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Executive Summary

The corporate alternative minimum
tax (AMT) was enacted in its current form
in 1986 in response to claims that many
large corporations were making excessive
use of deductions and other tax prefer-
ences to significantly reduce or eliminate
their corporate income tax liability. Meant
to ensure that profitable corporations pay
some income tax, the corporate AMT in-
stead raises little revenue, distorts invest-
ment incentives and imposes heavy com-

expensive. In fact, compliance costs asso-
ciated with the corporate AMT are likely
to exceed net tax receipts.

The corporate AMT has significant
economic effects beyond the high associ-
ated compliance costs. Due to its special
rules governing depreciation, foreign tax
credits, and net operating losses—all in-
tended to capture more corporate income
in the taxable base—the corporate AMT
actually discourages investment and mis-

The corporate AMT does not increase
efficiency or improve fairness in any
meaningful way. It nets little money for
the government, imposes compliance
costs that in some years are actually
larger than collections, and encourages
firms to cut back or shift their
investments. The Congress’s bipartisan
Joint Commiittee on laxation was
undoubtedly correct in recommending

pliance costs.

Over the last fifteen years, there have
been many calls for the repeal of the cor-
porate AMT, but until last year, none ever
resulted in legislation that passed either
house of Congress. On October 24, 2001,
the House of Representatives passed, as
part of a broad economic stimulus pack-
age, a provision that would repeal the cor-
porate AMT. The Senate did not follow suit
when it considered its own version of the
stimulus bill, and in December the Presi-
dent removed corporate AMT repeal from
the agenda in an ultimately unsuccessful
attempt to get other provisions of the bill

through Congress. Current economic stim-
ulus proposals would significantly reform,
but not repeal, the corporate AMT.

In 1998, the most recent year for
which official data are available, 18,360
firms paid an additional $3.4 billion in tax
because of the AMT. Future corporate AMT
collections are likely to be lower, around
$1 billion per year, due to significant
changes enacted in 1997 that took full ef-
fect in 1999. In comparison, the regular
corporate income tax raises about $200
billion annually.

The corporate AMT is a parallel tax
structure, meaning that any firm that may
be affected must keep separate records
specific to the intricacies of the corporate
AMT in addition to its regular tax and reg-
ular accounting records. This requirement
and the inherent complexity of the corpo-
rate AMT make compliance inordiately

that it be repealed.

allocates scarce resources. These distor-
tions ultimately result in fewer jobs, low-
er wages, higher prices, and slower eco-
nomic growth.

Proponents of the corporate AMT,
whether they recognize these distortions
and costs or not, argue that the tax im-
proves fairness, discourages investment in
tax preferred assets, and is necessary to
prevent corporations from using tax shel-
ters to eliminate their income tax liabili-
ty. It is not clear, however, that the AMT
does improve fairness or limit the ability
of corporations to avoid taxes. In any case,
the corporate AMT is an extremely ineffi-
cient method of addressing these per-
ceived problems. Much better would be
to address policy concerns through the



regular corporate income tax code and
eliminate the complexity and inefficien-
cies associated with the corporate AMT.

The corporate AMT does not advance
any legitimate purpose; that is, it does not
increase efficiency or improve fairness in
any meaningful way. It nets little money
for the government—roughly $1 billion a
year going forward. It imposes heavy com-
pliance costs that in some years are actu-
ally larger than collections, and it encour-
ages firms to cut back or shift their
investments. The Congress’s bipartisan
Joint Committee on Taxation was un-
doubtedly correct in recommending that
it be repealed.

Introduction

The corporate alternative minimum
tax (AMT) was first enacted in response
to stories in the media about profitable
corporations paying little or no federal
income tax. Meant to ensure that profit-
able corporations pay some income tax,
the corporate AMT instead raises little rev-
enue, distorts investment incentives, and
imposes heavy compliance costs.

The corporate AMT was enacted in its
current form in 1986 in response to
claims that many large corporations were
making excessive use of deductions and
other tax preferences to significantly re-
duce or eliminate their corporate income
tax liability. Over the last fifteen years,
there have been many calls for the repeal
of the corporate AMT.! Until last year,
however, none of these calls ever resulted
in a piece of legislation that passed either
house of Congress. On October 24,2001,
the House of Representatives passed, as
part of a broad economic stimulus pack-
age, a provision that would repeal the cor-
porate AMT. The Senate did not follow
suit when it considered its own version of
the stimulus bill, and in December the
President removed repeal of the corporate
AMT from the agenda in an ultimately un-
successful attempt to get other provisions
of the bill through Congress. Because the
corporate AMT continues to be an item
for debate, now is a good time to examine
its economic consequences.

