The 2003 Federal Tax Act
Here we go again. Congress has chosen to tweak with the Internal Revenue Code for the third time in as many years.   And if you want to sound trendy describing this one… call it JAGTRRA (that’s short for the Jobs and Growth Tax Relief Reconciliation Act of 2003).   Signed into law on May 28, 2003, the changes behind this $350 billion tax cut were not terribly complex, however, the multiple expiration dates instituted to bring the tax act within budget will complicate tax planning.   While on the surface it appears that these tax cuts are new, many of the provisions merely serve to accelerate benefits previously set in place with EGTRRA (the Economic Growth and Tax Relief Reconciliation Act of 2001) and JCWAA (the Jobs Creation and Workers Assistance Act of 2002).
As I reviewed the provisions of the new federal tax legislation, I continued to recall the legendary song from Fiddler on the Roof…  Sunrise, Sunset, Sunrise, Sunset.  Clearly, a concern for Attorneys raised with this new legislation will involve coordinating and integrating the enactment and sunset dates for each provision in their tax plans.   What are these sunset provisions?   Essentially, they are a congressional method of enacting legislation that carries a long term price-tag beyond the budgeted amount.  To reduce their cost, certain provisions are set to expire before they grow too expensive.   What the administration ultimately hopes is that the burden would be imposed upon a later Congress to keep the tax benefits in place. 
ACCELERATION OF INDIVIDUAL TAX RATE REDUCTIONS

The legislation impacting the most taxpayers under the new law involves the accelerated reduction of the individual tax rates.   JAGTRRA expanded the 10 percent bracket by accelerating the provisions set forth in EGTRRA (which would otherwise have first been effective in 2007).   This 10 percent bracket then contracts in 2006 to pre-EGTRRA levels but reappears in 2008.  Additionally, JAGTRRA reduces the individual marginal tax rates as follows: 27 to 25, 30 to 28, 35 to 33 and 38.6 to 35 percent.  

Since the rate changes are retroactively effective to January 1, 2003, many taxpayers will now have more disposable income for the remainder of the year.   Unfortunately, provisions have not been implemented for employees to obtain current refunds of excess withholdings received year to date.   Taxpayers will need to adjust their taxes withheld to compensate for any overwithholding made since January.  Otherwise, any excess can be refunded with the filing of the 2003 tax return. Similarly, taxpayers that tender estimated payments will need to adjust remaining quarterly estimates.  The IRS has begun posting the withholding tables on its web site (located at www.irs.gov) and the printed version (Publication 15-T) should be available by the end of June.  Employers are being granted until July 1st to adjust employee withholding in accordance with the new tables. 
REDUCTION IN LONG TERM CAPITAL GAINS TAX
Another major aspect of JAGTRRA involves the reduction in the long-term capital gains rate for sales, exchanges and payments received on or after May 6, 2003 through the end of 2008.   The rates were adjusted from 20 percent to 15 percent for individual taxpayers who are in a higher than 15 percent rate bracket and from 10 percent to 5 percent for taxpayers in the 10 and 15 percent brackets.   In 2008, taxpayers in the five percent bracket obtain a zero percent rate. These reduced rates are applicable to calculations of both regular tax and AMT liabilities. Not included in the new law are the rates upon the sale of collectibles (which remains at 28 percent) and the maximum rate upon the sale of Section 1250 depreciable realty (which remains at 25 percent).  In addition, the 18 and 8 percent rates set forth with EGTRRA for qualified five-year property will not reemerge until 2009 when JAGTRRA long-term capital gains rates reach their sunset.   
Will these rate reductions stimulate stock market investment and the overall economy?  Legislators are hopeful that those who have maxed out their eligible pension contributions can now save additional funds without bearing a large tax burden for doing so. However, others argue that the new legislation may actually decrease pension investing by soon to be retirees because it would effectively convert the post contribution earnings from capital gain to ordinary income.   Unfortunately, the reduced rates applied to long term capital gains does not apply to the asset growth within qualified plans.
The reduced long term capital gain rates make it attractive to integrate lifetime transfers into estate plans.  Typically a donee retains the donor’s carryover basis for gifted property.   The now reduced tax cost to the donee of liquidating the property makes the gift itself more valuable.  As always with lifetime transfers, any post-gift appreciation would be removed from the estate.  In the immediate term, attorneys should compare whether the total tax cost associated with gifting would be less than the ultimate cost of estate tax inclusion for the property.  Nonetheless, the estate tax is set for repeal in 2010 and a carryover basis would be imposed upon all inherited assets beyond the first 1.3 million (with an additional 3 million for the surviving spouse).   As a result, the tax incentive to conduct inter vivos gifts would diminish as the unified credit increases and 2010 approaches.
On the same note, the incentive to gift appreciated securities to charitable organizations has also been reduced.   Aside from the long established 30 percent of Adjusted Gross Income (AGI) limitation, there will be less of a benefit derived upon transferring the underlying tax liability.   Resultingly, Charitable Remainder Trusts may also appear slightly less desirable with JAGTRRA.
REDUCTION IN TAX ON DIVIDEND INCOME
The original intent of the administration was to obtain a complete removal of double taxation by eliminating the tax on shareholder dividend income   Congress ultimately decided that dividends should be taxed at 15 percent for taxpayers in higher than the 15 percent bracket and at 5 percent for taxpayers in the 10 or 15 percent brackets.  In 2008, taxpayers in the five percent bracket obtain a zero percent rate.  Similar to long term capital gains, these reduced rates are applicable to both regular and AMT tax liabilities.  Although dividends need not be from current earnings and profits, they must be received from either domestic or “qualifying” foreign corporations between January 1, 2003 and December 31, 2008.   After that time, pre-JAGTRRA tax rates return.   

