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. We want to thank all our clients and
By Saxon Birdsong, friends for helping us get to where we are;
MBA but we especially want to thank those of
you who helped us by referring your friends and families to
BWFA. As many of you know, we have chosen not to spend our
resources on advertising, marketing and sales like larger
companies, and our growth and success therefore depends on
referrals from our clients.

Why is this milestone important to our clients? It’s important
because growth in our investment management services enables us
to provide better services and reduce the fees our clients pay. And
we are committed to doing exactly this.

In coming weeks, we will be announcing some significant
improvements in our firm, including a fee reduction for our
clients. So stay tuned.

As we move forward toward our next important goal of $200
million, we remain committed to providing all our clients with the
absolute best in investment management, retirement and estate
planning and tax services, at costs which are well below what
most investors pay. We will retain our independence,

which is so essential in enabling us to avoid the conflicts of
interest and the hidden, excessive fees that impede the success

of most investors.

At our last Client Board Meeting on February 18, one of our clients
observed that if each client could refer just one good prospect to
BWFA, we could reach our goal of $200 million this year. So, if
you know anyone who is contemplating retirement or whose
situation has changed through divorce or becoming widowed,

we would appreciate your referring them to BWFA.
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BWFA Reaches Milestone

And Promises Fee Reduction

We expect BWFA to reach $100 million in managed assets by the time you read this
early in April. This marks the first milestone we set for the company when we
consolidated our operations back in September 1996. )

Spring 2004

Or

Baltimore-Washington Financial Advisors, Inc.

Fee-Only Retirement & Estate Planning, Investment Management, & Tax Services

Thank You for Your Referrals!

We would like to thank all of you who have ever referred your friends,
family members, and colleagues to us. We especially want to thank the
people whose referrals became clients of BWFA in the past three years.
We could not have reached this milestone without you.

Platinum

Richard & Gina Bass Tom & Karen Ferguson
Dean Bouland, Esq.
Gold
Mike Davis Bill Hufnell
George & Laura Dvornicky George & Marion Leineweber
Silver
Will & Laurie Anderson Raymond Nosko
Bill Coe Barbara O’Donnell
Rosemary Dodd Nils & Pat Pearson
Rosemarie Eicker Paul & Donna Petro
Lisa & Robert Gallagher Lee Pond

Madeleine Green
Larry & Victoria Handwerk

Peggy Bair & Aaron Porter
Patricia Quinn

Phil & Elizabeth Haney Karl Schroeder
Donald Barringer & Evelyn Harpham Andy & Trudy Snope
Barry & Darlene Hebbel Jim & Pat Stadter
Joe Jurkowski Clifton & Nancye Wallace
Nancy King Deena White-Bedish
Mark & Sharon Mayr Amy & Warren Wortman

Please note: If you have referred someone to us that became a client and their name
does not appear here, please let us know. We now have systems in place to track
that information much more effectively than we have in the past.
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Are Death Taxes Still an Issue?

There have been well-publicized changes
in the federal estate tax system, beginning
with the new law that took effect July 1,
2001. The $600,000 federal exemption has
been gradually increased to $1.5 million
beginning January 1, 2004. However,
much less publicized
have been the
significant changes in
state death taxes. As
we will see, many
states have
“decoupled” from federal law, meaning estates
which owe little or no estate taxes may still be
subject to state death taxes.

By H. Dean Bouland

In order to understand the significance of
this decoupling, a short history lesson is in
order. Prior to 2002, whenever an estate
owed federal estate tax, the IRS allowed the
estate to claim a tax credit for state death
taxes actually paid up to a maximum
amount. There was a table whereby the estate
could calculate the maximum amount of this
dollar-for-dollar credit.