Background

In 1998, the most recent year for
which official data are available, 18,360
firms paid additional tax because of the
AMT. In that year, the Treasury collected
$3.4 billion in taxes from the corporate
AMT.? This figure, however, does not re-
flect the likely level of current and future
collections for two reasons. First, signifi-
cant changes enacted in 1997 were not
fully implemented until 1999. These
changes are expected to reduce corporate



AMT collections by over $2 billion per
year.> Second, corporations are able to
claim a credit against their regular income
tax for alternative minimum tax payments
made in previous years. In some years,
such as 1997 and 1998, total credits
claimed exceed total collections. In these
years, net corporate AMT receipts are neg-
ative. Taking these two factors into ac-
count, going forward, net corporate AMT
collections are expected to average about
$1 billion per year.

In comparison, the regular corporate
income tax raises about $200 billion annu-
ally.4 Thus, the corporate AMT accounts
for only about one half of one percent of
total corporate income tax collections. Al-
though taxes raised by the corporate AMT
have been and will continue to be small,
the economic activity affected by the tax
is not.

One way to measure the relative eco-
nomic impact of the corporate AMT is to
look at the percentage of total assets held
by affected firms. The Department of the
Treasury recently reported, “Over one-
quarter of all corporate assets were held
by companies paying higher taxes [in
1998] due to the AMT” The Treasury re-
port also noted that the manufacturing
sector is particularly hard hit by the cor-
porate AMT. “Over one-half of all manufac-
turing assets were held by companies pay-
ing higher taxes under the AMT”>

These latest data are in line with past
years. According to a 1995 General Ac-
counting Office study, during the first five
years that the current form of the corpo-
rate AMT was in effect (from 1987
through 1991), 49 percent of corporations
with more than $50 million in assets had
their tax payments increased in at least
one year. The corporations that paid the
AMT in at least one year between 1987
and 1991 accounted for 66.2 percent of
all assets held in corporate form.°

The History of the Corporate AMT
In 1969, Congress adopted a minimum
tax for both individuals and corporations.

The corporate minimum tax, which was
known as an “add-on” minimum tax, was
separate from the regular corporate in-
come tax and was paid in addition to it.
The base for this tax was so-called “tax
preferences” enjoyed by the taxpayer rath-
er than the taxpayer’s income. Selected
tax preferences in excess of the $30,000
exemption amount were subject to a 10
percent tax.” Other than an increase in
the tax rate to 15 percent in 1976, this
early form of the minimum tax was large-

The corporate AMT raises little revenue,
distorts investment incentives, and
imposes heavy compliance costs.
Moreover; it does not furtber its
purported goal of improving the fairness

of the tax system.

ly unchanged until the Tax Reform Act of
1986 (TRA’806).

In 1986, Congress adopted the corpo-
rate AMT in its current form, responding
to policy analyses and press reports that
claimed many large and seemingly profit-
able corporations paid very little or no in-
come tax.® According to the Senate Fi-
nance Committee’s report on TRA’86, the
principal objective in enacting the corpo-
rate AMT was to ensure that profitable
corporations would not “avoid significant
tax liability by using various exclusions,
deductions and credits,” to which they are
entitled under the regular tax but which
may result in taxable income that is not
viewed as accurately reflecting profitabil-
ity.9

Interestingly, other provisions of
TRA’86 itself reduced the need for a cor-
porate AMT by altering many of the pref-
erences that enabled corporations to re-
duce their tax liability. Chief among these
changes was a modification to deprecia-



tion rules. Under previous law, the Accel-
erated Cost Recovery System (ACRS) had
greatly accelerated the depreciation de-
ductions that firms could use on their tax
returns as compared with the straight-line
depreciation that they typically reported
to their investors. As a result, many oth-
erwise profitable corporations were able
to report positive income on their finan-
cial reports while reporting little or no
taxable income on their corporate returns.

The new tax depreciation system in-
troduced by TRA’86, which applies to all
property placed in service after 1987, is
often referred to as modified ACRS
(MACRS). Depreciation under MACRS is
faster than straight-line depreciation, but
it is significantly slower than the depreci-
ation available between 1981 and 1986
under ACRS. Therefore, MACRS would
have solved part of the perceived problem
of financially profitable corporations pay-
ing too little tax by directly attacking the
problem that the corporate AMT ad-
dressed indirectly.

Because of various problems with the
corporate AMT, Congress enacted some
significant changes to the tax in 1997.

Almost all credits against regular
corporate tax, such as the research and
development credit, are disallowed
against the AMT.

That is when Congress altered the depre-
ciation rules under the AMT to bring them
more in line with the depreciation rules
for regular taxable income. This signifi-
cantly altered the size of total AMT collec-
tions. Prior to 1997, corporate AMT col-
lections were approximately $4 billion
per year. The Joint Committee on Taxa-
tion estimated that the 1997 changes
would reduce AMT payments by approxi-
mately $2 billion per year.