A “qualified foreign” corporation has been given special distinction under the new law.   To be qualified it must be either incorporated in a U.S. possession or in compliance with the requirements of a comprehensive International Tax Treaty.  

The new law carves out which entity forms are deemed qualified.  Passive foreign investment companies, foreign investment companies and foreign personal holding companies are entity forms typically created to shelter gains, income and earnings obtained abroad from U.S. Taxation.   If income from any of these entity forms were repatriated via a dividend, it would not qualify for the reduced rates.   An example of a qualifying foreign corporation would be a company like LM Ericcson. This is because LM Ericcson trades domestically on the NASDAQ exchange via American Depository Receipts (ADR’s).   
Be careful.  Certain dividends, even though from a domestic corporation do not qualify for the 15 percent reduced rate.  This includes dividends from a corporation exempt under Section 501, farmers’ cooperatives, mutual savings banks which receive a deduction for dividends paid and dividends paid from employee stock ownership plans.   Also excluded are dividends where the taxpayer is obligated to tender related payments toward positions in “substantially similar or related property”.  Most importantly, the beneficial rate is not available for leveraged securities if the taxpayer elected to include the dividend in investment income when determining the individual investment interest expense limitation.

As always, there’s a catch.  There are shareholder level holding period restrictions which also need to be met.  Accordingly, the stock must be held for at least 60 days of the 120 day period which begins 60 days before the ex-dividend date.   For those who read this sentence and thought…”huh”?  Just remember that the holding period requirement was implemented to prevent day traders from qualifying for the reduced rates.  Buy and hold.  That’s what Congress is looking for.

