ARBOR & CO., P.C. - 2007 YEAR–END TAX PLANNING CLIENT LETTER

At the time of this writing, Congress has not passed legislation to extend limited relief from the Alternative Minimum Tax.

There is a chance that IRS will not be processing returns before February 17, 2008 and there has even been talk about extending the April 15 filing deadline. Taxpayers must compute their taxes under both the regular tax and AMT rules and then pay the greater of the two. Certain items can increase your risk of AMT, including exercising incentive stock options, recognizing substantial long-term capital gains, and deducting a significant amount of state and local taxes or miscellaneous itemized deductions (like unreimbursed employee business expenses). The AMT exemption was to be raised to $ 62,550 for joint filers and $ 42,250 for single filers.  Without passage of new legislation, the exemption will fall to$ 45,000 for joint filers and $ 33,750 for single filers. A substantial number of middle class taxpayers will potentially be hit with AMT.   

Record Keeping for Cash Contributions.  Beginning in 2007, you cannot deduct a cash contribution regardless of the amount, unless you keep as a record of the contribution a cancelled check or a written communication from the charity.  When meeting with me, please do not ask “How much did I give last year?”  This area has been abused and IRS has finally put their foot down. 

Expense the Cost of up to $125,000 of Business Property. The Section 179 deduction allows an immediate tax write-off for new or used qualifying property. (Even property purchased on the last day of the year qualifies). If you have plans to buy a business computer, office furniture, equipment, qualifying vehicle, or other tangible business property, you might consider doing so before year-end to maximize your 2007 deductions.  Interior leasehold improvements to non-residential property may qualify for 15 year depreciation.  

Deductions for Business Use of Vehicles and Entertainment. Agents are being instructed to disallow deductions in total if proper records are not being kept.  Standard mileage rates for mileage driven beginning January 1, 2007  is 48.5 cents per mile for business miles driven,18 cents per mile driven for medical or moving purposes and 14 cents per mile driven in service of charitable organizations. 

Tax-free IRA Distributions for Charity. Taxpayers who are age 70½ or older may be able to claim tax-free treatment for otherwise taxable distributions from traditional IRAs, when the IRA money is paid out directly to a tax-exempt charity. This new "qualified charitable distribution" is subject to a $100,000 annual cap. 

Residence Credits for Energy Efficient Improvements. Energy efficient homeowners may be able to claim two tax breaks: the $500 lifetime credit for nonbusiness energy property and the 30%-of-cost credit for residential energy efficient property. Under the former—which unless Congress changes the law, won't be available after 2007—an individual can get a 10% credit for certain energy efficiency improvements to his home, such as new insulation, windows, skylights, or exterior doors. Under the latter—which unless the law changes, won't be available after 2008—an individual can get a 30% credit for certain property that uses solar power to generate electricity in a home, solar water heating property, and fuel cell property. 

529 Plan Benefits . Any client with young children or grandchildren should consider establishing a Section 529 to finance college education costs. There are numerous internet sites to compare and rate these plans.

Capital Gains/Losses. It’s always a good idea to periodically review your investment portfolio to see if there are any losers you should sell to offset capital gains and capital gain distributions or take advantage of the $3,000 ($1,500 for married separate filers) limit on deductible net capital losses. The wash-sale rule defers your loss if you purchase a substantially identical security within the period beginning 30 days before and ending 30 days after the date of sale.

IRA Contributions. Traditional or Roth IRA contributions are due by 4/16/07. For 2007, IRA contributions generally can be made up to the lesser of (1) $4,000 ($5,000 if age 50 or older by the end of 2007) or (2) 100% of compensation. The contribution limit applies to the combined contribution to all of the taxpayer’s traditional and Roth IRAs. Thus, an under age 50 taxpayer who contributes $4,000 to a Roth IRA cannot also contribute to a traditional IRA, and vice versa. Allowable contributions can also be split between the two in any fashion (e.g., $4,000 contribution split so $1,500 goes into a traditional IRA and $2,500 into a Roth IRA).

New Federal Income Tax Deduction for Mortgage Insurance Premiums.  Private mortgage insurance (PMI) premiums are fully deductible for borrowers who buy or refinance a home this year if their adjusted gross income is $ 100,000 or less.  Families with income between $ 100,000 and $ 109,000 will be eligible for a reduced deduction.