The Structure of the Corporate
AMT and Calculation of AMT
Liability

The corporate AMT operates as a sep-
arate corporate income tax parallel to the
regular corporate income tax. Unlike the
earlier add-on minimum tax that it re-
placed, the current corporate AMT re-
quires affected corporations to calculate
their tax liability under two parallel tax
systems. First, a corporation calculates its
income tax liability under the regular cor-
porate income tax; then it must calculate
its tax liability under the corporate AMT.
As the phrase “alternative minimum tax”
implies, the corporation pays the greater
of its regular tax liability or its liability
under the AMT. Accordingly, if a corpora-
tion’s regular tax liability exceeds its liabil-
ity under the AMT, it pays its regular tax
liability. If, however, its liability under the
AMT is greater than its liability under the
regular tax, it must pay its regular tax and
an additional payment of the difference.!?
The additional payment of the difference
between the tax liability calculated under
the regular corporate tax rules and the
corporate AMT rules is referred to as the
AMT liability.!!

In two principal ways the corporate
AMT differs from the regular corporate
income tax. First, the corporate AMT rate
of 20 percent is substantially below the
regular corporate income tax rate of 35
percent.!? Second, the tax base for the
corporate AMT, alternative minimum tax-
able income (AMTI), is broader than the
regular corporate income tax base.!?

AMTI is calculated by adding certain
preferences and adjustments to regular
taxable income. Preferences and adjust-
ments are items a corporation may take to
reduce regular taxable income but which
are disallowed under the AMT. The slow-
er depreciation allowed under AMT rules
is the primary adjustment accounted for
in the expanded AMTI base. In addition,
the AMT imposes restrictions on the use
of net operating losses and the foreign tax
credit and requires a so-called “adjustment



for current earnings.”

The starting point for determining a
taxpayer’s AMT is its regular taxable in-
come. In general, all rules that apply in de-
termining taxable income apply in deter-
mining AMTT as well. A taxpayer’s regular
income tax liability after the foreign tax
credit, but before other tax credits is re-
ferred to as its regular tax liability. The
taxpayer then adds back various “prefer-
ences” and adjustments. AMTI is then re-
duced by an exemption amount. The tax-
payer’s tentative AMT liability (often
called the tentative tax) is determined by
applying the AMT tax rate to the taxpay-
er’s AMTI, less any exemption amount.

The AMT permits deductions for oper-
ating losses (NOLs) from prior years.
However, the amount of this deduction
cannot exceed 90 percent of AMTI before
the NOL is taken into account. Almost all
credits against regular corporate tax, such
as the research and development credit,
are disallowed against the AMT. The only
credit that is allowed is the foreign tax
credit, which must be computed separate-
ly for regular and AMT tax purposes.14

The corporation is allowed a credit
against its regular tax liability for prior
years’ minimum taxes paid. If a taxpayer
starts paying the corporate AMT and nev-
er returns to paying the regular tax, then
the AMT liabilities it pays over the years
are permanent increases in its tax liabili-
ty. Alternatively, if the taxpayer sometimes
pays AMT but thereafter pays the regular
tax often enough and in large enough
amounts so that it exhausts its AMT cred-
its, then the effect of the AMT is to accel-
erate the taxpayer’s tax payments, not to
increase them. In fact, in both 1997 and
1998 the amount of taxes collected by the
AMT was less than the amount of AMT
credit claimed against regular corporate
tax payments. In 1997, the AMT resulted
in $3.9 billion in taxes while the regular
corporate income tax was reduced by
$4.1 billion due to AMT credits claimed.
In 1998, the AMT resulted in $3.3 billion
in collections, while $3.4 billion in AMT

credits were claimed.'®> For those Ccorpo-
rations that will eventually fully utilize
their AMT credits, the direct cost to the
taxpayer (and value to the government) of
the corporate AMT is the time value of
money associated with the prepayment of
the regular tax.The calculation of a corpo-
ration’s AMT liability is summarized in Ta-
ble 1.

Step 1.
regular tax rules.

Table 1: Computing the Corporate AMT

Compute taxable income (TI) as determined under

Step 2.

Step 3.

Step 4.

Step 5.

Step 6.

Step 7.

Step 8.

Step 9.

Step 10.

Add to this amount any NOL deduction carried forward
from another tax year claimed in computing TI for the
current year.

Add or subtract the adjustments other than the alterna-
tive minimum tax NOL (AMT NOL) deduction and ACE
adjustment.

Add “preference items.”

The result is pre-adjustment AMTL

Add or subtract the adjusted current earnings (ACE)
adjustment.
Subtract the AMT NOL deduction.

The result is AMTL.

Subtract the exemption amount, if any.

The result is the AMT tax base.

Apply to this base the AMT rate of 20 percent.

The result is pre-foreign tax credit tentative
minimum tax.

Subtract from this the AMT foreign tax credit.
The result is the tentative minimum tax.

Compare the corporation’s regular tax liability with its
tentative minimum tax.!” If a corporation’s regular tax
liability is larger than its tentative minimum tax, then its
AMT liability is zero. If the tentative minimum tax is
larger, its AMT liability is the excess of its tentative
minimum tax liability over its regular tax liability.

The corporate AMT applies to all cor-

porations other than: (1) those in their
first year of existence (i.e., the tentative
minimum tax of a corporation in its first
year of existence is $0), and (2) corpora-
tions that are considered small (i.e., if the
corporation has annual gross receipts of
$7.5 million or less for all consecutive
three-year periods beginning after 1993



and ending before the tax year in ques-
tion).16

The seven most important “prefer-
ence” items and other differences be-
tween the regular income tax and the
AMT definition of income are deprecia-
tion, net operating losses (NOL), foreign
tax credits, adjusted current earnings,
completion methods, excess of depletion,
and intangible drilling costs.

