


T
ax law is sometimes complicated as it relates to a buyer’s treatment of
business computer software. Generally, the treatment depends on how
the software is billed to the taxpayer.

Software Cost Included in Computer Cost – If a charge for computer 
software is included in the purchase price of the computer hardware without a
separate identification of the charge for the software, then the buyer capitalizes
and depreciates the cost as part of the cost of the hardware. In lieu of depreciating
the cost of the computer, part or all of the expense generally may be claimed
as a Sec. 179 deduction (explained below).

Software Costs That Are Separately Stated – If the charge for the software
is stated separately, then it can be amortized over 36 months using the
straight-line method. However, see special rules for off-the-shelf and intangible
software below.

Off-the-Shelf Software – Off-the-shelf software purchased and placed in
service before the year 2011 can be expensed under the Sec. 179 expensing
rules, which allow up to $125,000 worth of equipment and off-the-shelf software
to be expensed in 2007. For years after 2007, the $125,000 is inflation-adjusted.
If the amount of the total cost of equipment and off-the-shelf software placed
in service during the year exceeds $500,000, then the $125,000 expense
allowance is reduced one dollar for each dollar that the $500,000 is exceeded.
The Sec. 179 deduction is further limited by the net profit for the year from the
business, but any excess carries over to future years.

Licensed Software – The cost of software licensed for a specific period of
time (unless properly chargeable to a capital account) is generally deducted
over the term of the license agreement.

Developed Software – The costs of developing computer software, other than
software falling under the intangible rules, can be either:

(1) Consistently expensed currently, or 

(2) Consistently treated as capital expenditures recoverable through deductions
for ratable amortization over a period of:

– 60 months from the date of completion of the development, or

– 36 months from the date the software is placed in service.

Costs of developing software for internal use may also qualify as research and
experimental expenditures. The cost of software for sale to the general public,
which is not subject to a nonexclusive lease and has not been substantially
modified, would generally be included in the inventory.

Software Acquired in Connection With the Acquisition of a Business –
Generally, software acquired in this manner is treated as an intangible (the
same as goodwill, going concern value, operating systems, etc.), and is amortized
over a period of 15 years.

Like most situations regarding tax issues, software has its complications. If you
have questions regarding your specific business circumstances or are planning
a software acquisition, please give us a call.
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Review Estimated Tax Payments – Ensure they are sufficient to meet
the “safe-harbor” payment amounts so as to avoid underpayment penalties.
This is especially important for taxpayers with windfall income from bonuses,
property sales, etc. Employed taxpayers can also increase their withholding
for the balance of the year. This is especially helpful in terms of avoiding
penalties, since the withholding is treated as if it were received evenly
throughout the year.

Profits From Stock Sales – If you have net profits from the sale of stocks
or other capital assets during the year, consider selling holdings that will
generate losses to offset those gains and even produce a loss up to $3,000
in excess of the gains.

Education Credits – If you qualify for one of the higher education tax
credits and have not paid enough tuition during the year to achieve the
maximum credit, the law allows you to prepay tuition for an academic period
beginning within the first three months of the next year, and claim the tuition
for the current year’s credit.

Business Deductions – Before the year’s end, business owners can 
purchase and place into service equipment needed for the business, and
utilize the Section 179 expense allowance to write-off the entire cost of the
equipment in 2007. There are some limitations. If you are short of cash, the
deductible purchase can be made on credit.

Energy Credits – If you are thinking “green,” you might consider making
some credit-eligible, energy-saving improvements to your home. This is
especially important, since most credits, except for solar and fuel cell,
expire at the end of 2007. A substantial tax credit is still available for certified
hybrid vehicles, excluding Toyota and Lexus vehicles (Toyota and Lexus credits
expired for purchases after 9/30/07). Purchases must be made before the
year’s end.

Defer Income – It might be appropriate to make arrangements with your
employer to defer a bonus until early in 2008.

Charitable Contributions – If you have been planning to contribute used
clothing and household goods to a charity, doing so before the year’s end
can increase your itemized deductions. But keep in mind that under the
stringent new rules, the items must generally be in good or better condition,
and your contribution will need to be substantiated. Used vehicle contributions
are still allowed, but the deduction is generally limited to the amount that
the charity receives from the sale of the vehicle.

IRA to Charity Distributions – 2007 is the final year for taxpayers age
701/2 and older to transfer funds from their IRA accounts to charities. The
transfer counts toward the year’s required minimum distribution but is not
counted as either income or a charitable contribution. This is an opportunity
for those who do not itemize to effectively benefit from contributions that
they would be unable to deduct. At the same time, it reduces the AGI, the
amount on which certain deduction limitations are based. A lower AGI may
also reduce the amount of Social Security income that is taxed.