JAGTRRA has also adjusted the penalty rates applied to corporations which retain income at the entity level for purposes of tax deferral. The penalty tax rate for Personal Holding Companies (IRC Section 541) and the unreasonable retention of Accumulated Earnings (IRC Section 531) was reduced to 15 percent.  Also worth noting is that distributions of IRC Section 306 stock (preferred stock bailouts) have been adjusted to qualify for the reduced dividend rate.
ACCELERATION OF RELIEF FROM THE MARRIAGE PENALTY
JAGTRRA immediately sets in place EGTRRA ’01 provisions which address the “Marriage Penalty”.   The marriage penalty is an inequity which became more prevalent with the rise in two-income families.   In short, the penalty occurs when two working spouses pay more in tax from filing under the married-joint designation than if they had filed as single (and unmarried) taxpayers.  To remedy the situation, Congress has made the standard deduction for married-joint filers exactly double of that imposed for single taxpayers.  The 15% rate bracket for married joint filers has also been adjusted to amount that is exactly double the bracket for single taxpayers.   The marriage penalty remedies will expire in 2005.
THE CHILD TAX CREDIT
Parents will be pleased to discover that JAGTRRA also extended the Child Tax Credit from its current level of $600 to $1,000 per qualifying child for the 2003 tax year.   Starting July 25th, approximately 25 million eligible taxpayers will begin receiving advances on their current year $400 increase.  Automatic payments will be made to parents for each qualifying child claimed on their 2002 tax return.  Those who qualify but do not receive their advance payment should remember to request the full $1,000 on their 2003 tax return.   Currently, new legislation is under debate to extend this credit to lower income families by making it refundable (available even if no tax was due with the return).   The Child Tax Credit falls to $700 from 2005 through 2008.  It then rises to $800 and $1,000 in 2009 and 2010 respectively.

ALTERNATIVE MINIMUM TAX RELIEF
The Alternative Minimum Tax (AMT) is a parallel tax system. It was initially created to prevent wealthy taxpayers from claiming excessive deductions.  It involves calculating the taxpayer’s individual tax liability at a rate between 26% and 28% after having disallowed certain deductions.  In recent years, inflation has caused an increasing number of taxpayers to unexpectedly fall within its grasp.   It has been estimated that by 2005, over 11 million taxpayers are expected to be paying the AMT.   The current increase in individual state taxes in New York (see explanation below) will only exacerbate this problem.  In response, Congress reacted mildly with JAGTRRA by raising the AMT exemption to $40,250 (an increase of $4,500) for single taxpayers and to $58,000 (a $9,000 increase) for married taxpayers.  The increased exemption is only applicable for the 2003 and 2004 tax years before it sunsets.  With rising state tax costs and the reduced 15 percent rate on long term capital gains/dividend income, the push to reform the AMT will grow as more unwary taxpayers become subject to the tax each year.   
EXPANSION OF THE 179 EXPENSE ELECTION / BONUS DEPRECIATION
Pre-JAGTRRA, Section 179 of the Internal Revenue Code only allowed electing small businesses to expense the first $25,000 of tangible property placed in service in a trade or business.  The new law expanded this limitation to the first $100,000.   The overall limitation for this expense was also increased.  Each dollar of qualifying assets expensed in excess of $200,000 per tax year reduced the allowable deduction on a dollar for dollar basis under Pre-JAGTRRA law.    This limitation was expanded to $400,000.   
Recently, the Section 179 deduction has been a hotbed for frequent abuse.    Current law allows a business to fully expense (under Section 179) the cost of qualifying vehicles (an SUV, truck or van) placed in service in the year of purchase so long as the gross vehicle weight rating exceeds 6,000 lbs.  Bear in mind that this weight rating is not the curb weight of the vehicle but rather the weight of the vehicle holding its passengers.   With the new $100,000 Section 179 limitation, plenty of small business owners will be shopping for the Mercedes ML 320 or Lincoln Navigator they’ve had their eye on.  In light of these tax provisions, automobile manufactures have been quick to tout the qualifying vehicles they offer.  Opportunists be leary, activists are hot to extinguish this anti-environmental tax loophole.  It should be noted that New York State has already implemented its own fix for this provision (discussed below).
JCWAA of 2002 enabled taxpayers that purchase depreciable personal property for use in a trade or business between September 11, 2001 and September 11, 2004 to obtain a 30 percent deduction for the year that the property was placed in service.  This “Bonus” was in addition to the Section 179 Deduction and the regular depreciation allowed.   JAGTRRA has increased this 30 percent Bonus to 50 percent.   Property acquired or constructed after May 5, 2003 until December 31, 2004 will qualify so long as it met the criterion initially set forth with JCWAA.  Taxpayers who seek to preserve the deduction for later years with higher income may elect out of the 30 and 50 percent Bonus depreciation.   Liberty Zone property continues to fall under the 30 percent bonus arrangement.
Businesses operating in corporate form will obtain another benefit this fall. The required 25 percent of the 2003 corporate estimated tax due this September has been statutorily deferred until October 2003.
NEW YORK STATE LEGISLATIVE CHANGES
In an override of the Pataki veto, the New York State legislature adopted Assembly Bill 2106 on May 15, 2003. Unlike JAGTRRA, the New York State enactment was actually a tax hike.  Aside from the state sales tax increase of .25 percent (which we’ve all felt already), the 2003 top individual tax rate was raised to 7.5 percent (7.7 percent for taxpayers with income exceeding $500,000) and the top NYC resident tax rate was raised to 4.25 percent (4.45 percent for taxpayers with income exceeding $500,000).  The Sales Tax increase is set to expire in June 2005 and all New York State and City individual rate increases will sunset in 2006.  Pre-act levels continue at that time.  In the interim, the state tax rates fall to 7.375 percent in 2004 and 7.25 percent in 2005.   The NYC resident rates fall to 4.175 percent in 2004 and 4.05 percent in 2005. These rate increases breathe new life into the existence of tax exempt municipal bonds which would otherwise dwindle in favor from the federal dividend and long term capital gain rate reduction.