Depreciation

The largest difference between AMTI
and regular taxable income results from
the depreciation methods used under the
two systems. Under the AMT, the method
of depreciation for property, other than
real property, is the 150 percent declining
balance method. Under the regular tax
system, taxpayers will generally use the
200 percent (double) declining balance
method.!® Property placed in service be-
fore 1999 has a longer depreciable life
under the AMT rules than under regular
tax rules. For property placed in service
in 1999 or later, the depreciable lives un-
der the corporate AMT and the regular tax

Omne of the most administratively
burdensome differences between
calculating regular tax liability and AMT
liability results from the rules dealing
with adjusted current earnings (ACE).

rules are the same. Conforming the de-
preciable lives cuts AMT tax collections
almost in half.

Net Operating Losses

AMTI is computed using the AMT
NOL deduction rather than the regular tax
NOL deduction. The amount of the AMT
NOL that may be deducted from AMTI
cannot exceed 90 percent of AMTI before
the AMT NOL is taken into account. Under

the regular tax, if a corporation has suffi-
cient NOLs from prior years, it can reduce
its taxable income for the current year
down to zero. This allows the corporation
to average out taxable income over sever-
al years, which is viewed as more accu-
rately reflecting the company’s total tax-
able income.

Foreign Tax Credits

The AMT foreign tax credit is calculat-
ed in much the same way as the foreign
tax credit allowed under the regular tax,
except that the foreign tax credit limit is
calculated using AMTI instead of taxable
income. The foreign tax credit limit is
equal to the total U.S. tax (calculated be-
fore the foreign tax credit) multiplied by
a fraction of foreign source income in the
numerator and total worldwide income in
the denominator. For AMT purposes, the
foreign tax credit limit, the amount of
worldwide income, and amount of foreign
source income are recalculated using AMT
rules. The amount of U.S. tax is also recal-
culated using AMT liability. When calculat-
ing the foreign tax credit limit for AMT
purposes, the amount of the credit taken
cannot exceed 90 percent of the AMT
(calculated without taking into account
the credit and the AMT net operating
loss).

Adjusted Current Earnings

One of the most administratively bur-
densome of the differences between the
two taxes results from the rules dealing
with “adjusted current earnings” (ACE). A
corporation’s AMTI for any tax year is in-
creased by 75 percent of the excess of the
corporation’s ACE over its AMTI deter-
mined without regard to the ACE adjust-
ment and the AMT NOL."

ACE is determined by statutory rules
used for calculating “earnings and profits.”
This is a separate definition from either
AMTT or regular taxable income, although
it too, like AMTI, is calculated by starting
with regular taxable income and then
making various adjustments. Specifically,



tax-exempt interest is included, the last-in,
first-out method of accounting cannot be
fully used, the installment sale method is
disallowed, and the 70 percent dividends
received deduction is disallowed. The ACE
adjustment requires that a corporation
keep at least three sets of books to calcu-
late its taxes: one for regular tax, one for
“normal” AMTI and a third for the ACE
adjustments.

Completion Methods

AMTI is computed using the percent-
age-of-completion method of accounting
for long-term contracts other than home-
construction contracts. This method re-
quires a corporation to “book” income as-
sociated with work in progress rather
than waiting until the full contract has
been completed. In contrast, the complet-
ed contract method, which is often al-
lowed for regular tax purposes, allows the
taxpayer to defer income until a contract
is complete rather than having to include
portions in gross income as the work pro-
ceeds.

How the Corporate
AMT Affects Firms’
Behavior

Proponents of the corporate AMT fre-
quently justify it as an attempt to prevent
profitable corporations from using so
many deductions, credits and other legal
preferences that they do not have to pay
any tax or pay only a token amount. Al-
though the corporate AMT can increase
tax collections from profitable firms that
would otherwise pay little or no federal
income tax, it does more than just in-
crease corporate income tax collections.
The AMT affects a wide range of behavior.

The corporate AMT affects decisions
made and actions taken by firms because
it changes the tax consequences of these

Corporations that pay the AMT bhave their
depreciation schedules stretched out, their
depletion allowances reduced, and their
use of NOLs and foreign tax credits

Excess of Depletion
The excess of any percentage deple-
tion deductions over the year-end adjust-

ed AMT basis of the property on which
the deduction is claimed is considered a
preference and so must be added back to
AMTI.