For example, let’s say that Mr. Johnson’s estate owed a federal
estate tax of $100,000 before any credits. According to the table,
the maximum credit allowed for state death taxes was $16,000,
and Mr. Johnson’ heirs actually paid state inheritance taxes of
$10,000. So the estate could deduct the $10,000 from the
$100,000 in federal estate taxes and submit only $90,000 to the
IRS. But what about the remaining $6,000 Johnson’s estate could
have taken as a credit had the state imposed higher death taxes?
For many years prior to 2002, all 50 states had so-called “pick-
up” tax laws. If you had any unused state death tax credit, the
law said kindly remit it to the state taxing authorities and take the
full credit. For 75% of the states, this pick-up tax was their only
state death tax. Even states like Florida which have no inheritance
taxes nevertheless had a pick-up state death tax. After all, such a
tax was merely shifting revenue from the federal government to
the state government. The net death taxes, adding both state and
federal together, would be the same.

Under a new federal law enacted in 2001, the credit for state

death taxes will be reduced to zero by 2005. The obvious effect of

eliminating the credit for state death taxes is dramatic. States will

no longer collect any pick-up tax at all. Congress had assumed

that if the federal government wanted to phase out death taxes

the states would want to do likewise. It turned out, however, that
many states wanted to keep some form of
death tax in order to raise revenue.

Accordingly, many states decided to
“decouple” their death tax from the federal
credit and to enact some other form of state
death tax. As a result, for the first time ever,
some estates may incur state death tax
liability even without having any federal
estate tax liability whatsoever. Some states
that have fully decoupled, like New Jersey
and Rhode Island, have essentially enacted a
$675,000 exemption, which was the federal
exemption in 2001. Other states like Florida
and California have not decoupled at all,
thereby allowing their pick-up taxes to be
phased out beginning in 2005.

Maryland and other states have partially
decoupled. Maryland continues to follow the federal exemption
increases, which eliminate the death tax for most estates. But for
those estates subject to federal estate taxes, Maryland imposes a
tax equal to the maximum state death tax credit that was allowed
prior to the change in federal law. Since there will be no credit
for these taxes off the federal estate taxes, the net effect is that
many clients will pay higher overall death taxes. In addition,
clients could have an added tax burden if they own real property
in other states, especially if those states have fully decoupled.
Real property is subject to state death taxes in the state where
the property is located.

These changes in tax law make professional tax planning even
more important. The tax cost of not planning may have just
gone up!
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Beware! Not All Dividends Are Created Equal

Congress recently passed a bill reducing
taxes on dividends from a maximum
ordinary income rate of 35% to no
more than 15%. This is great news for
investors, especially those needing
income from their portfolios. We believe
the market has not fully recognized the
benefit of this tax change, and high-
dividend-paying stocks will continue to
do well as people realize the comparative
advantage of these investments.

By Rob Williams

inquire whether they will be reimbursed for higher taxes. Not
all brokers have made this promise.

Dividends on stocks held less than 61 days

This one should not be an issue for BWFA clients because
we never buy a stock with the intention of selling it in less
than two months. However, it will increase the bookkeeping
necessary for investors who want to ensure their dividends
will qualify for the 15% rate.

Dividends on money market funds and bond
mutual funds
The IRS considers these dividends interest income (not

However, hidden in the fine print of the Jobs and Growth Tax
Relief Reconciliation Act of 2003 were many exceptions to the
lower rate. They complicated the rules in ways that will make
investing and filing taxes even more confusing than before.

dividends) passed through from the bonds held inside these
funds. Where possible, it would be preferable to hold such
funds in retirement accounts.

Dividends on preferred stocks

The new 15% tax rate is supposed to reduce the double
taxation of dividends, first on the corporation’s tax return,
then on the investor’s tax return. For some preferred stocks
the corporation can deduct these dividends as an expense and
not pay taxes on that income. Therefore, the new law does
not give an investor a break on these dividends. Again, it is
preferable to hold such securities in your retirement account.

Here is a quick list of the major types of “dividends” that will
not qualify for the new 15% tax rate and what you should do
about them:

“Payments in lieu of dividends” (PILs)

This is an exception that may really surprise investors, because
few people know what PILs are. Basically, an investor may
receive a PIL when they have a margin account and their
broker lends stocks held in their account to another party.
Since this other party now holds the stock, they get the actual
dividend. The party that borrowed the stock gives the original
investor a “payment in lieu of” that dividend to make up for
the money rightfully earned. Since the PIL is taxed at a higher
rate than the dividend, there is a problem.

