year 2008 means that they do not affect the long-term projections.
13
See comments by Senate Finance Committee Chair Chuck
Grassley, R-Iowa, who referred to the AMT as ‘‘an unintended
tax which balloons Federal revenue.’’ ‘‘Repeal of Alternative
Minimum Tax Gains a Top GOP Backer,’’ The New York Times,
May 24, 2005.
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Probably the most dramatic evidence of the expanding
scope of the AMT is the projection that by 2010, repeal of
the AMT would be more costly than repeal of the regular
individual income tax.9
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B. Dole Campaign Tax Reduction Proposal
The 1996 presidential campaign of former Sen. Robert
J. Dole established the pattern for future tax cut legislation: Promise large tax cuts in the big print of the
proposal, use the fine print of the AMT to reduce its
budgetary cost, and hope that it is too complicated to be
understood.
The Dole campaign proposal contained three provisions that accounted for the bulk of its revenue cost: a
$500 per-child credit, a 15 percent reduction in individual

income tax rates, and a capital gains tax reduction.
According to estimates provided to Rep. Charles B.
Rangel, D-N.Y., by the JCT staff, the big print of the Dole
tax plan would have cost about $1.4 trillion over 10 years.
However, the fine print of the minimum tax would have
denied about $300 billion of that promised tax relief.
Under the Dole campaign proposals, annual receipts
from the AMT would have accelerated from $5 billion for
1996 to more than $20 billion in three years. The Dole
campaign proposal would have resulted in an individual
AMT with revenues remarkably similar to those now
projected after the recent tax cuts. In 1996 the JCT
projected that the AMT, with the Dole proposal, would
raise $59 billion in 2006. Now the JCT projects that, with
the recent tax cuts, the AMT will raise $57 billion in
2006.16
One cannot say with certainty that the Dole use of the
AMT was deliberate. It is possible that the designers of
the Dole tax cut did not recognize the fairly obvious fact
that reducing regular income tax rates, but not minimum
tax rates, would result in an expansion of the AMT. Also,
it is possible that they did not recognize that the AMT
would take back the benefit of the new family credit if
there were no adjustment to the AMT. However, after the
Dole campaign proposal, the effect of the AMT was
clearly understood by those in a position to influence the
design of future tax cuts.17 Therefore, it is not credible to
assert that the explosion of the AMT coverage that has
occurred as a result of the recent tax cuts was accidental.

C. Taxpayer Relief Act of 1997
The Taxpayer Relief Act of 1997 was the first enacted
tax reduction that created a significant increase in the
percent of individuals covered by the AMT. The 1997 act
also significantly changed the nature of the AMT. For the
first time, the AMT threatened to affect significant numbers of middle-income taxpayers. The 1997 act largely
repealed the last significant business-related tax preference in the minimum tax (accelerated depreciation). In
the future, AMT liabilities would result from tax benefits
— like the standard deduction, personal exemptions, and
state and local tax deductions — that few would consider
as traditional tax preferences.
1. New nonrefundable credits. The 1997 tax act enacted
significant new nonrefundable credits for middle-income
families with children: a $500 per-child credit and two
new education credits — the HOPE credit and the
lifetime learning credit. However, the 1997 tax act did not
adjust the aspect of the AMT that limits the use of
nonrefundable credits. As a result, there would have been
an explosion in the number of middle-income taxpayers
affected by the AMT.18

16

Supra note 3, at 11.
See The Wall Street Journal, Sept. 18, 1996, stating that the
Dole tax proposal would add 6.6 million individuals to AMT by
2001.
18
Two Treasury economists in 1998 projected that the number
of individuals losing credits by reason of the AMT would have
increased more than 10 times in three years under the 1997 act.
17

14

S. Rep. 97-494, Tax Equity and Fiscal Responsibility Act of
1982, vol. I, p. 108 (July 2, 1982).
15
AMT taxpayers actually pay two separate taxes: the regular
tax and the AMT.