Intangible Drilling Costs

With respect to oil, gas and geother-
mal properties, intangible drilling costs
(IDCs) are a preference to the extent that
the excess IDCs for the tax year exceed
65 percent of the net income from the
properties for the year, unless the corpo-
ration elects to amortize them over a 60-
month period.

curtailed.

choices. Corporations that pay the AMT
have their depreciation schedules
stretched out, their depletion allowances
reduced, and their use of NOLs and for-
eign tax credits curtailed. These changes,
which increase their tax bills, are at least
partially offset by AMT credits they re-
ceive for the additional tax they pay as a
result of the corporate AMT. These cred-
its can be used in future years to offset
their regular tax liability. However, be-
cause these credits cannot be used to re-
duce taxes below what they would be
with the corporate AMT, many companies
carry AMT credits on their books for
years. Companies with excess credits



have their taxes increased by the AMT and
have their incentives altered by it the
same as corporations that currently pay
the AMT. This is one reason why the cor-
porate AMT can have effects that are dis-
proportionate to total taxes collected.

There are four basic classes of argu-
ment against the corporate AMT. First, it
discourages investment. Second, it misal-
locates resources. Third, it is administra-
tively burdensome. Fourth, it makes for
poor fiscal policy.

The Corporate AMT Discourages
Investment

The corporate AMT discourages affect-
ed firms from investing in plant, equip-
ment and other productive activities.
There are two reasons for this. First and
most obviously, “loopholes” that the AMT
curtails are the same incentives that Con-
gress bestowed to encourage such invest-
ment.The corporate AMT preferences and
adjustments reduce the value of these in-

“Loopholes” that the AMT curtails are the
same incentives that Congress bestowed
to encourage such investment. The
corporate AMT preferences and
adjustments reduce the value of these
incentives, thereby discouraging affected
firms from making such investments.

centives, thereby discouraging affected
firms from making such investments.
Second and less obviously, the re-
duced corporate AMT rate, coupled with
corporate AMT credits that can be used
against the corporation’s regular tax liabil-
ity in the future, reduce the effective mar-
ginal tax rate for firms affected by the
corporate AMT. Such a reduction in the
firm’s effective marginal tax rate will
make tax-advantaged investments less at-

tractive. Thus, not only are AMT firms dis-
couraged from investing in plant and
equipment, they are also discouraged
from such activities as advertising and re-
search because these are expenditures
that can be immediately expensed. On the
other hand, the reduction in tax rate ex-
perienced by AMT firms will encourage
them to invest in activities that are not tax
advantaged, such as increasing cash re-
serves.

The most frequently reported adjust-
ments and preferences on regular corpo-
rate tax returns are for depreciation and
the ACE adjustment.?’ The rationale for
providing such incentives is that the in-
vestments have beneficial effects on the
economy that go beyond the private re-
turn earned by the investor. If the exist-
ence of so-called positive externalities can
justify the special tax benefits, then it
makes no sense to provide these benefits
through one provision of the tax code
(the regular corporate income tax) and to
take them away with another (the corpo-
ration AMT). Alternatively, if they are not
justified, they should not be provided in
the tax code at all.

The Corporate AMT Misallocates
Resources

The corporate AMT not only discour-
ages investment, but also misallocates re-
sources because it changes who makes
specific investments, the legal form these
investments take, how they are financed,
and when they occur. These changes are
all costly, and economically wasteful.

One of the keys to understanding the
consequences of the corporate AMT
comes from recognizing that it does not
directly affect all firms. The corporate
AMT does not prevent all firms from using
typical tax preferences including deduc-
tions. It only affects a firm whose tax lia-
bility is increased or would be increased
by the corporate AMT if the firm claimed
all deductions, credits and other prefer-
ences permitted under the regular tax.?!
The investment incentives of firms that



have not had their tax liabilities affected
by the corporate AMT are not changed.
The corporate AMT, thus, introduces an
unlevel playing field between AMT and
regular firms because the tax paid on the
same investment varies depending upon
whether a firm is paying the regular tax
or the AMT.

Moreover, it is not surprising that
firms in specific industries (such as man-
ufacturing, mining and public utilities) are
more likely to be affected by the corpo-
rate AMT than those in other industries.
This is because the AMT decreases the
expected value of any deductions taken in
years in which the corporation will gen-
erate a loss by reducing the amount of
deductions and restricting the use of
NOLs. This reduces the incentive to in-
vest in depreciable property, engage in
research and development, or incur any
other deductible expenses, including sal-
aries of new hires. This change in invest-
ment incentives is not tied in any rational
way to any legitimate governmental pur-
pose (e.g., improving the efficiency of the
economy or the provision of public
goods).

The AMT also influences the form cer-
tain investments take. One of the largest
and most important differences between
the corporate AMT and the regular corpo-
rate income tax is the treatment of depre-
ciation. For tax purposes, the lessor of
leased property is generally considered
the owner and therefore is able to depre-
ciate the leased property. The lessee can-
not depreciate the property but can de-
duct lease payments from its regular
taxable income. Because lease expenses
are not an adjustment or preference item,
an AMT firm that leases property does not
suffer the same disadvantage as a firm that
owns property. Moreover, many of the
benefits of accelerated depreciation can
be passed through to the lessee in the
form of reduced lease payments.?? Thus,
to the extent that the AMT causes firms to
lease instead of own property, the effect
is to impose additional costs of writing

leases and the agency costs from separat-
ing the user from the residual claimant.
The AMT also discourages firms from
using debt relative to equity to finance
capital investments. Because dividends
and retained earnings are not deductible
from corporate income but interest pay-

The tax compliance costs of firms subject
to the corporate AMT are 18 to 26 percent
bigher than firms that are not subject to

the corporate AMT

ments are, a firm with more debt in its
capital structure will (other things being
equal) report smaller taxable income and
pay a smaller tax liability. This smaller li-
ability makes it more likely that the debt-
financed firm will have to pay corporate
AMT than an equity-financed corporation.
Thus, the corporate AMT encourages firms
to use less debt than they otherwise
would.

