THE TAX BULLETIN—Issue 3

The Impact of the Tax Reform Act of 2003 on Your Tax Return

Dear Clients and Friends,

I am happy to report to you that I have returned full-time to Tokyo after overseeing the successful openings of our New York and Washington, D.C. branches. Over the next several years, I will be focusing my attention on my clients here in Japan and we will be expanding our operations here. If you have any co-workers or friends who may need tax assistance, we would be pleased to help them.

Our new office in Tokyo is located in the heart of the fashion district of Omotesando Minami Aoyama. Our telephone number is 03-3407-7383.
This Tax Bulletin is devoted to the impact of The Tax Reform Act of 2003 on your tax return. This legislation delivers one of the largest tax cuts in U.S. history, but because it is complex and its benefits are heavily “frontloaded,” careful tax planning will be required to fully take advantage of the tax savings it offers you. 

My summary and discussion is divided into five sections below so that you can quickly browse the portions most relevant to you: (1) The Individual Taxpayer, (2) Investors, (3) High Income and Wealthy Taxpayers, (4) Those Investing for Retirement, and (5) Educational Investing, Estate Planning, and Multi-National Businesses. 

The Individual Taxpayer

The Tax Reform Act of 2003 is mainly focused on reducing the taxes of individual taxpayers. It cuts the highest four marginal tax rates and trims the capital gains and dividend tax rates. It eliminates the “marriage penalty” in the 15-percent bracket (many of you are in this bracket), increases the standard deduction for most couples, and raises the child tax credit. In fact, those of you with children may have already received refund checks. In addition, the Act expands the two lower tax brackets, bringing relief to some taxpayers who were formerly in higher brackets. About the only taxpayers who will not receive some benefit from the new changes are single taxpayers in the 10-percent tax bracket without children or investments. The tax returns which I prepare for you in the coming year will make maximum use of these tax cuts and help you save money. 

Individual taxpayers in Japan should be especially pleased that the Act, in its final version, did not repeal the foreign earned income exclusion which allows us to exclude the first $80,000 of our income from U.S. income tax. Only in the last few days before the Congressional vote was this important exclusion re-inserted into the legislation. Unfortunately, the Act failed to eliminate the Alternative Minimum Tax (AMT), but it does temporarily slow AMT growth. Overseas taxpayers in countries such as Japan whose currency is high relative to the dollar will continue to suffer from AMT. Clients who are concerned about this problem should contact me for possible strategies to minimize their exposure. 

Investors

The 2003 Act is especially beneficial to investors since it reduces the tax rate for capital gains and dividends to 15 percent for the four highest tax brackets and 5 percent for the two lower brackets. This will likely change “investor behavior” in the future, since many investors will take into account these tax benefits in their investment choices. For example, dividend-paying stocks, such as utility companies, have become more attractive than before. So-called “preferred stocks,” including convertible preferred and “discounted” preferred, have also become more advantageous. For those investors who are fortunate enough to have appreciated stocks in their portfolios, the new lower rates on long-term capital gains present an opportunity to sell holdings with less of a tax loss. 

Some investment analysts predict that the Act will make investment leverage, such as margin borrowing for stock or option purchases, more appealing than before. The same is true for financing real estate purchases with conventional loans. This is because the expense of interest payment is now deductible against ordinary income rates, while the return from those investments is taxable at capital gains tax rates. As a result of the Act, this tax differential is much greater than before: ordinary income rates have declined by 9.3 percent while long-term capital gains rates have been cut by 25 percent. This means that the benefits of borrowing—and deducting the interest payments—have significantly increased.

Unfortunately, investors who have brought carryover losses into 2003 are now at a disadvantage since the losses were incurred during a time when they could have better offset earnings that were taxed at a higher rate. These losses can now only be used within the framework of the new income tax brackets and lower capital gains rates; no adjustment is made for the “devaluation” of carryover losses and their relatively higher worth at the time they were incurred. 

High-Income Taxpayers and Wealthy Investors

High-income taxpayers should be pleased to see that the top income tax rate has dropped from 38.6 percent to 35 percent effective this 2003 tax year. Note that the lowering of these income tax rates ought to be taken into account if you are paying “estimated taxes” during a tax year and lower these payments as well. You will also benefit substantially from the cut in the tax rates for long-term capital gains rates and stock dividends as discussed above. 

