HIGHLIGHTS OF THE 2002 TAX LAW CHANGES

TAX RATES

Tax rates above the 15% bracket drop one-half percentage point.  The 2002 tax tables also incorporate for the first time the new 10% tax bracket. See the 2001 Taxpayer Relief Act web page for additional details.

IRA & 401 RETIREMENT PLANS CONTRIBUTION LIMITS

The contribution limit for both traditional IRAs and Roth IRAs increase sharply for 2002, with even higher limits set for older workers. The same holds true for the 401(k) & 403(b) retirement plans. Again, see the 2001 Taxpayer Relief Act web page for additional details.

OTHER RETIREMENT PLANS CONTRIBUTION LIMITS

457 Plans: The contribution limit for 457 plans, used by state and local government employees, will rise from $8,500 to $11,000 in 2002.

SIMPLE Plans: The contribution limit for SIMPLE retirement accounts, offered by smaller employers, will increase from $6,500 to $7,000 ($7,500 for workers age 50 or over).

Self-Employed Plans: The contribution limit for self-employed Keogh plans will jump from $35,000 to $40,000.

Compensation Limit: The maximum amount of compensation that can be taken into account for purposes of determining contributions and benefits under a retirement plan increases from $170,000 to $200,000 in 2002.

RETIREMENT SAVINGS CREDIT

To encourage lower and moderate-income workers to set money aside for retirement, Congress created a new tax credit for contributions to IRAs, 401(k)’s and other employer-sponsored retirement plans. Again, see the 2001 Taxpayer Relief Act web page for additional details.

DEDUCTIBLE IRAs

The income-eligibility limits for traditional Individual Retirement Accounts are raised a bit for taxpayers that are covered by an employer retirement plan. At least a partial IRA deduction will be available to joint filers with adjusted gross incomes of less than $64,000 in 2002 (up from $63,000) and to singles with incomes under $44,000 (up from $43,000).

EDUCATION SAVINGS ACCOUNTS

Coverdell Education Savings Accounts, formerly called Education IRAs, undergo a major expansion, with sharply higher contribution limits, higher income eligibility limits for married couples and withdrawals allowed for pre-college expenses. See the Education Savings Accounts & New Education Deductions newsletter for additional details.

NEW COLLEGE TUITION

TAX DEDUCTION

A new tax deduction for college tuition can be claimed in lieu of the Hope or Lifetime tuition credits. Again, see the Education Savings Accounts & New Education Deductions newsletter for additional details.

STATE-SPONSORED COLLEGE SAVINGS PLANS

New laws were enacted for state-sponsored college savings plans and prepaid tuition contracts; again see the Education Savings Accounts & New Education Deductions newsletter for additional details.

STUDENT LOAN DEDUCTION

Once again, refer to the above mentioned newsletter for the new laws covering this deduction.
EDUCATOR DEDUCTION
1) If you’re a teacher, aid, instructor, counselor or principal working in kindergarten through grade 12; and 

If you bought books, supplies, computer equipment, or supplementary materials;

Thanks to the Job Creation and Worker Assistance Act of 2002, up to $250 of such classroom material can now be deducted above the line! That means that you get the deduction regardless of whether you itemize.

EMPLOYER-PROVIDED TUITION ASSISTANCE

2) The tax exemption for employer-provided educational assistance is extended to graduate-level studies. In the past, only undergraduate courses qualified for the $5,250-a-year exemption.

The Tax Relief Act of 2001 also made the tax-exemption for employer tuition assistance permanent. The break had been slated to expire at the end of 2001.
HOPE & LIFETIME TUITION CREDITS

The income-eligibility limits for the Hope Scholarship and Lifetime Learning college tuition credits go up a bit. The credits will start to phase out for married couples with modified adjusted gross incomes of $82,000 in 2002, up from $80,000. For singles, the benefits of the credits start to phase out for incomes above $41,000, up from $40,000.

VESTING OF EMPLOYER CONTRIBUTIONS

Employees in 401(k)’s and similar employer retirement plans will more quickly earn full rights to matching contributions made by their employer. The matching funds will be fully vested after the employee completes three years of service, instead of five years under the old law.

ADOPTION TAX CREDIT

Parents who are adopting a child will find the tax credit for adoption expenses is sharply increased and easier to qualify for in 2002.

3) The adoption tax credit increases to $10,000 for each child adopted beginning in 2002. Previously, the maximum credit was $5,000 per eligible child and $6,000 for children with special needs.
The new law will also make the credit available to more parents by raising the income-eligibility limits. In the past, the credit started to phase out for individuals or couples with adjusted gross incomes above $75,000. Beginning in 2002, the credit won't start to phase out until the parents' income reaches $150,000.
The new law also makes permanent and increases to $10,000 per child the tax-exemption for employer-provided adoption assistance beginning in 2002.

“LUXURY” CARS

The “luxury” excise tax on higher-priced cars gets reduced in two ways. The tax drops to 3% (from 4%) on the amount that the car's purchase price exceeds $40,000 (versus $38,000 in 2001).

The luxury tax is scheduled to expire after 2002.

SELF-EMPLOYED HEALTH COVERAGE

Self-employed workers will be eligible to write off 70% of their health insurance premiums in 2002, up from 60% in 2001.

The deductible portion rises to 100 percent in 2003.

ESTATE TAX

The phaseout of the federal estate tax begins in 2002—see the 2001 Taxpayer Relief Act web page for additional details.

GIFT TAX EXCLUSION

The annual gift tax exclusion increases from $10,000 to $11,000.

EMPLOYMENT TAXES

Higher-paid workers will be forced to pay Social Security tax on the first $84,900 of their job earnings in 2002, up from $80,400 in 2001.

INFLATION ADJUSTMENTS

As is the case each year, the tax brackets, standard deduction, personal exemption, earned income tax credit and other key elements of the tax system, such as car mileage rates, are adjusted for inflation.
See the 2002 Tax Rate Schedule web page for details.

EARNED INCOME TAX CREDIT

The credit amounts and income-eligibility limits have been increased for inflation. Married couples also get an extra boost from the Tax Relief Act of 2001.

4) The new law also simplifies the earned income credit in various ways. For instance, earned income will no longer include nontaxable employee compensation, such as contributions to 401(k) plans. And, your earned income credit will be based on your "adjusted gross income" rather than the more complicated and expansive "modified adjusted gross income".
The earned income credit will no longer be reduced by the alternative minimum tax and eligibility for foster children will be relaxed. The child will only have to live with you for more than half the year, instead of the whole year.

Finally, tie-breaker rules take effect for determining who gets to claim the credit in cases where two people are eligible to claim the same child. In the past, only the person with the highest modified adjusted gross income was eligible for the credit. The new rules are more involved.

WITHHOLDING & ESTIMATED TAXES

5) As a general rule, your withholding and quarterly estimated payments for 2002 must total at least 100% of the tax shown on your 2001 return or 90% of your anticipated 2002 tax liability, whichever is less.

But tougher rules apply to higher-income taxpayers. If your 2001 adjusted gross income exceeded $150,000 and you want to base your estimated tax payment on your 2001 tax, you'll have to pay 112% of the amount – versus 110% in 2001.

Basing estimated payments on your 2001 tax is the easiest and safest method since you'll be protected from penalties no matter how high your actual 2002 tax turns out to be.

WORKING OVERSEAS

For Americans working abroad, the first $80,000 of their 2002 foreign earnings will be exempt from U.S. income tax versus $78,000 in 2001.

KENTUCKY CHANGES 
The standard deduction is increased to $1,800, up $50.

The retirement income exclusion is increased to $38,775; up $1,275.
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