The AMT can also influence the tim-
ing of investment. Because AMT firms
have higher hurdle rates for investment in
depreciable property than other firms,
they have a greater incentive to invest
before they are subject to the AMT or af-
ter they come out of it. This encourages
firms to shift the timing of their invest-
ments, an especially undesirable result
from a general economic perspective be-
cause of the cyclical effects of the AMT.

Finally, because AMT liability is calcu-
lated on a consolidated basis, firms that
expect to find themselves subject to the
AMT have an incentive to merge with oth-
er firms. If the combined entity would
not be subject to the AMT, but one of the
two entities individually would, then the
corporations have reduced their joint tax
liability through the merger.?3 This incen-
tive is likely to be especially strong in the
case of conglomerate mergers because
the incomes of the various businesses are



likely to be uncorrelated. As a result, the
constituent firms of a conglomerate can
probably offset one another’s tentative
AMT liability. The investigation of the
many tax planning costs associated with
mergers and the preparation for mergers
is outside the scope of this paper. Suffice
it to say that the costs are considerable,
and like all the other costs described in
this section, they arise because of the cor-
porate AMT and not for an economically
beneficial reason.

The Corporate AMT Increases Tax
Planning and Compliance Costs
The corporate AMT complicates the
tax system and makes compliance more
costly.According to a 1995 survey of large
corporations conducted by Joel Slemrod

Because more firms are subject to the
AMT during economic downiturns than
during periods of growth, the corporate
AMT increases collections during
recessions and decreases them during
booms. This artificially accentuates
natural market cycles and thereby tends
to destabilize the econom).
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and Marsha Blumenthal, the tax compli-
ance costs of firms subject to the corpo-
rate AMT are 18 to 26 percent higher than
firms that are not subject to the corporate
AMT.?* Most of the additional cost is de-
rived from supplementary planning,
record keeping, and form completion re-
quired by the corporate AMT rules. For
example, instead of calculating the
amount of tax owed once, the corporate
AMT requires that each corporation that
might potentially have to pay the tax keep
at least three sets of general accounting
records: one for regular tax compliance
purposes, one for AMTI calculations, and

a third for the ACE adjustments. Within
these three sets of books, each firm must
keep as many as five sets of depreciation
records.

For two reasons, the Slemrod and Blu-
menthal estimates of AMT compliance
costs cannot be directly translated into an
estimate of the aggregate cost of all busi-
nesses complying with the corporate AMT.
First, firms that are subject to the corpo-
rate AMT are likely to have more compli-
cated tax returns and more complex tax
situations. For example, they are likely to
use more depreciable property in their
businesses and have the additional cost of
dealing with those rules. This would sug-
gest that the Slemrod and Blumenthal
numbers overestimate the increased cost
of complying with the corporate AMT.

Second, many companies that do not
have their tax liabilities increased by the
corporate AMT still must make AMT calcu-
lations and maintain the necessary
records. Of the 365 respondents in the
survey, 198 firms were not currently sub-
ject to the corporate AMT, yet 184 of the
198 kept the necessary records and made
the relevant corporate AMT calculations.
That non-AMT firms must keep the
records necessary to calculate the corpo-
rate AMT suggests that Slemrod and Blu-
menthal’s estimate of the additional com-
pliance costs incurred by AMT firms could
underestimate the total cost of complying
with the corporate AMT.

Another detail of the methodology
implies that their findings may substantial-
ly underestimate aggregate compliance
costs. Specifically, to quantify AMT compli-
ance costs, Slemrod and Blumenthal com-
pared the compliance costs of firms cur-
rently paying the AMT with those who are
not, but they did not exclude the AMT-re-
lated compliance costs of the firms in the
latter group. Instead, these AMT-related
compliance costs are incorporated into
the firm’s overall compliance costs and as-
sumed to be associated with the compa-
ny’s regular tax liability. This assumption
minimizes the difference between the



compliance costs faced by AMT firms and
compliance costs faced by regular tax
firms.

The Slemrod and Blumenthal survey
provides further support for the claim
that costs of complying with the corpo-
rate AMT are very high. Three hundred
and fifteen of the 365 tax officers who
responded to the survey provided a re-
sponse to the question, “What aspect of
the current federal tax code was most re-
sponsible for the cost of complying with
the tax system?” The two most frequent-
ly mentioned provisions were deprecia-
tion (118 responses) and the corporate
AMT (115 responses). The third most fre-
quently mentioned provision was the uni-
form capitalization (UNICAP) rules (85 re-
sponses) and the fourth was compliance
with international or foreign taxes (44 re-
sponses).