(Footnote continued on next page.)
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The individual AMT is a parallel income tax that was
designed to ensure that ‘‘no taxpayer with substantial
economic income should be able to avoid all tax liability
by using exclusions, deductions and credits.’’14
Under the AMT, individuals whose regular income tax
liability (before credits) is less than the required minimum amount of tax (called the tentative minimum tax)
are required to pay an additional tax equal to the excess
of the tentative minimum tax over the regular tax.15 Also,
nonrefundable credits cannot be used to reduce an individual’s tax liability below the tentative minimum tax.
That aspect of the minimum tax is not widely recognized,
but it is why the minimum tax could apply in the future
to taxpayers with incomes just above the AMT exemption. That also is the aspect which has been largely
waived since 1997, a waiver that will end at the end of
this calendar year without further congressional action.
The tentative minimum tax is determined by applying
the minimum tax rates to an expanded definition of
taxable income. In computing income subject to the
minimum tax, the standard deduction is not allowed and
individuals are not permitted to deduct personal exemptions, state and local taxes, miscellaneous itemized deductions (such as nonreimbursed employee business
expenses), and interest on home equity loans. Also, AMT
taxable income includes interest on otherwise tax-exempt
private activity bonds and gains from the exercise of
qualified stock options. There are other preferences, but
they have little impact. Most AMT liability is caused by
its disallowance of personal exemptions and the deduction for state and local taxes.
The AMT has a fairly large exemption. For joint
returns, the exemption is temporarily $58,000, falling to
$45,000 next year. For single returns, the exemption is
temporarily $40,250, falling to $33,750 next year.
The AMT has statutory tax rates of 26 percent for the
first $175,000 above the exemption and 28 percent thereafter. However, there is a provision that phases out the
AMT exemption, beginning at incomes above $150,000
for joint returns ($112,500 for single returns). The phaseout creates effective marginal rates of 32.5 percent and 35
percent for income above $150,000 ($112,500 for single
returns) and below the point at which the phaseout of the
AMT exemption ends (currently $382,000 for joint returns, $235,500 for single returns).
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ness to ensure that those at the top of the income scale
received long-promised capital gains tax reductions.
In 1995 Congress passed the Balanced Budget Act, but
it was vetoed by President Clinton. The bill included a
capital gains tax reduction in the form of an exclusion for
50 percent of the net capital gain.23 The exclusion would
have been allowed under the AMT. As a result, all
individuals would have had capital gains tax rates equal
to 50 percent of their ordinary marginal rates, with the
maximum rate on capital gains for those in the top
income tax bracket equal to 19.8 percent. The AMT rates
on capital gains would have been cut in half.
The 1995 version of capital gains relief would have
resulted in little, if any, increase in AMT coverage. The
AMT rates on capital gains would have been lower than
regular tax rates for all incomes. The difference between
the lower AMT rate and the regular rate would have
permitted virtually all taxpayers to take full advantage of
the capital gains tax reduction even if they had significant
deductions for personal exemptions or other items not
allowed in the minimum tax.
In 1997 there was pressure to reduce the cost of the
capital gains provision to avoid another veto by Clinton.
Congress could have provided a smaller percentage
exclusion than the 50 percent exclusion included in the
vetoed 1995 bill. Such an approach would have been
extremely simple, avoiding the enormous complexity of
the current capital gains schedule. It would have provided all taxpayers with the same percentage reduction
from their ordinary income tax rates.24 Also, it would
have resulted in little if any additional AMT liabilities.
However, Congress in 1997 chose a different approach.
It left the entire capital gain in income, but reduced the
maximum rate on capital gains from 28 percent to 20
percent (10 percent for gains that would otherwise be in
the 15 percent rate bracket). That approach provided
essentially the same capital gains tax reduction for individuals in the top income tax bracket as was promised in
the vetoed 1995 bill. Everyone else received a smaller tax
reduction than promised in 1995.
Revenue estimates for reductions in capital gains taxes
are not static as many suggest. Those estimates take into
account behavioral responses. The estimates assume that
individuals will respond to the reduction by increasing
their taxable sales of capital assets. The estimates assume
that there will be a one-time substantial increase in
taxable sales, followed by a smaller permanent increase
in sales on account of the lower rates.