If you would like to discuss other possible strategies or how any of the ones
listed above applies to you, please call this office.
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W
ith Congress changing tax laws faster than a speeding bullet, it is sometimes
difficult for taxpayers to keep up. In recent years, Congress has made a
number of changes at the last minute, so there is a chance that some 

of these provisions might be extended or modified after this newsletter has been
printed. Here is a brief overview (not all the details and limitations are included) of
some of the extended and future business tax provisions:

Section 179 Expense Deduction Increases Extended and Enhanced –
For 2007, the amount that a taxpayer can deduct annually as a Sec. 179 expense
(instead of depreciating) was increased to $125,000, and the phase-out threshold
amount was upped to $500,000. Both values will be inflation-adjusted beginning
in 2008. After 2010, the maximum deduction will revert back to $25,000.
Extended through 2010 is the provision treating off-the-shelf computer software
as eligible Sec. 179 property.

Spouses May Elect Out of Partnership Rules – Effective for 2007 and later 
tax years, a husband and wife operating a business together who file a joint return
may elect out of the partnership rules. Thus, a joint venture between them is not
treated as a partnership for tax purposes. Instead, 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.

Domestic Production Deduction – For 2007 through 2009, the deduction 
percentage has been increased to 6% (from 3% in 2006 and 2005). Then, in 2010
and future years, the percentage will increase to 9%. The deduction is essentially
equal to the lesser of the applicable percentage multiplied by the net income from
eligible production activities or 50% of the W-2 wages paid to employees during
the year properly allocated to the qualified production activity.

Work Opportunity Tax Credit Extended and Expanded – The elective work
opportunity tax credit (WOTC) provides a tax credit of as much as $2,400 per eligible
employee hired from one or more of nine targeted groups (higher for certain veterans
and special categories). The credit will now offset the alternative minimum tax
(AMT) and has been extended by 44 months to August 31, 2011. The requirements
were eased for “high-risk youths,” and the provisions for hiring certain veterans
were enhanced. If you have questions regarding this credit, please give us a call.

Research and Development Credit – The research and development credit (R&D),
which expired at the end of 2005, was reinstated retroactively for 2006 and
extended through 2007. In addition, for tax years ending after 2006, the new law
enhances the credit by increasing the rates of the alternative incremental credit
and creates an alternative simplified credit that does not use gross receipts as a
factor, thus allowing newer businesses to qualify for the credit.

Last Year for Sales Tax Deduction – Even though 2007 is the last year that
taxpayers who itemize their deductions on their individual returns will be allowed 
to deduct the greater of the state income tax or state and local general sales tax,
sales tax incurred as a business expense will continue to be deductible as part 
of the expense of the purchased item or capitalized as part of the item’s cost,
as applicable.

If you have any questions regarding these tax issues and how they may impact
your unique tax situation, please give us a call.

Say Hello and Say
Goodbye  

Six Tax Penalties You 
Want to Avoid! 

G
enerally, taxpayers don’t intentionally incur tax penalties, but
many do simply because they are unaware of the penalties and
the impact that they can have on their pocketbooks. The following

is a rundown on some of the more commonly encountered penalties:

Underpayment of Estimated Taxes and Withholding – Taxpayers
are essentially required to pay their tax liability throughout the year,
either through withholding or by making estimated tax payments. If the
taxpayer owes more than $1,000 when filing his or her return for the
year, the IRS will assess the underpayment of estimated tax penalty,
which is currently 8% of the underpayment computed quarterly. There
are “safe-harbor” payments that can protect you from this penalty; they
include paying the following amounts: 90% of the current year’s tax 
liability or 100% (110% for high-income taxpayers) of the prior year’s
tax liability. Farmers and fishermen need only prepay 662/3% of the 
current liability or 100% of the prior year’s liability.

Late-Paying Penalty – When the tax owed on a return is paid after
the unextended due date of the tax return, the taxpayer is subject to a
penalty of 1/2% per month (maximum 25%) on the unpaid balance.
Taxpayers are frequently caught by this penalty when they have an
extension of time to file their tax returns. Many fail to realize that the
extension does not include an extension to pay. The only way to avoid
or minimize this penalty is to have no or little balance due on the return
when it is finally filed. The extension form includes a provision to pay
the projected balance owed when filing the extension.

Late-Filing Penalty – If the return is filed after the due date, including
extensions, a late-filing penalty of 4.5% per month (maximum 22.5%)
applies. The automatic extended due date for 2007 returns is 
October 15, 2008. Thus, the penalty would generally apply to 2007
returns filed after that date.

Negligence – 20% of the tax underpayment is charged when the
underpayment is due to negligence on the part of the taxpayer or when
there are errors in tax valuations. This penalty is frequently encountered
when the IRS adjusts a filed return due to unreported income or 
overstated deductions.

Dishonored Check – The penalty for 
dishonored checks is 2% of the check 
amount but not less than $25.

Missing ID Number – This penalty of 
$50 for each missing number is charged 
when a taxpayer doesn’t provide a required 
Social Security number (SSN) for him/herself, a dependent 
or another person on the tax return. This also applies when he 
or she doesn’t provide his/her SSN to another person when required.

There are more severe penalties that are not mentioned here which
apply to fraudulent actions or claims. In some cases, it is possible to
have some of the penalties abated for reasonable cause. If you have
questions related to the application of any of these penalties, please
give us a call.