The survey also asked, “What features
of the Tax Reform Act of 1986 most con-
tributed to complexity?” The answer most
often given was the corporate AMT, which
was mentioned by more than half of the
responders. Specifically, of the 311 firms
responding to the question, 189 men-
tioned the corporate AMT. The next most
common response, with 138 mentions,
was the UNICAP rules.

Finally, Slemrod and Blumenthal asked
respondents to suggest reforms that
would simplify compliance. Of the 256
respondents answering this question, 75
recommended greater uniformity between
federal and state tax systems and 42 rec-
ommended greater uniformity between
taxable income and financial accounting
income. However, the current tax provi-
sion that drew the most criticism was the
corporate AMT. Sixty-two respondents sin-
gled it out: 38 called for its elimination, 11
recommended it be simplified, and 13
proposed that the ACE adjustment be
eliminated. In contrast, only 19 surveys
mentioned the UNICAP rules and only 13
surveys mentioned the foreign tax credit.

Another indication of the high compli-
ance costs associated with the corporate

AMT is the amount of money that corpo-
rations spend each year just filling out IRS
paperwork. A previous Tax Foundation
paper included an estimate based on IRS
paperwork calculations that corporations
spend some 17.3 million hours just filling
out AMT-related tax forms. At a very con-
servative cost of $34.66 per hour, this to-
tals $600.1 million per year.?>

The Corporate AMT is Poor Fiscal
Policy

As a matter of fiscal policy, policy
makers frequently wish to reduce taxes
when the economy is in a slump and to
increase taxes when the economy is in
danger of overheating. The idea is that
putting money into private hands can
stimulate spending that will bring the
economy out of a recession or possibly
prevent one from occurring. Similarly, re-
moving money from the private sector
when the economy is in danger of over-
heating can help stave off an inflationary
spiral.

Putting aside arguments for or against
this general policy, the problem with us-
ing taxes as an instrument of fiscal policy
is that it takes time to enact tax policy
changes and additional time for those
changes to have a real economic impact.

The most common arguments advanced

in favor of the corporate AMT take the
broad form that a corporate AMT will

make the tax system fairer.

Because of the delay in seeing an effect
from tax changes, economists are skepti-
cal of the use of targeted tax policy as an
instrument of fiscal policy.

However, tax polices that automatical-
ly decrease revenues when the economy
is turning down and increase collections
in booms are viewed by many economists
as having a stabilizing effect on the econ-
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omy. Thus, income tax systems, whether
flat or progressive, are often viewed as
more fiscally prudent than head taxes be-
cause collections decrease during reces-
sions and increase during booms. The
corporate AMT, however, works in exact-
ly the opposite direction. Because more
firms are subject to the AMT during eco-
nomic downturns than during periods of
growth, the corporate AMT increases col-
lections during recessions and decreases
them during booms.This artificially accen-
tuates natural market cycles and thereby
tends to destabilize the economy.

As an instrument of fiscal policy, the
corporate AMT does more than take mon-
ey out of private hands during recessions.
It also tends to discourage corporations
from investing in new plant and equip-
ment.

Corporations are pushed into the AMT
during recessions because their incomes
fall. Because firms subject to the AMT
have higher hurdle rates for investment
than firms subject to the regular income
tax, the AMT discourages firms from in-
vesting during recessions. Because in-
creased investment is one road out of re-
cession, the corporate AMT has the
undesirable effect of making such in-
creased investment and economic recov-
ery less likely. The ultimate effect is typi-
cally the artificial prolongation of
economic downturns.

The Response to
Arguments in Favor
of a Corporate AMT

Having described the arguments
against the corporate AMT — that it dis-
courages investment, misallocates resourc-
es, creates excess compliance costs, and is
contrary to sound fiscal policy — we turn
to the proponents. The most common
arguments are that it improves the fair-
ness of the tax system; that it discourag-
es investment in tax preferred assets; and
that it is necessary to prevent corpora-
tions from using tax shelters to eliminate
their income tax liability.

Claim: The Corporate AMT
Improves “Fairness”

The most common arguments ad-
vanced in favor of the corporate AMT take
the broad form that a corporate AMT will
make the tax system fairer. This argument
usually takes one of two different forms:
corporations should pay more in taxes;
and a corporate AMT promotes vertical
fairness. In its simplest form, the argument
that corporations should pay higher taxes
can be summarized by the often-cited
quotation of Robert S. Mclntyre, the direc-
tor of Citizens for Tax Justice, “It’s a scan-
dal when members of the Fortune 500
pay less in taxes than the people who
wipe their floors or type their letters.”2¢
At some level, this observation has an ob-
vious emotional appeal. The balance
sheets and income statements of many
corporations show large cash flows and
assets, including sometimes large amounts
of cash on hand. It seems obvious that
they can pay taxes. There are, however,
two problems with this line of argument.

