Unlocking the mysteriesof AMT

While few people find the Internal Revenue Code easy to follow, certain sections are more challenging than others. The one areal
find confounds explanation is Alternative Minimum Tax, or AMT, aka AltMin. | will try to succeed where others have failed and
explain the dreaded AMT and actually make it understandable to people other than tax geeks.

AMT isaparald tax system to our existing system. |t was created to insure that wealthy people couldn’'t avoid paying taxes.
Now it affects millions of middle-class Americans. We compute your regular tax, under the more understandable system, then we
calculate your tax for AMT. Thelarger tax figureis used. I’m going to make a big assumption and guess that you understand the
regular tax system. Here we go...beware, the following is not for the faint of heart or for numerically challenged people (you
know who you are).

We recalculate your tax for AMT on Form number 6251 by removing certain items, applying an exemption amount, and
multiplying that number by aflat percent. Let’s start with your adjusted Gross Income (AGI). Thisisthe last figure on page one
of your return and the first figure on page two. Subtract your itemized deductions from AGI. Thisiswhere we beginthe AMT
calculations. We remove certain itemsto calculate AMT. There are many, but I' [l focus on the most common: state tax, local tax
and property tax. Another fairly common AMT adjustment isin Miscellaneous Itemized Deductions; which includes
Unreimbursed Employee Expenses, costs for tax advice and preparation, union dues, investment advice, etc. If you have stock
options that you buy and hold onto, that creates an AMT problem too.

The best way to get this isthrough pictures, so | have created a scenario that illustrates AMT. Below are parts of page two of the
1040, parts of Schedule A and Form 6251. In our example, we have wages of $195,000 for our couple with two kids and itemized
deductions of $45,000 (A), consisting of $20,000 in taxes ($15,000 Oregon, $3,500 property and $1,500 local ITAX), $20,000 in
interest and $5,000 in charity.

Form 1040 (2005) Page 2

Tax and 48  Amount from line 37 (adjusted grossincome) . . . . . . . . . . . . 38
Credits 3% Check [ [ You were bom before January 2, 1941, O Blind.l Total boxes

if: | O spouse was bom before January 2, 1941, [ Blind. | checked » 292
e
Standard b If your spouse itemizes on a separate refum or you were a dual-status alien, ses page 35 and check here 30b O
Deduction  ~ 44

for—

Itemized deductions (from Schedule A) or your standard deduction (see left margin) . . 40
41 Subtract line 40 from line 38 L4

45,000 (A)

* People who ) ) ) ) ) )
checked any | 42  Ifline 38 is over $109 475, or you provided housing to a person displaced by Hurricane Katrina,
%ﬁ gpgé‘g - see page 37, Otherwise, multiply $3,200 by the total number of exemptions claimed on line 6d
who can be 43 Taxable income. Subtract line 42 from line 41, If line 42 is more than line 41, enter -0-
;';";‘:gﬁﬁla 44 Tax (see pags 37). Check if any taxis from: a || Formis) 8814 b || Formder2 . . .
see page 36. | 45 Alternative minimum tax (see page 39). Attach Form 6251 . . . . . . . . . .

» Al others: | 46 Add lines 44 and 45 >

(B)

The form above tells us that our couple has regular tax of $28,147 (B).

SCHEDULES A&B Schedule A—Iltemized Deductions OB Mo, 1RSSO
{Form 1040} 4

(Schedule B is on back) =\

Ly Attachment

: (99} » Attach to Form 1040, > See Instructions for Schedules A&B (Form 1040). Saquence No. 07
Mamefs) shown on Form 1040 Your social security number
Medical Caution. Do not include expenses reimbursed or paid by others. |
and 1 Medical and dental expenses (see page A-2) . . . . 4
Dental 2 Enter amount from Form 1040, line 28 | 2 | B ]_
Expenses 3 Multiply line2by 7.5% (075). . . . . . . . . 3

4 Subtract line 3 from line 1. If line 3 is more than line 1, enter-0-. . . . . . 4
Taxes You 5 State and local (check only one box) o
Paid a ®] Income taxes, or |5 | wiaLi
See b [ General sales taxes (see page A-3) o
page A-2) 6 Real estate taxes (seepage A-5) . . . . . . . ! | !