Robert Rebelein and Jerry Tempalski, ‘‘Effect of TRA ’97 on the
Individual AMT,’’ Tax Notes, Aug. 10, 1998, p. 717.
19
The JCT estimated that a permanent extension of the
waiver of the AMT limitations on personal nonrefundable
credits would cost $11 billion in 2011, about 25 percent of the
AMT liabilities remaining after the sunset of the 2001 tax cuts.
The estimate was prepared under the law in effect before the
2001 tax act. Therefore, it is an accurate measure of cost after the
sunset.
20
Supra note 1.
21
Rebelein and Tempalski, supra note 17, at 725. The revenue
loss was projected to rapidly increase thereafter.
22
See Yvonne L. Hinson and Ralph B. Tower, ‘‘Influences of
Long-Term Capital Gains on Individual AMT,’’ Tax Notes, Jan.
19, 2004, p. 403 and following.

The 1997 tax act was designed to maximize the size of
those induced sales and therefore reduce that law’s
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23

Technically, the benefit was in the form of an above-the-line
deduction, but most refer to it as an exclusion and it had the
same effect.
24
Subsequent revenue estimates indicated that an exclusion
of 38 percent (covering real estate depreciation recapture gains)
would have been revenue-neutral compared to what became
law. With that exclusion, all taxpayers other than those in the
top two brackets would have received larger tax reductions than
what was enacted.

TAX NOTES, July 18, 2005

(C) Tax Analysts 2004.
2005. All rights reserved. Tax Analysts does not claim copyright in any public domain or third party content.

Congress quickly reversed course when faced with the
large number of middle-income families involved. In
1998 Congress enacted a waiver of the AMT disallowance
of nonrefundable personal credits, a waiver that remains
in effect today but will terminate at the end of 2005. As a
result, that aspect of the 1997 tax act has not yet created
a broad expansion of AMT coverage.
As discussed above, JCT estimates make it quite clear
that 60 percent of AMT liabilities in the future are the
result of EGTRRA. In early 2001, the JCT staff provided
Rep. Richard E. Neal, D-Mass., with estimates that indicate that approximately one-fourth of the remaining
AMT liabilities would be caused by new credits enacted
in 1997 without adjusting the AMT.19
It’s worth emphasizing that 60 percent of AMT liabilities in the future are the result of EGTRRA, and at least
one-quarter of the remaining liabilities can be attributed
to the nonrefundable credits that were enacted in 1997
without an adjustment to the AMT.
2. Capital gains tax reductions. The 1997 act was followed by a rapid expansion in both the number of
individuals affected by the AMT and the total receipts
from the AMT. In 1996 the AMT affected 700,000 individuals, raising $5 billion. In 2000 the AMT affected 1.6
million individuals, raising $13.1 billion.20
That rapid expansion in AMT coverage and receipts
occurred even though there were two changes to the
AMT that reduced its scope and revenues. The 1997 tax
act substantially repealed the last significant business
preference in the AMT, accelerated deprecation. That
change was projected to reduce AMT receipts by $0.4
billion in 2000.21 Also, shortly after the 1997 act, Congress
waived the AMT limitation on nonrefundable credits,
including the credits that existed before 1997. That
change also reduced coverage and receipts under the
AMT. When those changes are taken into account, the
rapid expansion of the AMT that occurred is far more
dramatic than the simple comparison above would indicate.
The dramatic increase in the AMT coverage and
receipts following the 1997 act was largely caused by the
interaction of large capital gains realizations (some of
which were in response to the 1997 act), and the higher
effective AMT rates on capital gains.22 In the 1997 act,
Congress chose greater complexity and greater unfair-
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The 1997 act reduced the maximum capital gains rate
in the regular tax by 8 percentage points, from 28 percent
to 20 percent. For most individuals (those with incomes
under $220,000), the 1997 act reduced the maximum
capital gains rate in the minimum tax by 6 percentage
points, from 26 percent to 20 percent. That smaller rate
reduction at first glance may seem important. But that
smaller rate reduction by itself was projected to increase
the number of AMT taxpayers by 400,000 per year, an
increase almost as large as the number of AMT taxpayers
in 1996.27
However, the smaller rate reduction in the AMT was
probably not the major factor in the large expansion of
AMT coverage that occurred after the 1997 act. Many of
the increased taxable sales induced by reports of the large
capital gains tax reduction may have been made by
taxpayers who were not previously subject to the AMT.
Many of those taxpayers had an unpleasant surprise
when they filed their 1997 tax returns. They discovered
that their increased sales of capital assets made them
AMT taxpayers for the first time. They discovered that
their capital gains rate dropped by a grand total of 1 or
1.5 percentage points from 28 percent to 26.5 percent or
27 percent, because the induced realizations brought
them into the AMT exemption phaseout.
The 1997 capital gains tax reduction was carefully
constructed to maximize the benefits at the top, with the
smallest cost possible. To do so, it reduced the benefits for
everyone else in ways that were not readily apparent so
as not to reduce their incentive to sell. The result was a
dramatic expansion in AMT coverage and receipts.

