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Statement of:

Merlo Family 
To: President's Advisory Panel 

on Federal Tax Reform
Washington, DC
 
My name is Robert Merlo and I am writing to you on behalf of my wife Wendy, 

and our infant child Robert Jr.  We appreciate the opportunity to discuss with you the 

specifics of our situation regarding Incentive Stock Options (ISOs) and the Alternative 

Minimum Tax (AMT) associated with the exercise of these options. 

The current treatment of the AMT laws with respect to the exercise of ISOs is 

requiring that I pay in excess of $350,000 in taxes on no realized gain.  In fact, in my 

situation, I am being asked to pay the tax for ISOs exercised, that I never sold and that are 

now worthless due to the company’s bankruptcy.

To summarize the situation briefly, I once worked for Exodus Communications 

and received ISOs, which I exercised, but never sold.  Exodus subsequently went into 

bankruptcy, their assets were sold and the shares were deemed worthless.  However, even 

though I never sold one share of the exercised Exodus stock and have never gained one 

penny from the exercise, the IRS is assessing taxes on me in excess of $350,000.  This 

tax results from the AMT treatment of the phantom “paper” gain calculated as the 

difference between the option price and the "fair market value" assessed upon exercise of 

the options.  

Despite my belief that the tax was unfair, in 2001, to pay some portion of the tax 

due, I had to refinance my house, sell other assets and drain my savings to pay $160,000 

of the total.  In an attempt to protest this assessment of taxes I met with an IRS appeals 

agent but was not successful in getting an abatement or reduction in the taxes owed – the 

IRS is declaring the assessment delinquent and asking for the balance due, plus interest, 

now in excess of $200,000 and growing.  

I cannot believe this was the intent of the original AMT law and I think Congress 

should address and remedy this issue.  My understanding is that the AMT law was to 

insure that the government collected taxes from individuals who might otherwise shelter 

their gains.  Although the present system of demanding prepayment of taxes and crediting 

it back might be applicable to someone who ultimately can sell the stock exercised, in my 

situation because Exodus is bankrupt and the shares are worthless – I will never be able 

to sell the shares to offset the taxes I have already paid and I will never be able to recover 

the taxes paid. 

The fundamental problem with the law is its presumption that the taxpayer will be 

able to use the AMT he or she pays when exercising the options toward the taxes he or 

she will owe when selling the stock acquired with the options, or that the two taxes would 

be so close that the taxpayer would only have a small credit.  The law does not currently 

deal with the possibility of the stock losing all of its value.

It seems completely unfair and inequitable to assess taxes and severely stress an 

individual’s financial well being based upon "paper" profits, not actual gain.  Without 

resolution to this inequity I will be required to liquidate all my assets and file for 

bankruptcy protection, which will in essence ruin my family and me financially -- all for 

a tax on nothing ever earned.

I believe that this is a grave injustice; that this situation is an unintended 

consequence of the AMT law.  I do not believe that the government intended to require 

taxpayers to prepay taxes on income they never received to generate credits they will 

never recover.  Yet, the IRS tells me that they can do nothing - they are only enforcing a 

rule they know to be wrong and inequitable.  In fact, during my meeting with the IRS, the 

agent stated that although he believes this is wrong and unjust, the IRS has no authority 

to “interpret or make law” and that the only way to right this wrong is for Congress to act 

and amend the law! 

I trust you see the injustice here; we and other hard working middle class 

taxpayers like us need your help!

Every person -- from the IRS collections agent to the members of Congress that I 

have written to or spoken with -- is shocked at how this law has affected my family.  

With a newborn son – I cannot help but wonder how I will provide for his future if we are 

driven into bankruptcy over this phantom income tax.  No one else seems to be able to 

help us.  I thank you for the opportunity to write to you and hope that you can see a path 

to righting this wrongful taxation.

Robert J. Merlo  

Dallas, TX

503-560-4251
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