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“The result is a
roller coaster of
rate and other

changes between
now and 2010.”

REDUCED TAX RATES
FOR CAPITAL GAINS,
DIVIDENDS, AND
INCOME BRACKETS
One of the major accomplishments of the
new tax law is its across-the-board reduc-
tion of tax rates.  In most instances, it is as
simple, and complex, as plugging in the new
rates – for ordinary taxable income, capital
gains, and dividend income — into a
taxpayer’s year-end tax computation.  Ret-
roactive application of these rates, however,
complicates matters since many transac-
tions, business and personal, cannot be re-
cast quickly.  The new capital gains rates
create a new variable to investment de-
cisions, as well as headaches for many
deals that straddle the magic May 6 ef-
fective date, or that involve five-year
property.  Finally, the temporary nature
of the cuts, especially for capital gains
and dividend rate relief, makes mid- and
long-term financial planning more tax-
driven that ever before.

  JGTRRA overlaps with
the Economic Growth Tax Relief
Reconciliation Act of 2001
(EGTRRA) and the Jobs Creation
and Workers Assistance Act of
2002 (JCWAA).  The result is a
roller coaster of rate and other
changes between now and 2010.

Capital gains
Under the new law, the maximum net capi-
tal gains tax rate immediately falls five per-
centage points from 20 to 15 percent. The
current 10-percent capital gains rate for
lower-income taxpayers falls to five per-
cent.  These new rates are effective for sales
and exchanges (and payments received) on
or after May 6, 2003 and through Decem-
ber 31, 2007 (with the 15-percent rate con-
tinuing unchanged in 2008 as well).   The
lower rates apply for both regular tax and
AMT purposes.

Zero-percent rate.  In 2008, the five-
percent rate for low-income taxpayers drops
to zero percent…but just for one year.  The
15-percent rate remains the same in 2008
for all other taxpayers.  On January 1, 2009,

the old, pre-JGTRRA rates of 20- and 10-
percent return.

  The spread between the
highest tax bracket rate and the
capital gains rate before JGTRRA
was 18.6 percentage points (38.6
percent less 20 percent).  As a re-
sult of the acceleration of the lower
individual rates, the spread now in-
creases to 20 percentage points (35
percent less 15 percent), making
“gaming” to realize long-term
capital gain instead of either short-
term gain or ordinary income even
more valuable to taxpayers in the
higher brackets.

  Unlike the flood of rev-
enues that followed the last cut in
the capital gains rate in 1997,
when the stock market was boom-
ing, there is little unrealized capi-
tal gain waiting to be freed by the
15-percent rate this time around.
On the downside, losses that were
“earned” during the past several
years and carried over into 2003
will be adjusted to reflect the
higher capital gains rate in place
when they were realized. They will
offset gains otherwise taxed at the
new JGTRRA rates (or up to
$3,000 of ordinary income taxed
at the new lower rate brackets if
there is no gain to offset).

  The May 6, 2003, effec-
tive date is sure to add complexity
and the IRS anticipates a large
number of errors on 2003 returns.
The IRS reported that eight lines
will have to be added to Schedule
D, the Schedule D Tax Worksheet,

Form 6251 (AMT), and Form
8801 (Credit for Prior Year Tax).
In addition, taxpayers whose only
capital gains are capital gain dis-
tributions will not be able to use
the shorter worksheet for Forms
1040 and 1040A.  They would
have to attach Schedule D to
Form 1040.  The IRS predicted
that up to six million taxpayers
could be impacted.

  Expect more guidance on
how to account for the limit on net
Code Sec. 1231 losses, capital loss
carryforwards, and other events.

  Taxpayers with appre-
ciated assets should think about
transferring them to children over
age 13 (and exempt from the
“kiddie” tax).  Savings in 2008
could be dramatic using this tech-
nique.  Assuming the child is oth-
erwise in the 10-percent tax
bracket, a sale of appreciated as-
sets in 2008 will, at least in part,
not be taxed at all – a great way
to contribute to a college or
graduate school fund.

