
 
Answers to Some Commonly Asked Questions Concerning the 2003 Tax Act
By Martin L. Pierce, Husch & Eppenberger, LLC
In June, President Bush signed into law a major tax-cut package.  This Act will cause significant reductions in the federal income taxes related to capital gains, dividends, and ordinary income.  Provided below is a summary of these changes in a question and answer format which will help to explain how the Act could impact you.  However, these questions are just a sample of the overall tax bill, and the explanations are very brief.  If you need further information relating to the Act and how it may affect you personally, please contact your tax attorney or accountant to discuss your specific situation.

Question #1:
How does the Act change the taxation of capital gains and dividends?

Answer:
In general, the maximum rate on all long-term capital gains (i.e., the sale of an asset held for longer than one year) has been reduced from the current rate of 20 percent to 15 percent.  In addition, dividends paid on corporate stock are no longer taxed as ordinary income, which previously had a maximum rate of 38.6 percent.  Like capital gains, dividends are now taxed at a maximum rate of 15 percent.  

Effective Dates:
The reduction in income tax rates for capital gains and dividends is effective through 2008.  However, while the Act applies to all dividends received in 2003, it only applies to capital gains realized after May 5, 2003.

Question #2:
Will I still receive the benefit of the reduced tax rates on capital gains and dividends if my investment assets are held in a family limited partnership or a limited liability company (“LLC”)?

Answer:
Yes, the fact that your dividends are received by your partnership or your capital gains are incurred inside your partnership (or LLC) should not impact the “flow through” of lower tax rates to you.

Question #3:
What about dividends from stock mutual fund accounts?  Will those dividends qualify for the lower tax rate?

Answer:
Yes, in general, most dividends paid from stock mutual funds (but not bond mutual funds) should qualify for the lower tax rate.  In addition, certain payments of “interest” from money market accounts which are treated as dividends for income tax purposes will also qualify for the 15-percent tax rate.  Distributions from real estate investment trusts will be taxed at ordinary income tax rates.

Question #4:
What about the maximum ordinary income tax rate?  Was it reduced?

Answer:
Yes, the rate on the top tax bracket was reduced from 38.6 percent to 35 percent.  In addition, the 35-percent, 30-percent and 27-percent brackets are each reduced by 2 percent.  Unlike the capital gains tax rate reduction, the lower rate on ordinary income is effective retroactively to January 1, 2003, and continues through 2010.

Question #5:
Based on these changes, is there anything that I need to be thinking about with regard to my personal tax planning or investment allocation?

Answer:
The new Act could have a very large impact on your personal tax planning and investment decisions.  Taxable interest income has now become a somewhat less attractive investment since it is still generally treated as ordinary income for federal taxes; however, bonds and other fixed income securities may still serve a valid purpose in your asset allocation mix.  In fact, fixed income securities may be even more appropriate in non-taxable investments such as IRA’s and 401(k) accounts.  Nevertheless, each client’s situation is different, so we urge you to contact us and your financial adviser or investment manager before making any changes in your asset allocation.

Question #6:
What about the alternative minimum tax?  Is it being reduced?

Answer:
For years 2003 and 2004, the alternative minimum tax (“AMT”) exemption amount for married taxpayers filing a joint return or a surviving spouse increases to $58,000 and for unmarried taxpayers to $40,250.  While this increase provides some relief, we believe there is increased vulnerability to AMT under the new Act.  Please contact us for details and to estimate potential AMT liability if you are planning major investment changes.

Question #7:
Should I be expecting a check in the mail like under the last tax cut?

Answer:
Probably not.  The reductions in income tax rates mentioned above will not cause a refund to be issued to the majority of taxpayers like under the tax cut of 2001.  However, if you qualified for the child tax credit in 2002, you may be eligible for a payment of up to $400 per child.  This payment will be made to qualifying taxpayers over the next few months.


Please keep in mind that this summary of the Tax Act is very brief and merely highlights a few of the changes in the Act.  There are several significant planning opportunities for self-employed taxpayers and for anyone who owns an interest in a closely-held C corporation or S corporation.  
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