Wealthy investors may especially wish to take advantage of the lower taxes on dividends by borrowing to buy dividend-paying stocks and deducting the interest paid. Please note, however, that this strategy will only work to the extent to which you have investment income from sources other than the dividends in an amount equal to the deduction being claimed. Yet another positive change from the Act is the reduction of the personal holding company tax rate to 15 percent. 
One aspect of the Act that wealthy investors should be aware of is that the lower capital gain rates are not applicable to all assets. Collectibles remain subject to a 28-percent rate and depreciable real estate having un-recaptured Code Section 1250 gain will be subject to a 25-percent rate. 
Those Investing for Retirement 

The effects of the Act on retirement investors is significant and varied. First, a major consideration for retirement-oriented investors is their asset allocation, particularly their holdings inside versus outside of a retirement account. Investors with stocks held in retirement accounts will not see a direct benefit in the lower-income tax rates for dividends because distributions from these retirement accounts will ultimately be subject to the rates for ordinary income. Second, gains from the sale of investments that are not held in a retirement account may now be eligible for the new lower rate for long-term capital gains. This rate is substantially below the top marginal income tax rate for distributions from a traditional IRA or an employer-sponsored retirement account. To the extent that non-retirement account investments generate dividends, those dividends will also be subject to the new lower rate. For these reasons, individuals and their financial advisors must carefully assess the effect of the rate changes on ordinary income, long-term capital gains, and dividends when planning their contributions to retirement accounts versus non-retirement accounts. 

Retirement investors should also remember that a cut in individual income tax rates also means a relative decline in the tax savings of contributions to a traditional IRA or an employer-sponsored retirement account. Of course, these two retirement savings plans reduce gross income—and income tax—for the year in which they are made. However, it is important to compare these savings to the future tax rates that will apply when you plan to withdraw funds from these accounts, and to compare the relative tax loss.

Finally, when an employee retires from a company that has an employee stock plan, a substantial tax advantage exists in taking a lump-sum retirement plan distribution. The rules are simple but the analysis is very complex. The employee is taxed on the basis of the stock within the qualified plan. Later, when the stock is sold, the difference between the basis and sales price is taxed at long-term capital gains tax rates. With income tax brackets expanding and ordinary rates falling, the cost of a lump-sum distribution decreased, and the later sale of stock will be taxed at only 15 percent. For those in the 15-percent bracket, this rate will fall to five percent. Furthermore, the dividends received in the meantime will be taxed at only 15 percent. Please consult your investment advisor or my office for details. 

Education Investors, Estate Planning, and Multi-National Businesses
The Act makes no direct changes to educational savings plans such as Qualified Tuition Plans or the Coverdell Education Savings Accounts (these remain important savings vehicles). However, in a general sense, the lower income taxes and the reduction in capital gains and dividend taxes should be regarded as positive incentives for educational savers. The increase in the child tax credit could also be thought of as another source of funds to save for a child’s education. As before, gifts of appreciated or income-producing property to children over age 13 should be considered, though you may wish to consult with me before making such gifts since they can have other potential implications such as possible reductions in future financial aid awards. 

In estate planning, “gifting” is significantly impacted by the new lower tax rates for capital gains and dividends. Gifts of appreciated long-term capital gain property and dividend-producing stock are now even more valuable and tax efficient. The new changes provide especially good opportunities to make gifts to individual taxpayers in the lowest income tax brackets of 5 percent (this does not include children 12 or under since they are subject to the kiddie tax rates). Unfortunately, by comparison, charitable gifts of the same property are less advantageous than before under these rate assumptions. 

Multi-National Businesses should be pleased that the act increases bonus depreciation from 30 to 50 percent through 2004 and raises the ceiling on small business expensing from $25,000 to $100,000 for 2003 through 2005. Moreover, the overall cut in tax rates for dividends extends to corporations incorporated within a U.S. possession, a corporation treated as a qualified foreign corporation under a comprehensive U.S. tax treaty, or a foreign corporation whose stock is traded on an established U.S. equities market. Please note however that dividends received from a foreign investment company, a passive foreign investment company, or a foreign personal holding company do not qualify for the reduced tax rate.

Concluding Remarks

Among the most complex aspects of the Tax Reform Act of 2003 are the various timetables for the tax changes. For example, the 15 percent income tax rate continues through 2008, while the 5-percent rate continues only through 2007. About half of the provisions in the Act accelerate, although temporarily, tax cuts not set to take effect until 2006. The result is a revolving door of tax rate and other changes between now and 2010, making mid- and long-range tax planning difficult and more tax-driven than ever before.

The true challenge of this tax legislation lies not in analyzing each individual provision, but rather in understanding how the changes inter-relate and raise or lower your taxes. Of course, the inter-relationship between Japan and U.S. taxes adds yet another layer of complexity. We are here to help you with this.

At The Winstone Group, we will continue to simultaneously prepare U.S. and Japanese, individual and company returns, saving our individual and corporate clients as much time and money as possible. The opening of our new offices in New York and Washington, D.C., also helps us provide even better tax consultation services and more expert help in estate planning. As ever, never hesitate to get in touch with my office if you have questions. 

Sincerely yours, 

The Winstone Group
Tokyo 

Info@winstonegroup.com
