The New Tax Bill-Mostly Give, But a Little Take as Well
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President Bush just signed the Tax Increase Prevention and Reconciliation Act of 2005 in May.  Major provisions and some suggestions on actions to take are as follows:
The most important aspect of the tax bill is the extension of the 15% long term capital gains rate until 2010.  In addition most stock dividends will be taxed at the 15% rate for the same time period. Clearly, by adding only two years to the time period in which capital gains and dividends are taxed at low rates is a political game, but just the same, a welcome one. 

 

A tax increase- the Kiddie tax now applies to older teens.  Until 12/31/05, unearned income (interest and dividends) for children aged 14 and older was taxed at the child's rate (lower than parents bracket).  The new tax law restores the child's rate to that of the parents' for unearned income until age 18.  Action suggested:  The first 1600 dollars of unearned income for children remains lightly taxed.  Consideration for educational investing for children that might produce income over this amount should be tilted towards 529 plans to avoid taxation in the parents' tax bracket.

 

Roth IRA income limits repealed for 2010. Currently, you may not convert traditional IRAs to a Roth IRA if your adjusted gross income is over 100K per year.  The new tax bill repeals any income limitation to conversions.  Action suggested:  none currently.  As we approach 2010 (assuming no changes in the law) conversion may be a very smart move for older taxpayers for a variety of reasons.  For example, older taxpayers might consider converting Traditional IRAs to Roth IRAs to stop the requirement of Minimum Required Distributions and to lower the tax impact on their estates.  In addition, their heirs will be much better off inheriting Roth as compared to Traditional IRAs.  Another idea to consider now is that it really pays to fund non-deductible IRAs (usually the case in higher income taxpayers who participate in a qualified retirement plan).  When the non-deductible IRAs are converted to Roth IRAs in 2010, little tax will be due, as only the earnings would be considered taxable income.  Yet another idea is to have taxpayers convert qualified plans to IRAs in 2010, and then covert the IRAs into Roth IRAs for the same reasons as above.
Another item to know about in the new law is an extention of the ability of business to write off new business property in the year of purchase (rather than depreciating it over years).  If you are a business owner who is considering adding equipment, talk to your advisors about the timing of these purchases.  In addition, the new law makes  some adjustments to lower the impact of the Alternative Minimum Tax (which affects few people in Florida who don’t have significant stock options).

Overall, the new tax law increases the tax burden on those families saving for college education, while promising some tax breaks in the future on IRAs.  Currently low rates of taxation of dividend and capital gain income are preserved for another few years.

 

Dr. Podnos is a fee-only financial planner and the author of “Building and Preserving Your Wealth, A Practical Guide to Financial Planning for Affluent Investors” (available at Amazon.com and bookstores).  He can be reached at Steven@wealthcarellc.com. 
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