Rollover by Non-Spousal Heirs.  Some non-spousal heirs may be able to roll inherited amounts from qualified plans into IRA accounts, thereby avoiding current tax or a 5 year distribution scheme.

Deduction Contributions to Health Savings Accounts (HSA).  Increase to $ 5,650 for family coverage , $ 2,950 for an individual, with an additional $ 800 allowed for persons 55 or older.  A one-time transfer of funds from an IRA to a Health Savings Account permitted for 2007 up to the maximum annual HAS limit.  These plans are becoming popular and have many benefits for those with a “high-deductible” health insurance plan.

Defer Income and Accelerate Deductions. The most common year-end tax planning strategies are those that defer income from the current year to later years and those that move deductions from later years into the current year.

The most common techniques are using income or deductions that you can easily control. For example, cash-basis sole proprietors might delay year-end billings so that they fall in the following year.  For late year sales of property, consider an installment sale that shifts part of the gain to later years when the installment payments are received or deferring the sale until early 2008.

On the deduction side, move charitable donations you normally would make in early 2008 to the end of 2007. Do the same with real estate taxes or state income taxes (unless you are affected by AMT). If you own a cash-basis business, accelerate payment of certain expenses, such as office supplies and repairs and maintenance, to 2007. Consider using a credit card to prepay medical or charitable expenses that can generate deductions for this year. 

Retirement Savings limits 2007. 401(k), 403(b), and 457 plans - defer up to $15,500 ($20,500 if age 50 or older by end of year). IRA or Roth IRA - stays at $4,000 (but goes to $5,000 for age 50 or older). Self-employed SEP or Keogh - you may contribute up to $45,000 if income is high enough. SIMPLE plan - defer up to $10,500 ($13,000 for age 50 or older).  

    

Kiddie Tax Rules Now Apply to Older Kids, Starting Right Now. The so-called Kiddie Tax rules can cause a dependent child’s unearned income (typically from investments) to be taxed at the parent’s higher marginal federal income tax rate.   For 2007, Tax rules through the year before a child turns 18, starting with 2006. More specifically: for this year and beyond, the Kiddie Tax issue will be lurking until the year that a dependent child turns 18. Children who are still age 17 as of 12/31/07 are potential Kiddie Tax victims this year. The only saving grace is that, for 2007, the Kiddie Tax only affects under-age-18 dependent children with unearned income in excess of $1,700. (the first $ 850 is tax free and the next $ 850 is taxed at the child’s rate). 

The annual gift exclusion limit is $12,000.  Gifting may offer a simple way to lower the estate taxes owed at death by doling out relatively small annual gifts to as many people as you'd like.  A person can give any other person up to $12,000 for 2007 without incurring any gift tax. The annual exclusion amount increases to $24,000 per donee if the donor's spouse consents to gift-splitting. Anyone who expects eventually to have estate tax liability and who can afford to make gifts to family members should do so. Besides avoiding transfer tax annual exclusion gifts take future appreciation in the value of the gift property out of the donor's estate, and shift the income tax obligation on the property's earnings to the donee who may be in a lower tax bracket (if not subject to the Kiddie tax). 

  

Estate Tax Exemption. You'll be able to leave $2 million to your heirs free of estate tax ($ 675,000 for RI) through 2008.  In 2009, the amount is scheduled to increase to $ 3,500,000. Estate documents may have to be updated to consider the lower RI exemption for the marital deduction or credit shelter trust purposes.

Monthly Parking Allowance.  Beginning in 2007, employers may provide up to $ 215 per month parking

allowance to employees tax-free.

PLEASE VISIT OUR NEW WEBSITE: www.arborandcompanycpa.com for important dates, articles, and links to financial resource sites.

Having passed the Series 63, Series 6 and Life and Health examinations, I have become a Registered Representative with New England Securities.  This affiliation enables me to assist clients with mutual fund investments for retirement and non-retirement plans, long-term care, life and health insurance plans.    

  

Please call me if you have any concerns or questions regarding any issue – Office 401-826-1700, 

Cell – 401-527-8443.

Happy Holidays ! 

Neil C. Arbor, CPA, MST

