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ne of the greatest benefits of the tax code is the special
tax rates that currently apply to gain recognized from 
the sale of capital assets held for more than a year 
(long-term). The special tax rates apply to virtually all

capital assets including land, improved real estate, your home, and
business assets in excess of the accumulated depreciation previously
deducted. These special LTCG rates for 2007 are 5% to the extent that
your regular tax rate is less than 25% and 15% for all other capital gains.
These rates also apply for the alternative minimum tax.

The conventional strategy is to offset as much of your gains as possible
with losses from selling other assets in your portfolio. If you have an
overall loss, then it is limited to $3,000 ($1,500 for married taxpayers
filing separately), and any excess carries over to the next year. Keep in
mind that losses from the sale of business assets are generally
separately allowed in full in the year of sale, and not mixed with the
losses from the sale of other capital assets.

Assets that are not held long-term, referred to as short-term capital
gains (STCG), do not receive the benefits of the special rates afforded
long-term capital gains. Taxpayers achieve a better overall tax benefit if
they can arrange their transactions so as to offset short-term capital
gains with long-term capital losses.

Starting in 2008 and continuing through 2010, the 5% capital gains rate
drops to zero. This means that there is no tax on your long-term capital
gains to the extent that your regular tax rate is less than 25%. So,
depending on your situation, it may be appropriate to put off some of
your sales that result in gains until 2008. But before you make plans to
sell everything in 2008 through 2010, remember that the gain itself adds
to your income, impacts income-based limitations, and may possibly
push you into a higher regular tax bracket, so it is a balancing act to take
advantage of this zero rate. Of course, you can also use losses 
to offset the gains, and contrary to conventional strategy, you should 
only have enough losses to keep the gain within the zero tax rate.
If your income is too high to take advantage of the zero tax rate, then
continue to employ the conventional strategies discussed above for
2008 through 2010.

The following issues may also come into play when planning your capital
gains and losses strategies: (1) Gains from the sale of inherited capital
assets are automatically long-term; (2) By election, long-term capital
gains can be used to increase the amount of investment income when
figuring the investment interest deduction, but then aren’t eligible for the
lower capital gain tax rates; (3) The gain from selling capital assets that
are “collectibles,” such as art work, stamp and coin collections and
jewelry can be taxed at rates as high as 28%; (4) Losses from selling
personal-use capital assets, such as your home or auto, are not
deductible, and (5) You may have short and/or long-term capital losses
from a prior year to account for.

Please give our office a call so that we can help you to develop a strategy
to suit your unique situation.

All too often, taxpayers wait until after the close of the tax year to worry about their taxes,
missing opportunities that could reduce their tax liability or help them financially. Fall

is the perfect time for tax planning, so call us for an appointment or if you have concerns
about any of the questions below.

• Did you get married, divorced or become widowed?

• Did you change jobs or has your spouse started working?

• Did you have a substantial increase or decrease in income?

• Did you buy or sell a rental?

• Did you start, acquire or sell a business?

• Did you buy or sell a home?

• Did you retire this year?

• Did you refinance your home or second home mortgage this year?

• Were you the beneficiary of an inheritance this year?

• Did you have a child?  Time to start a tax-advantaged savings plan!

• Are you taking advantage of tax-advantaged retirement savings?

• Have you made any significant equipment purchases for your business?

• Are your cash and noncash charitable contributions adequately documented?

• Are you keeping up with your estimated tax payments or do they need adjusting? 

• Did you make any unplanned withdrawals from an IRA or pension plan?

• Have you stayed abreast of all the new tax law changes?

Strategic Planning
Pays Off with
Capital Gains

Mid-Year Tax Planning
Checklist 

is reasonable. This is most frequently encountered in situations where the employee is a
shareholder or is related to a shareholder.

There is no magic formula for determining reasonable compensation. It is generally based
on facts and circumstances and what is comparable for other companies in the same
business. Factors that are considered when making that determination include:

• Company employee salary policy; 

• Time spent performing job duties; 

• Employee's duties and responsibilities; 

• Employee's abilities and accomplishments; 

• Complexities of the business; 

• Income of the company, both gross and net; and

• Compensation history.

There are steps that you can take to reduce the chances of having compensation deemed
“unreasonable” by the IRS, which includes the following:

• Document in the corporate minutes the reasons for the level of salaries or why bonuses
are being paid.