7 Personal propertytaxes . . . . . . . . . . il 1

8 Other taxes. List type and amount »_____ . . ’_ 1.500 C

Lrax, SR I - 2 A S ., «—— ( )
9 AddlinesSthrough8 . . . . . . . . . . . . . . . . . . . .9

The form above tells us that the taxes portion of their itemized deductions is $20,000 (C).
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ury Attachment
| . (99) » Attach to Form 1040 or Form 1040NA. Sequence No, 32
Mame{s) shown on Form 1040 Your social security number . .
Line1 hereisfrom
Alternative Minimum Taxable Income (See instructions for how to complete each line.) Form 1040 line 41 and
1 If filing Schedule A (Form 1040), enter the amount from Form 1040, line 41 {minus any amount on Form A/ reflects AGI minus
8914, line 2), and go to line 2. Otherwise, enter the amount from Form 1040, line 38 (minus any amount A . .
on Form 8314, line 2), and go to line 7. (I lass than zerg, enter as a negative amount) . ., . . . 1 150 ) Itemi Zed dajUCtl ons.
2 Medical and dental. Enter the smaller of Schedule A (Form 1040), line 4, or 21 % of Form 1040, line 3«5 2 I
3 Taxes from Schedule A(Form 1040}, i@ 9 . . . . . . . © « v v e e e e e e v ._.3___—"_'_’____'_1'_1\
4 Enter the home mortgage interest adjustment, it any, from line 6 of the worksheet on page 2 of the instructions | 4 | | L Line 3 here iS
5 Miscellansous deductions from Schedule A (Form 1040), line 26 , ., . . . ., . . . . . . ., L. ] — —
€ I Form 1040, line 38, is over 5145950 {over 72 975 if married filing separately), enter the amount lrom from SChajl-“e
line 9 of the temized Deductions Worksheet on page A-8 of the Instructions for Schedules A & B Aline9 (C).
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Tax refund from Form 1040, line 10 or line 21 | ¥ O eT W R 7

Investment interest expense (difference between regular tax and AMT) S B B OB R 8

Deplation (difference between regular tax and AMT) , . . E T S e 2

Net operating loss deduction from Form 1040, line 21. Enter as a poenwa armum ..... 10

Interast from specified private activity bonds exempt fromtheregulartax . . . . . . . . . 1

Qualified small business stock (7% of gain excluded under section 1202) . . . . . . . . . 12

Exercise of incentive stock options (excess of AMT income over regular tax income) ., ., . . 13 tax ThlS

Estates and trusts (amount from Schedule K-1 (Form 1041), box 12, code A) . . . . . . . . 14 S

Electing large partnerships (amount from Schedule K-1 (Form 1065-B), box8) . . . . . . . e | — Increases your

Disposition of property (difference between AMT and regular tax gainorloss) . . . . . . . . L |16 ] | AMT income

Dep!ec;atmrl on a?.s.ets placed in service after 1986 (difference between regular tax and AMT) :; to $170'000 on

Passive activities (differance between AMT and regular tax income or loss) _4 .

Less limitations (difference betwesn AMT and regular tax incomeorless) . . . . . . . . . 19 Ilne 28

Circulation costs (difference between regular tax and AMT) . . . . . . . . . . . . . :‘J

1

22
23

Edﬂ«l\n»nmnuﬁ
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21 Long-term contracts (difference between AMT and regular tax income) . . . . . . . . . .
22 Mining costs (difference betweenregulartax and AMT) . . . . . . . . . . . . . . .
23 Research and experimental costs (difference between regular taxand AMT) ., . . . . . . . g e 1
24 Income from certain installment sales before January 1,1987 . . . . . . . . . . . . . . |24 0 | )
256 Intangible drilling costs preference ., ., . . . . . . T A T T |25 |
26 Other adjustments, Including income-based related acl|us1rnants N T I e | —
27  Afternative tax net operating loss deduction . . . . . . . . . . . . . . .. . 27 I i_}
28 taxable GCombine lines 1 1hr0ugh 2? (III rnarrled flllng saparﬁiary and hna
28 is more than $191,000, see page 7 of the instructions) . P : .| 28 170, 0¢

m Alternative Minimum Tax
Exemption. (If this form is for a child under age 14, see page 7 of the instructions.)