25
The most creative method of inducing taxable sales was the
additional reduction provided for property acquired after 2000
and held for more than five years. The expectation was that
people would sell to purchase new property. A mark-to-market
election was provided for convenience.
26
Low- and moderate-income individuals often invest through
mutual funds in which they have no control over taxable sales.
Also, they often sell for nontax reasons, for example, to finance
their children’s education. Providing large capital gains reductions to those individuals would not result in induced realizations
as large as would occur with upper-income taxpayers.
27
Rebelein and Tempalski, supra note 17, at 721. Their article
also indicates that even some experts became confused. They
said the 1997 tax act eliminated the higher marginal rate on
capital gains during the AMT phaseout range, which is simply
incorrect.
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D. 2001 Tax Act
1. Marginal rate inversion. When originally enacted, the
marginal rates in the AMT were dramatically lower than
regular income tax rates. The lower rates meant that
individuals who were subject to the AMT still retained
part of the benefit from the tax preferences that brought
them into the AMT. Initially, the AMT was a compromise
that reduced but did not eliminate the benefit of the
preferences subject to the tax.
The difference between the regular tax rates and the
AMT tax rates began to shrink in the 1980s, largely as a
result of the large reductions in marginal rates enacted by
the Tax Reform Act of 1986. In 1990 and 1993 Congress
increased regular income tax rates and the AMT rates.28
However, the change with greatest impact occurred in
EGTRRA, in which Congress significantly reduced marginal rates in the regular income tax, but deliberately
chose to retain the existing AMT marginal rates.
EGTRRA reversed the prior relationship of AMT rates
to regular tax rates. Now virtually all individuals with
incomes above the AMT exemption (currently $58,000 for
joint returns) and below the point at which the phaseout
of the AMT exemption ends (currently $382,000 for joint
returns) will find that their marginal tax rates in the AMT
equal or exceed the marginal rates in the regular tax.
Individuals in that wide income range will face minimum tax marginal rates of 26 percent, 32.5 percent, and
35 percent. Above that income level, the marginal rate in
the AMT drops to 28 percent, the primary reason why the
coverage of the AMT declines for taxpayers at very high
income levels.
If you adjust the AMT marginal rates for the fact that
the AMT applies to a broader income base than the
regular income tax, the comparison is even more striking.
For many taxpayers, deductible state and local taxes
exceed 10 percent of income. The deduction for those
taxes is the largest single tax benefit denied by the AMT.
Permitting that deduction to be allowed in the AMT
would reduce AMT liabilities by about two-thirds.29
Because the deduction is roughly proportionate to income, the AMT disallowance is equivalent to a marginal
rate increase. Individuals with deductible state and local
taxes of at least 10 percent of income face effective AMT
marginal rates of at least 28.9 percent, 36.1 percent, 38.9
percent, and 31.1 percent.
2. Marriage penalty relief. EGTRRA also provided relief
from the so-called marriage penalty by increasing the
standard deduction for married couples to an amount
equal to twice the amount allowed single individuals and
by increasing the size of the 15 percent rate bracket for
married couples, so that it also would be twice the