 The capital gains rate cut
is not “across the board.”  Long-
term capital gain from some assets,
such as collectibles, remains sub-
ject to a 28-percent maximum rate.
Unrecaptured Code Sec. 1250 gain
is subject to a 25-percent maximum
rate.  Deductions of capital losses
against ordinary income continue
to be limited to $3,000 per year for
individual taxpayers.

Five-year property rate gone—for
now.  Under EGTRRA, the capital gains
tax rate for gain on property held for more
than five years was lowered to 18 percent
(eight percent for lower income taxpayers).
The lower rates started in 2001 for indi-
viduals in the 15-percent bracket, and after
2005 for individuals in higher brackets (for
property held for at least five years starting
after 2000). The 18/8 percent rates are now
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effectively repealed until 2009 when the
pre-JGTRRA capital gains rates are sched-
uled to return.  The repeal of the eight-per-
cent rate is effective May 6, 2003.  Those
who would qualify for the 18-percent rate
for sales in 2005-2008 will receive no ad-
ditional benefit other than the new general
15-percent capital gains rates.

  Ending the five-year
property rate for some taxpayers is
problematic.  Those who made a
deemed sale election on their 2001
returns to recognize gain as if prop-
erty had been sold on January 1,
2001, but who sell that property
before 2009, receive no benefit for
having paid tax on pre-2001 appre-
ciation of the asset (and at the
higher 20-percent rate).  A deemed
sale election was necessary for pre-
2001 assets since the rules for the
18-percent rate specified that the
asset must be acquired after 2000.
Some taxpayers have been allowed
through the letter ruling process to
make a deemed sales election late,
if they can show reasonable cause.
Perhaps there will be an option for
taxpayers who had previously made
the election to take it back.

Dividends
Dividend income received by an indi-
vidual shareholder from a domestic or
qualified foreign corporation will be taxed
at a maximum rate of 15 percent for most
taxpayers.  Lower income individuals will
pay tax on their dividends at a new rate of
five percent.  This special tax treatment is
temporary but it is also
retroactive.  The 15-per-
cent rate is effective for
dividends received in tax
years beginning after
2002.  It terminates on
December 31, 2008.  The
five-percent rate termi-
nates on December 31,
2007, and falls to zero
percent for 2008.  The
old, pre-JGTRRA rates
return in 2009.

In addition to the complexity cre-
ated by the various effective and sunset
dates for dividend relief, the determina-
tion of exactly what is a qualifying divi-
dend for purposes of the lower rates
promises to create reams of regs, rules
and commentary for both distributing
corporations and shareholders alike.

The exceptions.  Certain types of
dividend income are specifically excluded
from the definition of “qualified dividend
income.”  The exclusion applies to:

Dividends paid from a corporation exempt
from tax under Code Secs. 501 and 521;
Amounts that would be deductible
under Code Sec. 591;
Any dividend described in Code Sec.
404(k);
Dividends paid under Code Sec.
246(c) that fail to meet the revised
holding period; or
The extent that the taxpayer is under
a payment obligation under Code Sec.
246(c).

 JGTRRA also provides guidance
concerning the treatment of dividends
for certain purposes, such as:

Dividends are to be treated as “invest-
ment income” under Code Sec.
163(d)(4) to the extent that the tax-
payer so elects;
Dividends generated by regulated in-
vestment companies will be taxed at
the maximum rate for individuals;
The qualified dividend rules apply to divi-
dends received by a regulated investment
company if a gross-income test is met;
Dividends received from a REIT are,
provided certain requirements are met,
not considered a dividend;

The Code Sec. 531 accumulated earn-
ings tax is limited to 15 percent of
accumulated taxable income; and
The Code Sec. 541 personal holding
company tax is limited to 15 percent
of the undistributed personal holding
company income.

A “qualified foreign corporation” is
an entity incorporated within a U.S. pos-
session or is eligible for the benefits of
comprehensive U.S. tax treaty.  However,
dividends paid by a foreign company that
is not “qualified” are eligible for the lower
rates if the stock of the corporation is traded
on an established U.S. equities market.

