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Business & TAX PLANNING IDEAS for OUR CLIENTS and FRIENDS

New Law Makes Adults
Into “Kiddies”

In late May, President Bush signed the
Small Business and Work Opportunity Tax
Act of 2007. This law raised the federal min-
imum wage from $5.15 per hour to $5.85
per hour, beginning in July.

Further increases are scheduled for July
2008 (to $6.55 per hour) and July 2009 (to
$7.25 per hour).

To reduce the burden on small business-
es, targeted tax breaks were included in the
bill (see below). To keep the entire package
‘“revenue neutral,” some tax increases also
were passed.

Extending the Kiddie Tax
Among those tax hikes is an increase in the
age of youngsters whose investment income
is subject to the so-called “Kiddie Tax.” As
recently as 2005, this tax expired after age 13.
Now it lasts through age 17. In 2008, the
Kiddie Tax will also apply to taxpayers as
old as 23 if they are full-time students and
their earned income does not exceed one-half
of their support.

Over the limit

The mechanics of the Kiddie Tax remain the

same. Each year, individuals in the specified

age group can have a certain amount of tax-

free investment income, $850 in 2007.
They also can have a certain amount of

low-taxed investment income. In 2007, the
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next $850 of unearned income is taxed at
rates ranging from 5% to 10% depending
on the source of that income:

Additional investment income is taxed
at the parents’ rate.

Therefore, in 2007 a child under age 18
can have $1,700 in income from bank

' accounts or mutual funds, for example, and

owe only $42.50 to $85 in tax. Above
$1,700, each additional dollar of invest-
ment income is taxed at rates up to 35%.
Those $850 thresholds will be increased
periodically to keep up with inflation.

Plugging the loophole

The latest increase in the Kiddie Tax age is
not a straightforward revenue raiser. After
all, it's relatively simple to shift a young
adult’s assets from a taxable bank account to

| a tax-managed mutual fund or an untaxed

529 college savings plan and thus avoid
paying any Kiddie Tax.

Instead, this provision was designed to
keep families from taking advantage of
another tax code provision. Under cur-
rent law, low-bracket taxpayers who are
not subject to the Kiddie Tax will owe no
tax at all on long-term capital gains and
most dividend income in 2008, 2009, and
2010.

The new legislation retains the 0% tax
rate for low-income taxpayers. However, the

i change in the Kiddie Tax makes it much

more difficult for upper-income families to
cash in untaxed gains.

continued on page 2
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continued from page 1 — New Law Makes Adults Into “Kiddies”

Taking gains

To illustrate the strategy this new law
addresses, assume a hypothetical Jack
and Jill Smith have been using mutual
funds to build a college fund for their
daughter Kelly. In 2007, the Smiths
transfer $24,000 worth of appreciated
fund shares to Kelly.

Such transfers do not have any gift
tax consequernces because Jack and Jill
Smith each have a $12,000 annual gift
tax exclusion, per recipient. They had
planned to give Kelly another $24,000
worth of appreciated fund shares in 2008.

Assume that Kelly will be 18 in
2008, and that the transferred funds
then will be worth $25,000 more than
her parents invested. Kelly could cash
in the shares and use the $49,000 (or
whatever the shares are worth when
sold) to pay her college bills.

Suppose that Kelly has relatively lit-

tle income in 2008 other than those
long-term capital gains. Under prior

| law, 18-year-old Kelly would have been

exempt from the Kiddie Tax.

She could have taxable income up to
$33,000 or so (the actual numbers for
2008 will be published later this year)
and owe no tax at all on those gains.

New math

The new law makes this strategy much
less appealing. Yes, Kelly would owe
no tax on her first $1,700 in long-term

i gains. However, on $23,300 (the $25,000
 realized gain minus Kelly’s $1,700 Kid-
die Tax allowance), she would owe tax
at her parents’ rate, probably 15%.
Thus, the new law has reduced the
tax advantages of this giveaway game.

Alternate strategies

If you are the parent of a minor or
young adult, what does the new law
mean to you? Some tax-saving tactics
are still available:

1. Maximize income-shifting strate-
gies in 2007. The Kiddie Tax change is
not retroactive, so all taxpayers who
i will be at least 18 by December 31
i escape the Kiddie Tax this year.

f Therefore, you can shift appreciat-
i ed assets to your 18-and-older children
]: if you wish to sell those assets. The
! children can sell them by December 31.
i Such sales won’t get the 0% tax
E rate, but they will get a bargain 5%
i rate. Assuming your child files as a
1 single taxpayer, the 5% rate on long-
E term gains will apply as long as tax-
i able income does not exceed $31,850.
f (Married youngsters filing joint returns
i are not subject to the Kiddie Tax.)

| 2.For the next three years, take full
f advantage of the zero tax rate. Make
i sure that your “kiddies” have $1,700
E worth of investment income each year.
' If that income is low on interest
i income and high on dividends and

long-term gains, little or no tax will be
due. What's more, the $1,700 thresh-
old likely will be raised—perhaps to
$1,800—during those years.

3. Going forward, low-income tax-
payers will get the 0% rate from 2008
through December 31, 2010 as long
as they are at least 19 and not full-time
students. So it might pay to transfer
assets to recent grads or to youngsters
not going to college.

Even if your youngsters are still in
school (perhaps graduate school), they
can qualify for the 0% tax rate from
2008 through 2010 once they reach
age 24, with a low income.

4. The new rules don't affect
income-shifting tactics involving other
family members. It's still possible to
give dividend-paying stocks and ap-
preciated securities to your parents if
you're supporting them.

Low-income seniors can take full
advantage of the 0% tax rate in effect
for the next three years.