28
Some have argued that those AMT rate increases are the
primary cause of the current AMT problem. The argument
ignores the fact that the rate increases were in the context of
increases in regular income tax rates and should have been
reversed as part of any reduction in regular income tax rates.
Indeed, EGTRRA would not have been within its revenue target
without the higher AMT rates enacted in 1993.
29
Written statement of Douglas Holtz-Eakin before the Senate Finance Subcommittee on Taxation and IRS Oversight, May
23, 2005, p. 8.
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revenue cost.25 It did so by preserving the largest reduction for upper-income taxpayers because they are the
most responsive to capital gains tax rate changes.26 Not
only did it provide benefits smaller than previously
promised for low- and moderate-income taxpayers, it
also was designed to take back the benefits in ways that
would not be obvious and therefore would not reduce the
amount of induced realizations. For example, retaining
the full amount of the capital gain in income meant that
it continued to be taken into account for the many
phaseouts in the tax law. Also, our favorite budgetary
gimmick, the AMT, played its assigned role.
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E. 2003 Tax Act
JGTRRA further reduced the tax on capital gains from
20 percent to 15 percent (from 10 percent to 5 percent for
gains in the 15 percent bracket), and it reduced the tax on
dividends to the new lower capital gains rates. Those
reduced rates were mirrored in the AMT. Even with the
equalized rates, JGTRRA was another in a series of tax
reductions responsible for the AMT explosion.
There are no exact estimates of the extent to which
JGTRRA will increase coverage and receipts under the
AMT. However, a comparison of Treasury and JCT
numbers suggests that the expansion by reason of
JGTRRA could be substantial. Treasury estimates slightly
less than 35 million taxpayers would be subject to the
AMT in 2010 if JGTRRA were made permanent. The JCT
estimates that approximately 29 million taxpayers would
be subject to the AMT in 2010 under current law, which
assumes that JGTRRA will terminate at the end of 2008.
The JCT and Treasury use slightly different economic
assumptions, but even so the comparison between their
numbers suggests that there will be a substantial expansion in AMT coverage and receipts as a result of JGTRRA.
There are several reasons why JGTRRA will have that
effect.
First, JGTRRA provided much larger rate reductions
for dividends in the regular income tax than it did in the
minimum tax. In the regular income tax, JGTRRA reduced the tax rate on dividends by up to 20 points. In the
352