 The 15-percent tax on
dividend income carries some of
the same criticisms about com-
plexity as President Bush’s origi-
nal proposal for a complete divi-
dend exclusion.  This complexity
stems from anti-abuse provisions
concerning income that has not
yet been taxed, in full or in part,
on the corporate level. The Bush
proposal would have excluded
from a shareholder’s gross income
all dividends from funds on which
the corporation has already been
taxed.  Any dividends paid by a
corporation in excess of previ-
ously taxed corporate income
would not have been eligible for
the exclusion. JGTRRA takes a
different approach.  While it con-
tains anti-abuse provisions, it does
not appear as strict as the
president’s original proposal and
critics argue that it will encour-
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age corporations and investors to
manipulate the rules.

 Under current pre-
JGTRRA law, assuming a 38.6-
percent rate applies, a taxpayer
receiving $100,000 in dividend
income would pay $38,600 in
taxes.  Under the new law, the
same dividend income will be
taxed at 15 percent, resulting in a
$15,000 tax liability, a net tax re-
duction of $23,600.

  The results for lower
income taxpayers are much less
grand.  Currently, a taxpayer who
falls within the 10 percent bracket
would have taxable income of
$6,000 or less.  If the taxpayer
receives $100 of dividend income
he or she pays $10 in taxes.  Un-
der the new law, the five-percent
rate reduction would only save the
taxpayer $5.

 The 15-percent tax on
dividend income will not be net-
ted with the 15-percent capital
gains tax rate.  This means that
current and carryover capital
losses will not be able to be used.
Expect more guidance on how to
account for the limit on net Code
Sec. 1231 losses, capital loss
carryforwards, and other events.

 Dividends paid into a
tax-free fund, such as a 401(k)
plan, are not eligible for the re-
duced tax rate.  They do not pay
tax under the current regime and
will not pay tax under JGTRRA.

Zero-percent rate.  The five-percent
rate for lower income taxpayers falls to zero
percent on January 1, 2008.  However, that
is for one year only and only for taxpayers
in the 10- and 15-percent brackets.

  It remains to be seen
how much of an impact dividend
tax relief will have on stock val-
ues, both for publicly-traded com-

panies and closely-held busi-
nesses.  The lower rate on divi-
dends also may prove difficult
competition for municipal bonds.
Others, however, believe that mu-
nicipal bonds and dividend-pay-
ing stocks have complementary,
rather than competing, roles in a
balanced portfolio since stocks
are more volatile than bonds.

Planning Tip.  At this point, it
is diff icult  to discern what
types of planning opportunities
the dividend cut creates for tax-
payers.  Small business owners
generally make small business
elections to avoid the imposi-
tion of the double taxation on
corporate earnings.  While the
impact of the double tax has
now been greatly diminished, it
still exists.  Corporate income
tax rates have not been re-
duced.  Therefore, small busi-
ness owners should still take
advantage of the S corp elec-
tion to allow the pass through
of income at lower rates.

Planning Tip.  Since the double
tax still exists, taxpayers should
explore new planning opportu-
nities.  Taxpayers may, under
existing law, borrow money to
purchase stocks and take deduc-
tions on the interest paid.  Be-
cause the dividend tax rate falls
to 15 percent, the interest rate
deduction will partially insulate
dividend income from taxation,
reducing the effective tax rate
even further.

Individual marginal rates
The new law accelerates EGTRRA’s in-
dividual marginal rate cuts that were not
set to kick in until 2006 and beyond.
Rates above 15 percent generally fall
about two percentage points.  The high-
est rate, now at 38.6 percent, falls to 35
percent.  All rate cuts are retroactive to
January 1, 2003 … and all are subject

to EGTRRA’s sunset provision under
which rates revert to 15, 28, 31, 36 and
39.6 percent after 2010.

  Because the rate cuts
are retroactive, taxpayers will be
able to reduce the amounts that
they have withheld from their pay-
check to reflect both the prospec-
tive and retroactive nature of the
tax cuts.  Alternatively, taxpayers
can look forward to a refund or a
refund larger than they would
have received without the reduc-
tion in rates.  Sole proprietors and
partners in partnerships, who pay
tax at the individual marginal
rates, will immediately benefit.