• If the current year’s salary has been increased to make up for a salary that was too 
low in prior years, document that in the corporate minutes. Hopefully, notations 
were included in the prior years’ minutes stating that the compensation was at a
reduced rate.

• Don’t pay salaries in direct proportion to the stock ownership. It looks too much like a
disguised dividend.

• Keep your salaries in line with others in the same industry. Document your research in
case you are later called upon to prove it.

• Pay out at least some dividends if the business is profitable, thus avoiding the
impression that the corporation is trying to pay out all of its profits as compensation.

The issue of reasonable compensation usually occurs a couple of years after the payments
have been made and can have effects on multiple years. Therefore, it is best to plan ahead
and avoid problems later. Please give us a call if we can help with this issue.

(“Reasonable” Compensation Keeps the IRS Away Continued…)



I
ncluded in the Small Business and Work Opportunity Act of 2007 is 
a provision that allows a husband and wife who file a joint return to
elect out of the partnership rules. Thus, a joint venture between
them is not treated as a partnership for tax purposes. This new rule

takes effect for 2007.

All items of income, gain, loss, deduction and credit are divided between
the spouses according to their respective interests in the venture, and
each spouse takes into account his or her respective share of these items
as if they were attributable to a trade or business conducted by the spouse
as a sole proprietor. Thus, each electing spouse will report his or her
shares on the appropriate form, such as Schedule C.

A qualified joint venture means any joint venture involving the conduct of a
trade or business if:

(1) The only members of the joint venture are a husband and wife,

(2) Both spouses materially participate* in the trade or business, and 

(3) Both spouses elect the application of this rule.

* Generally to qualify, 500 hours of participation are required during the year, or if participation 
is less than 500 hours, the taxpayers must provide substantially all of the participation.

Notwithstanding other self-employment rules, each spouse's share of income or
loss from a qualified joint venture is taken into account under the above rules in
determining the spouse's net earnings from self-employment. Thus, each spouse

will receive credit for his or her self-employment tax contributions for purposes
of receiving Social Security benefits. However, this rule is not intended to 
prevent allocations or reallocations, to the extent permitted under pre-2007
Small Business Act law, by courts or by the Social Security Administration of 
net earnings from self-employment for the purpose of determining the Social
Security benefits of an individual.

If you would like to discuss how this new legislation might fit your current or
planned business model, please give us a call.

Is It a Business or a Hobby?   

Spouses may   

In general, taxpayers may deduct ordinary and necessary expenses involved with conducting a trade or business. An ordinary expense is an expense that is common and
accepted in the taxpayer’s trade or business. A necessary expense is one that is appropriate for the business. Generally, an activity qualifies as a business if it is conducted

with the reasonable expectation of earning a profit.

In order to make this determination, the following factors should be considered:

• Does the time and effort put into the activity indicate an intention to make a profit?

• Does the taxpayer depend on income from the activity?

• If there are losses, are they due to circumstances beyond the taxpayer’s control or did they occur during the start-up phase of the business?

• Has the taxpayer changed methods of operation to improve profitability?

• Does the taxpayer or his/her advisors have the knowledge needed to carry on the activity as a successful business?

• Has the taxpayer made a profit in similar activities in the past?

• Does the activity make a profit in some years?

• Can the taxpayer expect to make a profit in the future from the appreciation of assets used in the activity?

The IRS presumes that an activity is carried on for profit if it makes a profit during at least three of the last five tax years, including the current year — at least two of the
last seven years for activities that consist primarily of breeding, showing, training or racing horses.

If an activity is not for profit, losses from that activity may not be used to offset other income. An activity produces a loss when related expenses exceed income. The limit
on not-for-profit losses applies to individuals, partnerships, estates, trusts and S corporations. It does not apply to corporations other than S corporations.

Deductions for hobby activities are claimed as itemized deductions on Schedule A (Form 1040). These deductions must be taken in the following order, and only to the extent
stated in each of these three categories:

• Deductions that a taxpayer may take for personal as well as business activities, such as home mortgage interest and taxes, may be taken in full.

• Deductions that don’t result in an adjustment to basis, such as advertising, insurance premiums and wages, may be taken next, to the extent that gross income for the
activity is more than the deductions from the first category.

• Business deductions that reduce the basis of property, such as depreciation and amortization, are taken last, but only to the extent that gross income for the activity is
more than the deductions taken in the first two categories.

If you have concerns about whether your activity is a business or a hobby, please call so that we can discuss the matter, based upon your specific set of circumstances.
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