AMT, the rate reduction was 11 or 13 points. Also, the
AMT rates during the broad AMT exemption phaseout
range are 21.5 percent or 22 percent.
JGTRRA also resulted in a rate arbitrage. Dividends
and capital gains generally receive a 15 percent rate in the
regular tax, but deductions allocable to that income can
be deducted against ordinary income tax rates. The
largest deduction involved is the deduction for state and
local income taxes. For example, with a 10 percent state
income tax rate, the regular income tax on $100 of
dividend income can be as little as $11.50 ($15 tax on the
dividend minus the value of deducting the state tax
against other income). The minimum tax on that income
would be $15 (between $21.50 and $22 for taxpayers in
the AMT phaseout range). The regular income tax rates
are far lower than minimum tax rates, and not surprisingly, will result in an expansion of the AMT.
For a long time, the individual AMT has ceased to
have a serious policy rationale, unless one considers
budgetary gimmickery to be a legitimate policy. In a very
real sense JGTRRA again creates a policy rationale for the
AMT. Its disallowance of state income taxes is a crude
and overbroad response to the rate arbitrage. Also, its
disallowance of the deduction for interest on home
equity loans prevents one simple opportunity for tax
sheltering by using borrowed funds to purchase stocks.
Without the AMT, the income from the stocks purchased
with the borrowed funds would be taxed at 15 percent,
but the interest could be deducted against ordinary
income tax rates.
The AMT disallowance of the deduction for interest on
home equity loans is a very limited and ineffective
response to the tax sheltering potential. Individuals with
investment income other than dividends and capital
gains will be able to use the interest expense to offset the
tax on that income. Principal-only mortgage loans in the
future may not be restricted to those struggling to buy a
home above their means. It could be the favored device
for wealthy taxpayers who then could use the borrowed
funds for tax sheltering by purchasing stocks, the income
from which would be taxed at 15 percent with the interest
deducted against ordinary income tax rates. That rate
arbitrage is a small example of the problems that may
occur under a tax reform plan that retains a mortgage
interest deduction but eliminates the tax on virtually all
investment income.

IV. Conclusion
The use of the AMT to reduce the cost of recent tax
cuts clearly is the most consequential of the many budget
gimmicks we have seen in recent years.
The AMT has significantly changed the distribution of
the recent tax cuts. The 1997, 2001, and 2003 tax cuts are
remarkably similar in one respect: They used the AMT to
limit the benefits provided to middle-income and moderately wealthy taxpayers to provide the greatest benefits
to the very wealthy. In 2010 the AMT will take back only
9.2 percent of the promised tax cuts from individuals
making more than $1 million per year, but it will take
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amount applicable to single individuals. However,
EGTRRA did not reduce the marriage penalty that resulted from the individual AMT.
At first glance, those two benefits would appear to be
quite unlikely to increase AMT coverage because they are
targeted to low- and middle-income taxpayers. However,
the opposite is true. For many married couples, the
marriage penalty relief in EGTRRA did not reduce their
marriage penalty, it merely changed the name of the tax
imposing the penalty.
In 2004 the JCT staff did a revenue estimate of a
proposal to permanently extend the marriage penalty
relief contained in EGTRRA. The permanent extension
was estimated to cost $96 billion over the 10-year budget
window. The JCT staff also estimated a proposal that
would have permanently extended the marriage penalty
relief with an adjustment to the AMT so that it would not
deny any of the benefits. The 10-year revenue cost of that
proposal was $195 billion. Quite simply, over one half of
the benefit promised in the big print of the marriage
penalty relief will be denied by the AMT.
Finally, it is worth noting that the original Bush
administration tax cut proposal in 2001 contained no
increase in the AMT exemption. That proposal would
have protected the new increased family credit from
AMT disallowance, but otherwise would have made no
modification to the AMT. In EGTRRA, Congress enacted
a small, temporary increase in the exemption. The Jobs
and Growth Tax Relief Reconciliation Act of 2003
(JGTRRA) provided another, but this time, substantial,
increase in the exemption, from $45,000 to $58,000 for
joint returns. Even with that increase, the number of
AMT taxpayers has increased from 1.6 million in 2000 to
3.6 million this year.
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May 23, 2005, Table 1. The AMT take-back will be 47 percent for
individuals making between $100,000 and $200,000, 71 percent
for individuals making between $200,000 and $500,000, and 24
percent for individuals making between $500,000 and $1 million.
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Outlook: Fiscal Years 2006 to 2015, January 2005, p. 8.
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James Horney, Center on Budget and Policy Priorities,
‘‘Repealing the Alternative Minimum Tax Without Offsetting
the Cost Would Add $1.2 Trillion to the Federal Debt Over the
Next Decade,’’ June 9, 2005.