 With corporate rates no
longer a bargain compared with
individual rates, operating as a
passthrough entity or as a sole pro-
prietorship may make more sense
under JGTRRA.  For example, the
effective corporate tax rate in 2003
for taxable income within the
$75,000 - $100,000 level is 34 per-
cent; within the $100,000 -
$335,000 level, 39 percent; and
within the $335,000 - $1 million
level, 35 percent.  Personal service
corporations are subject to a flat
35-percent rate on all income.

  Taxpayers may want to
decrease the amount withheld
from their paychecks and use the
funds to invest in an IRA or SEP
(if they are sole proprietors).  By
doing this they “double-up” on
this tax relief – using the rate cut
this year to create a deduction that
they would not have had without
the accelerated rate cuts.

Current 2003 rates
10, 15, 27, 30, 35, 38.6%

New rates
retroactive to 1/1/03
10, 15, 25, 28, 33, 35%
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Expanded 10-percent bracket.
Along with accelerating the rate cuts,
JGTRRA raises the taxable income levels
for the 10-percent bracket that would oth-
erwise kick in only after 2007.  For single
filers, the income threshold for the 10-per-
cent bracket increases from $6,000 to
$7,000.  For married couples, the income
threshold increases from $12,000 to
$14,000. However, the relief is temporary.
The old thresholds reappear in 2005 but,
because of EGTRRA, the $7,000 and
$14,000 levels, return in 2008.

 The IRS will have to is-
sue new withholding rate tables
and schedules as an update to Cir-
cular E for the balance of 2003.

  Since the 10-percent rate
applies to all taxpayers irrespec-
tive of their marginal tax bracket,
every single filer paying taxes at a
marginal rate above the 10-percent
bracket will receive a tax benefit
of $50, and every joint filer will
receive a $100 benefit from the new
10-percent bracket levels.  The 10-
percent bracket amount for heads
of households remains at $10,000,
but is now being subject to infla-
tion adjustments starting in 2004.

 The 15-percent bracket is
unaffected, except for the expan-
sion of the 10-percent bracket from
the $6,000 to $7,000 and $12,000
to $14,000 levels previously cov-
ered by the 15-percent rate.  How-
ever, the rate cuts do not merely
affect a taxpayer’s marginal (top)
rate.  Each taxpayer also shares in
the rate cuts in the brackets lower
than his or her own.

 All of the income tax
bracket thresholds will be adjusted
annually for inflation using the same
method as before (based on the prior
year’s September to August average
CPI).  In a switch, however, the 10-
percent threshold will be indexed for
inflation starting in 2004 (rather than

having to wait until 2007, as previ-
ously mandated by EGTRRA).

BUSINESS AND
CORPORATE RELIEF
The Treasury estimates that small busi-
nesses will be a primary beneficiary of
the new law, with dramatically-enhanced
expensing, additional first-year “bonus”
depreciation, and the income tax rate
cuts all adding up to substantial savings.
Other businesses, however, also share in
some of the benefits.  Although a dollar
limitation is placed on equipment pur-
chases entitled to expensing, bonus de-
preciation carries no such limitation.  In
addition, corporations are given addi-
tional time to make their estimated tax
payments for the third quarter of 2003.

Small business expensing
In lieu of depreciation, business taxpay-
ers pre-JGTRRA in 2003 could elect to
immediately deduct under Code Sec.
179, rather than depreciate, up to
$25,000 in qualified property placed in
service for the year.  JGTRRA boosts
expensing to $100,000 and raises the
phase-out threshold from $200,000 to
$400,000.  Property placed in service in
tax years beginning in 2003, 2004 and
2005 will be eligible for the special treat-
ment.  For 2004 and 2005, the amounts
will be indexed for inflation.

Qualifying property continues to be
defined as depreciable tangible personal
property that is purchased for use in the
active conduct of a trade or business.  Gen-
erally, an election to expense these items is
made on the taxpayer’s original return for
the tax year to which the election relates.
For 2003, 2004 or 2005, taxpayers may
make or revoke the election on an
amended return without IRS consent.