Independent thinking

If the earned income of a student over
age 17 exceeds half of the student’s
support (excluding scholarships), the
Kiddie Tax won't apply. So generally
even students 18 or older may be able
to use the 0% tax rate if they are not
claimed as a dependent on a parent’s
tax return.

Expanded Equipment
Writeoffs

The new Small Business and Work
Opportunity Tax Act also eased Sec-
tion 179 of the tax code. Most busi-
ness equipment must be depreciated
over many years, but some users—

especially small companies—can “ex-
pense” their purchases of new and
used equipment, so the costs can be
deducted immediately.

For 2007 the code permitted first-
year writeoffs up to $112,000 worth
of equipment purchases. The new law
boosts that maximum to $125,000
retroactive to the start of 2007.

L2

Delaying the decline
‘What'’s more, the Section 179 allowance
was scheduled to go down to $25,000
after 2009. The new tax law keeps the
$125,000 base in effect through 2010.
For the next three years, the maximum
deduction will increase with inflation.
Thus, the 2008 maximum will
be around $130,000, depending on
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cost-of-living data. Similar increases |
will take place in 2009 and 2010. :

The expensing deduction is meant to
be used by small companies, not mega-
corporations. Therefore, it is not avail-
able to businesses that purchase large
amounts of equipment.

Under the prior law, taxpayers that
buy over $450,000 worth of equipment
in 2007 would start to lose the tax ben-
efit. The new law increases that num-
ber to $500,000. Again, this amount will
increase with inflation through 2010.

Suppose, for example, your company
buys $550,000 worth of equipment this
year. The excess $50,000 is deducted from
your Section 179 allowance, so you can
deduct only $75,000 worth of equip-
ment purchases in 2007: the $125,000
maximum minus the $50,000 overage.
The other $475,000 worth of equipment
($550,000 minus $75,000) must be
depreciated over a multiyear schedule.

Raising the ceiling 1

The $500,000 limit applies to the entity
that purchases the equipment. Sup-
pose, for example, that four people form
an equal partnership that purchases
$550,000 worth of equipment in 2007.
Only $75,000 worth of the partner- |

ship’s equipment can be expensed this
year. Divided among the four individuals,
each would be entitled to expense $18,750
on his or her personal tax return.

Multiple methodology
Individuals who are active in multiple
activities may have multiple sources
of expensing deductions. Suppose a
hypothetical Bob Jones participates
in the partnership described above.

Suppose that Bob also runs a small
business as a sole proprietorship. He
would be able to deduct up to $106,250
worth of equipment bought for that |
business in 2007, bringing the total to
$125,000.

There may be a trap for individuals
who participate in multiple entities if :
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they wind up taking excess expensing

+ deductions. Suppose Bob participates in
both a partnership and an S corpora- |

tion that use different tax preparers.

Each tax preparer might elect a Sec-
tion 179 deduction and allocate Bob a
proportionate share, the total of which
is $150,000. However, Bob will be able
to deduct only the maximum $125,000
for 2007; he’ll lose the benefit of the
additional $25,000 deduction.

In addition, Bob’s basis in both
entities will be reduced by a combined
$150,000, not the deductible $125,000,
and the lower basis may result in
higher future tax bills. Our office can
handle the tax returns for all of your
pass-through entities to ensure that
excess expensing amounts aren't elected.

The importance of income

The purchaser must also pass a “tax-
able income limitation” test to get the
expensing deduction: the expensing
deduction can’t exceed the taxable
income from the purchaser’s active
trade or business. This limitation may
be an obstacle if your company is
structured as a regular C corporation,
where corporate income and deduc-
tions don't pass through to the share-
holders. In this case, the corporation
generally buys the equipment.

A corporation that zeroes out its
income by paying everything in salaries
won'’t have enough income to cover
the expensing election. The corpora-
tion may save money by paying less
compensation to shareholder em-
ployees and keeping enough taxable
income to cover a Section 179 election.

Marital bliss

On the bright side, one spouse might

be able to help the other spouse meet

the taxable income test, assuming they

file jointly. Suppose Bob Jones's wife,

Joy, starts a sideline business in 2007.
Say this sideline business, which has

i no taxable income, spends $25,000 on
equipment in 2007. Ordinarily, no tax- !

able income would mean no expensing

| deduction, but because Bob and Joy file
} a joint return, his income can be used
! to top the $25,000 mark and permit a
full expensing election for her equip-

ment purchases in 2007.

Mixed messages
When you buy property that you use
for business as well as personal rea-
sons, the rules require careful docu-
mentation. Suppose you buy a home
computer that you use for business
and that your kids use for homework.
If your business use exceeds 50%
the first year, you can use Section 179
to write off that portion of the com-
puter’s price and related equipment
such as a printer or scanner. If your
business use the first year is below 50%,
you must use extended depreciation.
‘What’s more, if your business use of
that computer falls below the 50%
threshold within the next few years,
some of your prior tax benefits must
be “recaptured”-—repaid to the IRS.
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i Happier endings

E Some planning in the year’s second
. half may help you make the most of
f the Section 179 tax benefit. If your
! business has bought little equipment
; this year, you may want to buy as much
' as $125,000 worth by year-end to get a
i deduction in 2007. On the other hand,
1 if your business has already topped
' the $500,000 limit but you expect to
 spend less next year, you may want to
' defer some purchases until 2008 when
i you will be able to expense those items.
3 If you want to expense equipment
' in 2007, you must place it in service this
. year. When you pay for it doesn’t matter.
E Therefore, if you buy some equip-
| ment in December 2007 but don't
11 install it until January 2008, you can’t
! qualify for a 2007 writeoff, even if you
:' pay in full in December. Conversely,
! if you place the equipment in service
i in December and your obligation to
} buy is genuine, you can qualify for a
¢ 2007 writeoff even if you don’t pay
until January.