Conducting an Acquired Business
In a Lower-Tier Entity
By Robert Willens
Robert Willens is a managing director at Lehman
Brothers Inc., New York.

At one time, for transactions intended to qualify as
reorganizations, the ‘‘continuity of interest’’ requirement,
which applies without exception to all acquisitive reorganizations, would be flunked if the ‘‘quality’’ of the
continuing interest secured by the acquired corporation’s
shareholders was properly characterized as ‘‘remote.’’
Continuity of interest in turn was considered remote if, as
part of the plan, the shareholders of the acquired corporation received stock in a corporation that was not
directly operating the acquired business. That notion
found expression in the two cases with which the concept
is most closely identified, Groman and Bashford.1 If another corporation, even a wholly owned subsidiary, was
interposed as part of the transaction between the target
shareholders and the acquired business, the continuity of
interest obtained was regarded as too attenuated to be of
tax significance and therefore the transaction too closely
resembled a sale and was not eligible to partake of the
benefits of the exception to the general rule that states, of
course, that gain realized on the exchange of property for
other property, differing materially either in kind or
extent, is treated as income.2 Congress took steps to limit
that remote continuity notion but oddly never fully
repealed the concept. Thus, except where it has been
expressly abrogated or otherwise overruled, it is probably prudent to assume that the remote continuity doctrine, albeit as a mere shell of its former self, lives on.

Trimming Groman and Bashford’s Sails
Congressional efforts in this area found expression in
the expansion of the reorganization definitions to encompass cases in which the acquiring corporation was a
controlled subsidiary of the corporation the stock of which
was to be issued in the transaction. Not only was the
definition of a reorganization expanded to accommodate
the presence of a controlled subsidiary (which was able to
acquire directly the stock or assets of the acquired
corporation) but the definition of the term ‘‘a party to the
reorganization’’ was similarly expanded so that the receipt of stock of the controlling corporation, in the case of
such a ‘‘triangular’’ reorganization, would be eligible
under section 354(a)(1) to be received by the exchanging
target shareholders and security holders on a tax-free
basis. The high watermark for that gradual evisceration
of Groman and Bashford was the enactment, in 1968 and
1971 respectively, of sections 368(a)(2)(D) and (E), the

1
See Groman v. Commissioner, 302 U.S. 82 (1937), and Helvering
v. Bashford, 302 U.S. 454 (1938).
2
Reg. section 1.1001-1(a)(1).
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back 21.4 percent of the promised tax cuts from individuals making between $75,000 and $100,000.30 Even without
the AMT, the recent tax cuts would disproportionately
benefit upper-income taxpayers. With the AMT, they
disproportionately benefit the super wealthy, those making more than $1 million per year.
We have a tax law that is a mess, overly complex, and
burdensome. Any solution will be extraordinarily costly.
Simply extending the temporary increase in the AMT
exemption and adjusting the AMT for future inflation
would cost $355 billion over the next 10 years, $640
billion if the Bush tax cuts are made permanent.31
The 10-year cost of repealing the individual minimum
tax would be more than $600 billion. If we assume that
the 2001 and 2003 tax cuts were made permanent, the
10-year cost of repeal would be $954 billion.32 Given that
we already are experiencing large federal deficits, all of
that cost would be borrowed. Taking into account the
increased interest expense on account of the additional
federal debt required to finance that cost, repeal would
have a 10-year budgetary effect in excess of $1.2 trillion.
Given the current budgetary problems, it is difficult to
see how either of the above solutions could be accommodated without politically painful offsetting revenue increases or spending cuts. Even the Bush administration
has indicated that it wants the solution to the AMT
problem to be accomplished in the context of a revenueneutral tax reform plan. The Bush administration has
delegated the difficult task of accomplishing a revenueneutral solution to the AMT to its advisory panel on tax
reform. They should have our sympathy.