  JGTRRA permits taxpay-
ers to expense off-the-shelf com-
puter software placed in service in
tax years beginning in 2003, 2004
or 2005 as qualifying property.  Un-
der current law, off-the-shelf com-
puter software generally is not

deemed qualified property.  In ad-
dition, taxpayers would be allowed
to make or revoke expensing elec-
tions on amended returns without
first securing the consent of the IRS.

 Cherry picking assets for
use in Code Sec. 179 expensing con-
tinues as a worthwhile strategy to
maximize tax savings.   The elec-
tion to expense may be applied
against the entire cost or a portion
of the cost of one or more items of
qualifying property.  It is generally
preferable to allocate the expense
allowance to property with the long-
est recovery period. For example,
if an item of 10-year MACRS prop-
erty and item of five-year MACRS
property are placed in service, the
expense allowance should first be
allocated to the 10-year property.
The cost of all of the property will
then be recovered in the shortest
possible period of time.

 JGTRRA does not
change the rules governing deductibil-
ity under Code Sec. 162 or capitaliza-
tion under Code Secs. 263 and 263A.
If a taxpayer can argue that a purchase
qualifies as an ordinary business ex-
pense, rather than a capital asset with
a useful life of more than one year, the
entire purchase price is deductible in
the year of purchase, without the need
to elect expensing and use up part or
all of the $100,000 limitation.

Bonus depreciation
Bonus depreciation jumps to 50 percent
for property acquired after May 5, 2003,
and before January 1, 2005.  Property
does not qualify for 50 percent bonus
depreciation if a binding written sales
contract was in effect before May 6,
2003. In addition, the new enhanced
bonus depreciation continues to apply
on top of regular depreciation (as has
been the case with the 30 percent bonus
depreciation).  As under JCWAA, tax-
payers may elect out of the additional
first-year depreciation.
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the increase, some married couples
who may otherwise have itemized
will use the standard deduction.  This
could create additional complexity
in states that require parity with the
federal deduction election (itemiz-
ing for state purposes only when
itemizing for federal purposes).
Taxpayers will need to calculate
whether taking the increased stan-
dard deduction or itemizing deduc-
tions will generate the most tax sav-
ings overall. The higher deduction
also may require more couples to
pay the AMT.

Before JGTRRA, the 2003 stan-
dard deductions were $4,750 for
single taxpayers; $7,950 for married
couples filing jointly; $7,000 for
heads of households; and $3,975 for
married couples filing separately.
Now, the standard deduction for
single taxpayers remains the same,
but the deduction for married couples

filing jointly jumps to $9,500.  The
deduction for married couples filing
separately is eliminated during this
two-year period.  A married person
filing separately will claim the same
deduction as a single taxpayer.

15-percent tax bracket.
JGTRRA also expands the 15-percent
tax bracket for joint filers to twice the
width of the same bracket for single
filers.  Relief is also temporary – ef-
fective for two years, 2003 and 2004.
After 2004, the 15-percent tax bracket
falls to 180 percent of the maximum
taxable income in the same bracket
for unmarried individuals, as adjusted
for inflation.

  Many married couples
will continue to itemize their de-
ductions rather than take the in-
creased standard deduction.
The expanded 15-percent tax
bracket will give them some re-

lief.  A downside may be to push
more taxpayers into the AMT.

AMT relief
Despite predictions that the AMT will even-
tually capture millions of middle-income
taxpayers, Congress has resisted a complete
overhaul of the regime.  Congress tweaked
the AMT in EGTRRA and did so again in
the new law, but JGTRRA falls short of re-
forming the AMT.  It does, however, raise
the AMT exemption amounts.  The exemp-
tion for single taxpayers rises to $40,250
(up from $35,750) and the exemption for
married couples rises to $58,000 (up from
$49,000), but only for tax years beginning
in 2003 and 2004.

 While some of the other
individual incentives under
JGTRRA will push more taxpay-
ers into the AMT, the boost in the
exemption amounts will help ame-
liorate the pain.
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