AND line 28 is THEN enter on
IF your filing status is . . . not over . .. line29...
Q.ngl e hoad ~f b hald l:‘t"}l 00 tlﬂ_'):n

Since line 28 is over

$150,000, this exemption is

| Married filing jointly or qualﬂyiné w-:dc-v.fte;rh ) 150 ODU: . 58,000 teo | 53,000 reducaj from $581000 to
Maried filing separately . . . .ox TBO00. . . . . . . . 29,000 J | $53,000 on line 29.
If line 28 is over the amount shcwn abuve for your filing status, see page 7 of th@ instructions, -

30 Subtract line 29 from line 28. If zero or less, enter -0- here and on lines 33 and 35 and stop here . . | 30 117,000
31 e I you reported capital gain distributions directly on Form 1040, line 13; you reported quaiified dividends
on Form 1040, line 9b; or you had a gain on both lines 15and 16 of Schedule D (Form 1040) (as refigured ]

for the AMT, if necessary), complete Part Il on the back and enter the amount from Ene 55 here { o F . . .
® Allothers: Ifline 30is$175,000 or less ($87.500 or less ifmarried filing separately), multiply line 30 by 26% ( 26) ] =R A/ Line 33 equals line 30 times 26%.

Otherwise, multiply ine 30 by 28% (.28 and sublract $3,500 ($1,7501f married filling separately) from the resut
Alternative minimum tax foreign tax credit (sse page 7 of the instructions) , , . . . . . . . . |32
Tentative minimum tax. Subtract line 32 fromline 31, . . . . . . . . . . . . . . . L83  — . .
Tax from Form 1040, line 44 (minus any tax from Form 4972 and any foreign tax eredit from Form 1040, Line 34 isthe regular tax from
lina 47). If you used Schedule J to figure your tax, the amount for line 44 of Form 1040 must be refigured A/ Form 1040 |ine 44
without using Schedule J (see page 9 oftheinstructions). . . . . . . . . . . . . . . . L34 28,147

35 Ahemnative minimum tax. Subtract line 34 from line 33, If zero or less. enter -0-. Enter here and on Form
e  E E E E R L R T T N 35

£88

For Paperwork Reduction Act Notice, sea page 9 of the Instructions. Cat. No. 136006 Form 6251 {2005) Rev. 1-2008)

Since line 33 above is larger than line 34, our couple owes an additional $2,273 of tax. This goes on line 45 of Form 1040.

Believeit or not, thisisareally basic explanation. To simplify this explanation, I’ ve |eft out afew things that would have
happened with this tax return. What's important to notice is that the higher your income gets, the less exemption you get on line
29. Another important thing to note is that, once line 30 above gets over $175,000, you multiply line 30 by 28% instead of 26%.

Many of you may be saying to yourself, “1 should have such problems as making $195,000 in ayear.” Keepin mind that selling
an investment property with alarge gain, selling stock you’ ve held with alarge gain, cashing in a big chunk of retirement or
getting alump sum payment from a taxable legal settlement can easily push an otherwise average, middle-class family into AMT.

So what can you do about it? The best thing to do, if you anticipate AMT issues, isreduce theincome you receive in agiven year.
Do this by maxing out your retirement contribution at work, avoiding large lump-sum payouts from retirement, showing losses on
rentals (maybe), having capital losses of $3,000 or more and deferring tax through a 1031 exchange or a deferred compensation
plan with your employer. The only other big thing | can think of isto move to a state with lower or no state income tax; such as
Washington.

There are rumors that Congress is going to get rid of AMT in the next year or two. We'll seeif Congress acts on this. It has been
ahot tax issuein Congress for quite awhile now.



