
IF FILLING OUT THE STANDARD 1040 INCOME-TAX FORM SEEMS
tortuous, wait until you encounter Form 6251, which computes
the alternative minimum tax. You do it after you’ve done the
1040, and it makes you recalculate your tax bill using a different
and generally more complex set of rules. You then pay
whichever amount is higher.

Perhaps you’ve been able to ignore Form 6251 before, but
no more. This levy is bearing down on more and more tax-
payers—an estimated 3 million in this spring’s filing season.
If nothing’s done to change the AMT, it will be a bulwark of the
tax system by 2010, when it hits 33 million filers.

Even if you’ve encountered the 6251 before, brace yourself.
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LINE 1 The AMT hurts here
because it takes away the standard
deduction, plus exemptions of up
to $3,050 each for yourself, your
spouse, and your dependents. 

LINE 2 AMT rules allow you to
deduct medical expenses only
when they exceed 10% of your
income, instead of the 7.5%
threshold under the conventional
tax system. Add back the 2.5%
difference.

LINE 3 This is the killer item that
throws a lot of people into the AMT,
since it cancels the deduction for
state, local, and foreign taxes. 

LINE 4 If you used a home-equity
loan for, say, a car or tuition instead
of a home, the AMT will take back
the deduction for interest and add
it to your income here.

LINE 5  Got “miscellaneous
deductions,” such as fees for tax
preparation and investment
advice? On a 1040, you can deduct
such costs once they exceed 2% of
your adjusted gross income. On
the AMT form, there’s no write-off.

LINE 7  Because the AMT knocks 
out deductions for state and local
taxes, it’s only fair to give an AMT
deduction on refunds of these taxes.

LINE 11 Some tax-free municipal
bonds—generally those sold to
finance a “private activity” like an
industrial park—are not AMT-free.
Add the interest here.

MEET THE ENEMY
With the number of people falling prey to the alternative minimum tax
climbing fast, it may be time to familiarize yourself with Form 6251
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The form may prove more difficult this year,
in part because the new tax rates on capital
gains and dividends introduce extra steps,
says Fred Grant, senior tax analyst at Intuit,
publisher of TurboTax software.

Here we walk you through the AMT form,
highlighting the portions applicable to the
greatest number of taxpayers. Part I takes
several cherished deductions and exemp-
tions from the 1040 and adds them back to
taxable income. Part II calculates what you
owe under the AMT. Investors will not be able
to do that without a detour to Part III (not
shown), which incorporates capital gains and
dividend income. –By Anne Tergesen
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W
ith great fanfare last
year, President Bush
and Congress agreed to
slash the tax on both
dividends and long-

term capital gains to 15%. There’s just
one problem: Hundreds of thousands of
upper-middle-income investors will never
enjoy those low rates. Indeed, some may
be paying higher taxes on gains than they
did before the law was changed. Forget
15%. Think effective tax rates ranging
from 21.5% to 23%. 

The culprit? The alternative minimum
tax, of course. The AMT steals the benefit
of lower dividend and capital-gains rates
from investors with total income
between, roughly, $150,000 and
$400,000. Perversely, the super-rich—

with investment income approaching $1
million—are much more likely to pay
something close to the advertised 15%,
rather than the hidden higher rates.

Capital gains and dividends are not
direct targets of the AMT. But the extra
income you earn from investments can
throw you into the alternative tax. As a
result, the effective rate on those
investments—the amount you actually
pay—changes dramatically as your
returns increase. First they rise sharply,
then they fall. 

In a new study published in the
journal Tax Notes, Wake Forest University
business professors Yvonne L. Hinson
and Ralph B. Tower put numbers to the
problem. Hinson and Tower took a family

with an adjusted gross income of about
$178,000, then gradually increased the
amount of capital gains it received
(table). With income of $178,000 and no
gains, the family pays no AMT and no
capital-gains tax. Add $100,000 in gains,
and the same taxpayer owes an extra
$21,495 in tax, including $3,264 in
AMT—an effective tax rate on those gains
of 21.5%, much higher than the
advertised 15%. 

But add $1 million in gains, for a total
income of $1,178,000, and the AMT
flattens out at about $9,000. Because
that is such a relatively small amount for
someone making more than $1 million,
the effective tax on those gains drops to
just 16.58%—close to the official 15%
rate. “It’s almost a bell curve,” says

Hinson. “At lower incomes, you are O.K.
Then your tax goes up, then it falls again.
This is not the spirit of the law.”

While her study only looked at capital
gains, Hinson says the same thing
happens with dividend income—also
taxed at 15%. Leonard E. Burman, a tax
economist with the Urban Institute,
agrees. But he says Hinson and 
Tower may be underestimating the
effective rates on gains for upper-
middle-class taxpayers. He figures the
rates for some of them could actually
approach 23%. Whatever the exact rate,
one thing is sure: Unless the AMT 
is fixed, lots of investors will be in for
another April 15 shock.

–By Howard Gleckman

WILLTHE AMT EAT
YOURTAX BREAK?

LINE 13 If you exercise incentive stock
options and decide to hold the stock,
you’ll defer regular income tax on the gain
until you sell. AMT payers pay right away.

LINE 28 This is your AMT taxable income.

LINE 29 The AMT gives you an
exemption— $40,250 for singles and
$58,000 for couples. But  the exemption
phases out between $112,500 and
$273,500 for singles and $150,000 and
$382,000 for marrieds.  

LINE 30 Take your taxable income on line
28 and subtract line 29’s exemption. A
positive result means you might owe AMT.

LINE 31 Calculate what you owe—26% up
to $175,000 and 28% on the excess. If you
have income from dividends, capital gains,
or some other assets, go to Part III (not
shown), which blends AMT rates with the
generally lower rates on investment gains.

LINE 33 This is your AMT tax bill.

LINE 34 Retrieve your regular tax from
line 41 of your 1040.

LINE 35 If your AMT liability is higher,
enter the difference here. You’ve got to
pay this extra amount on top of whatever
you owe on your 1040.

The AMT’s Impact On Capital Gains
Here’s how the AMT raises taxes on capital gains, mostly for the upper middle class

COUPLE 1 COUPLE 2 COUPLE 3

Long-term gains $0 $100,000 $1,000,000

Adjusted gross income 178,001 278,001 1,178,001

Taxable income* 144,584 256,124 1,168,501

Regular tax 29,762 47,993 186,459

AMT 0 3,264 9,058

Total tax $29,762 $51,257 $195,517

EFFECTIVE RATE ON GAINS 0 21.5% 16.58%
Data: Hinson & Tower, Tax Notes *Includes itemized deductions of $21,501        
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