Dividends on Real Estate Investment Trusts (REITs)
Like dividends on preferred stocks, dividends on REITs have
not been taxed at the corporate level and are subject to full
tax rates at the individual level. Therefore, REITs are also
best held in your retirement accounts.

Dividends on foreign stocks that
are not actively traded on U.S.
- ™ stock markets
For most investors, this problem will
occur on dividends paid by foreign stock
ﬂ mutual funds. Since such funds rarely

For 2003, the IRS has said it will not
enforce the higher tax on PILs because
brokerage houses were unprepared to
report them correctly. However, in future
years the IRS is likely to enforce it.

BWFA clients need not worry about
PILs, because we have addressed this
problem with TD Waterhouse, and
Waterhouse has promised to reimburse
any of our clients who owe additional
taxes due to PILs. Investors who have
margin accounts at other brokers should

pay much in dividends, it is not an
important issue.
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Wealthy or Not, Here Comes the AMT!

In filing your taxes this year, you may
have been hit with a nasty surprise —
Alternative Minimum Tax (AMT). Thats
because more and more people are being
affected by this once esoteric tax. The
AMT is a parallel tax system created in
1969 to ensure that wealthy taxpayers
could not fully shelter their income from
taxation. Now, taxpayers earning as little
as $75,000 per year could end up paying
the tax. Only Congress can truly solve
this problem. In the meantime, some
advance tax planning can help.

By Kim Anderson,

What exactly is AMT?

AMT is a tax system with a different set of rules than our
ordinary tax system. For example, under the AMT calculations,
state and local income taxes are not deductible. There is no
standard deduction, nor are there personal exemptions or
exemptions for dependents, or miscellaneous itemized
deductions. Also, the bargain element on employee incentive
stock options is considered income. After calculating your taxes
under the regular system, you must add these and other
“preference items” back into your income and calculate your
AMT tax. You pay whichever tax is higher.

Why are more people getting hit with AMT?

It is estimated that 2.6 million people will owe AMT in 2003. By
2005, that number is expected to jump to 12.3 million. There
are several factors contributing to this increase. Because AMT is
a comparative tax, anything that lowers taxes under the regular
tax system without an equivalent reduction under the AMT
system will cause people to get hit by AMT tax. For example,
unlike regular income tax rates, AMT rates are not indexed for
inflation. Naturally, as incomes have risen since 1969 due to
inflation, more people have fallen into AMT territory. Also, the
2003 federal tax cut reduced tax rates under the regular system
but not under AMT. It did raise the AMT exemption to $58,000
($40,250 for singles), but the exemption will drop to $45,000
($33,750 for singles) in 2005 unless Congress does something,
Increases in state and property taxes have added to the problem
because, as mentioned earlier, these items are not deductible

under AMT. A large enough state income tax deduction could
cause someone to have to pay AMT.

Who is most likely to be affected?

Because so many people are being affected, some tax planners
believe that anyone earning more than the exemption amount
should calculate their AMT to see if it applies. The people most
likely to be hit are residents of states with high income tax rates,
employees who exercise incentive stock options, small business
owners with equipment to depreciate, and anyone with
substantial miscellaneous itemized deductions, capital gains,

or dividend income.

What can you do?

Generally, there is only a two-year tax
planning window for AMT — this year
and the next. Normal tax planning
involves accelerating deductions

and deferring income, but that

often gets turned around when

planning for AMT. Planning

opportunities are better for those

who move in and out of AMT

territory from one year to the next than for
those who are subject to AMT every year. Some
examples include:

Try to pull more ordinary income into years that
you will owe AMT.

Capital gains are better taken in a year when you
are not paying AMT.

Time payments of state income taxes to get the
most from the state tax deduction.

If you were hit by the AMT in 2003, you should take a look

at what caused the tax and start planning for this year. We can
devise an AMT strategy to help you minimize the tax. And write
your congressman!
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