First, even assuming that corporations
should pay more taxes, the corporate AMT
is an especially poor way of seeing that
they do. Because of its high compliance
costs, low yield, and the misallocations it



causes, the corporate AMT is a very inef-
ficient way to collect taxes from corpora-
tions.?” Far more effective would be to
eliminate the corporate AMT and either
raise the corporate tax rate (less than one
percent) or reduce across the board the
preferences that reduce firms’ taxable in-
come relative to their economic or book
income. Indeed, either change could eas-
ily replace the taxes collected by the cor-
porate AMT while at the same time prac-
tically eliminating the full cost of
complying with the corporate AMT.

Second, it is important to remember
that corporations do not pay taxes, people
pay taxes. Ultimately, the economic bur-
den of the corporate income tax, includ-
ing the AMT, must be borne by individual
workers, customers, and shareholders.?8
While the specific incidence of the corpo-
rate income tax has been a particularly
contentious issue, the fact remains that
people pay taxes and the fairness of the
corporate AMT should be evaluated based
on its consequences for individuals.

Many proponents of the corporate
AMT justify the corporate AMT by arguing
that it extracts tax dollars from wealthier
people, increasing tax progressivity, or as
economists would say, improving vertical
equity.?? There is a long-standing and ex-
tensive debate over whether the tax sys-
tem should be progressive and if so, how
progressive.>* We do not intend to join in
that debate in this paper, but what can be
said here is that eliminating the corporate
AMT would have little if any effect on the
overall progressivity of the corporate in-
come tax or taxes in general.

If proponents argue that the corpo-
rate AMT increases progressivity because
wealthier people invest in AMT-suscepti-
ble corporations, then they are probably
incorrect. There is probably no difference
in the wealth of the shareholders in firms
that are affected by the AMT and those
that are not.

Alternatively, if proponents argue that
the corporate AMT increases progressivi-
ty by taxing capital, which is more often

owned by the wealthy, the argument has
some merit. However, any increase in cor-
porate taxes would have the same effect.
Accordingly, if a general increase in corpo-
rate taxes is desirable, Congress should
increase corporate tax collections direct-
ly either by raising tax rates or cutting
back on the preferential treatment provid-
ed within the code, such as accelerated
depreciation. Either would raise corpo-
rate taxes without incurring the compli-
ance and other inefficiency costs associat-
ed with the corporate AMT.

Claim: The Corporate AMT Is
Necessary to Discourage
Investment in Tax Preferred Assets

Another argument that is sometimes
made in support of the corporate AMT is
that it discourages investment in tax pre-
ferred assets. As described above, much of
the impact of the AMT is to change the
form of the investment rather than to pre-
vent it. Of course, to some extent the
corporate AMT does discourage invest-
ment in tax preferred assets. However, it
does so in a manner that is much more
costly than simply reducing preferences.
A better policy would be to reduce pref-
erences across the board. If lawmakers
think depreciation is too rapid or the de-
pletion allowance for oil or natural gas is
too high, they should change it directly.

The current compromise—large pref-
erences and a corporate AMT—is a poor
solution. It is the worst of both alterna-
tives, akin to giving with the left hand and
taking with the right. It does not gener-
ally discourage firms from making the tax
favored investments. It only discourages
those firms that are subject to the AMT
from doing so.

Claim: The Corporate AMT is
Necessary to Restrain
Corporations’ Use of Tax Shelters
Another argument that is sometimes
made by proponents of the corporate
AMT, or is at least implied by their com-
ments, is that the corporate AMT is neces-
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sary to prevent corporations from using
abusive tax shelters to eliminate their tax-
es. In the last five years or so, the media
has focused a bright light on corporate
tax shelters. As a result, there is a concern
that corporations are making widespread
use of abusive tax shelters. The propo-
nents of the corporate AMT are con-
cerned that its repeal would unleash the
tax shelter market.

There are several facts that run
counter to this claim. First, there are le-
gal and nonlegal constraints on tax shel-
ter activity. Admittedly, these constraints
are imperfect, but they do operate. Sec-
ond, and more to the point, the corporate
AMT does little to constrain such activity
because a corporation’s managers can still
eliminate their firm’s tax liability through
tax shelters. The corporate AMT simply
requires them to use more shelters. The
cost of this additional sheltering activity is
probably minimal (because the docu-
ments are already drawn up and shelters
are often priced as a percentage of the tax
saved), but any extra time spent creating
or finding additional shelters is time not
spent in economically productive activity.

Conclusion

For the first time since its enactment
fifteen years ago, Congress had before it a
real opportunity to repeal the corporate
AMT. Repeal would have had significant
positive economic effects without sub-
stantially reducing the federal govern-
ment’s corporate income tax collections.
The corporate AMT does not advance any
legitimate purpose (it does not increase
efficiency or improve fairness in any
meaningful way); it nets little money for
the government (roughly $1 billion a year
going forward); it imposes heavy compli-
ance costs (likely larger than net collec-
tions); and it encourages firms to cut back
or shift their investments.
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