Also adjusted under the new law are the state filing fees imposed upon S-Corporations and LLC’s.   The new cost is $100 per member with the minimum entity fee to increase from $325 to $500.  The maximum fee was raised to $25,000 (formerly $10,000).  Single member LLC’s which previously had no filing fee are now required to remit $100 within 30 days of the taxable year end.  These filing fee increases are scheduled for sunset in 2005.  In addition, S Corporations and Partnerships will now be required to tender estimated payments on behalf of nonresident owners.
Also worth noting is that as of May 31, 2003, New York will decouple from the Federal Bonus Depreciation calculations for all except Liberty Zone Property.  New York State has also created an addback (reversal of the benefit) on the state tax return for the Section 179 expense taken toward SUV’s which met the federal 6,000 lb. requirement.
TAX AMNESTY

In light of the recent success obtained with the New York State Tax Amnesty program, the New York State legislature has empowered the City of New York to undertake its own amnesty arrangement.  Corporation Tax, Commercial Rent Tax and Unincorporated Business Taxes (UBT) will be included along with a waiver of penalties and interest for deficiencies established prior to the end of 2001.  The program is expected to be released sometime after July 1, 2003.   
The New York State Department of Taxation and Finance has also been granted authority to conduct an additional amnesty program, although not as broad in application as the previous one.  So far, the state tax program would merely encompass bed & breakfast establishments.

CONCLUSION
Opinions about the federal and state legislation have varied.  Some believe that the reduced 15 percent federal tax rate on dividends may encourage investment outside of pension funds or IRA’s.  Others, however, counter with the argument that investors will still utilize pensions to obtain tax deferral on investments that are tax inefficient (i.e. mutual funds that generate frequent short term capital gains).  Remember, dividends and long term capital gains are now taxed at 15 percent under JAGTRRA but short term capital gains will still be taxed at the taxpayer’s marginal rate.  Many feel that there will be little impact at all because large investor capital losses carried forward from the down market would buffer them from the reduced tax rate on long term capital gain.   
With time, we will be able to measure the benefits of JAGTRRA and its impact upon the economic recovery.  In the meanwhile, as advisors, it is our duty to remain cognizant of these provisions when conducting long-term tax planning.  However, with three years of annual legislative tax changes and multiple sunset provisions on the federal and state levels, our continuing obligation to the client will grow more challenging.

We will be conducting a Lunch n’ Learn session on Tuesday, July 15th which will cover the new federal and state tax legislation in greater detail.  Presenters will be discussing the Corporate, Individual and Estate Tax implications raised by JAGTRRA and NYS Assembly Bill 2106.   All are invited to attend.

The Author, Eric L. Morgenthal, Esq., CPA is a Tax Attorney in Smithtown, NY and Chair of the SCBA Tax Committee.
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