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Individual Income Tax Changes for 2007
Fixed-Date Conformity

The 2007 General Assembly enacted legislation to advance the effective date of Virginia’s fixed-date conformity provisions to December 31, 2006.

Virginia still does not recognize federal bonus depreciation, or the five-year federal carryback provisions for net operating losses incurred in 2001 and 2002.  Provisions of newer federal legislation that will be recognized for Virginia purposes include the Tax Increase Prevention and Reconciliation Act of 2005, the Pension Protection Act of 2006, and the Tax Relief and Health Care Act of 2006. 

Background:  For over 20 years, beginning in 1972, Virginia conformed to federal income tax law.  As a result, federal income tax law changes automatically affected Virginia provisions unless otherwise exempted.  Beginning in 2003, Virginia adopted a policy of fixed-date conformity, under which the effective date of conformity has been moved by the General Assembly each year.  This practice allows the legislature to gauge the economic impact of federal law changes made during the year before deciding which, if any, of those changes Virginia law should be in conformity with.  

Subtraction for Death Benefits
Beginning with taxable year 2007, House Bill 1535 creates a subtraction for death benefits received from an annuity contract, to the extent that the payments are treated as taxable income for federal purposes.  

Deduction for Certain S Corporation Income/Addition for Losses and Excluded Income

For taxable years beginning on or after January 1, 2007, Senate Bill 1283 allows shareholders of an S Corporation that is subject to the Virginia bank franchise tax to deduct their respective shares of income or gain from the corporation, to the extent the income was included in federal adjusted gross income.  Conversely, such shareholders must add back the amount of any losses from the corporation that were included in federal adjusted gross income, as well as any distribution that was excluded from federal adjusted gross income

Deduction for Purchases of Energy Efficient Items
Effective for taxable year 2007, Senate Bill 262 creates a deduction equal to 20% of the retail sales and use tax paid on purchases of certain types of tangible personal property, primarily energy efficient appliances, for home use.  Examples of purchases that are eligible for the deduction include certain clothes washers, dishwashers and room air conditioners that meet Energy Star certification requirements.  The maximum allowable deduction is $500 per taxable year.  For details on the items that qualify for the deduction, please refer to the 2006 income tax return instructions and the 2006 Legislative Summary, which are available on the TAX website at www.tax.virginia.gov.  Note:  The deduction is limited to 20% of the sales tax paid on the item, not 20% of the cost of the item.  If an otherwise qualifying item was purchased tax-free during the Energy Star Sales Tax Holiday in October or during any other sales tax holiday period, no deduction is allowed. 
Deduction for Unreimbursed Organ Donation Expenses
House Bill 2220 establishes a deduction for unreimbursed expenses incurred by living organ and tissue donors, beginning with taxable year 2007.  The deduction is limited to the actual expense amount that has not been claimed as a deduction on the federal return, and may not exceed $5,000.
Agricultural Best Management Practices Credit
The provisions of 2006 House Bill 963 extend this credit to owners of equine animals that create a need for best management practices.  The credit is 25% of the first $70,000 expended during the taxable year for best management practices approved by the local Soil and Water Conservation District, to a maximum of $17,500.  The credit claimed may not exceed the actual tax liability for the taxable year.  Unused credits may be carried over for five taxable years.

Neighborhood Assistance Act Credit
As part of the 2007 Budget Bill, several changes were made to the provisions of the Neighborhood Assistance Act credit.  Effective for taxable year 2007, the credit is reduced from 45% of eligible donations to 40% of eligible donations, except for businesses that pledged donations to qualifying programs on or before January 1, 2006 and that make such donations on or before January 1, 2013.  In addition, the credit may now be claimed for an eligible donation even if a charitable contribution deduction has also been claimed for that deduction on the federal income tax return.  Another important change to note pertains to the Schools for Students with Disabilities Fund, which is administered by the Department of Education (DEA).  Under the new provisions, DEA will certify and manage $3 million in credits to be used by private schools for students with disabilities. 
Background:  The Neighborhood Assistance Act credit is part of a longstanding program previously administered solely by the Department Of Social Services.  To claim a credit, the taxpayer must receive written certification of eligible donations and resulting credits, and present that certification with the income tax return on which the credit is claimed.  Effective for taxable year 2007, certification may also come from the Department of Education.

For complete information on all nonrefundable credits, please review Schedule CR and instructions, or visit www.tax.virginia.gov.

Virginia Estate Tax H3
Under the provisions of 2006 House Bill 5018, the Virginia estate tax has been repealed for decedents whose date of death is on or after July 1, 2007.  The repeal is for the estate tax only; the requirements for fiduciary income tax have not changed.  
Summary of Key Forms Changes for 2007

Form 760:

· Subtractions and deductions will be distinguished separately 

· Subtractions will be entered as a two-digit code

· Deductions will be entered as a three-digit code

· If claiming only the Child and Dependent Care Deduction, fill in the oval on line 12 – no Schedule ADJ required
· Line 12 is now for total deductions
Schedule ADJ / Schedule OSC:

· The entire credit computation for tax paid to another state now on Sch OSC

· Fill in the oval on Sch OSC if claiming a credit for a bordering state

· On page 1 of the Sch ADJ the credit for low income has been moved further down, and a new deduction section has been added below the subtraction section

Subtractions (FAGI Adjustments)
	Social Security Act and tier 1 Railroad Act benefits
	State Income tax refund or overpayment credit
	Income from obligations of the US

	Disability Income
	Income from Virginia Obligations
	Federal work opportunity tax credit wages

	Tier 2 and other Railroad Retirement and Railroad unemployment benefits
	Virginia Lottery prizes
	Virginia National Guard active and inactive duty wages or salary

	Operation joint endeavor combat
	Active duty military pay in combat zone or hazardous duty
	Retirement plan income previously taxed by another state

	Virginia college savings plan contributions
	Unemployment compensation
	Basic military pay

	Federal and State employees earning under $15, 000
	Income Holocaust victims
	Tobacco Settlement payments

	Gain on the sale of land for open space
	Military retirement income of Medal of Honor recipients
	Avian influenza indemnification payments

	Military death gratuity payments
	Peanut Quota buyout
	Qualified research expenses

	Age deduction
	Certain Death benefits - new
	Other subtractions


Deductions (VAGI Adjustments)
	Personal Exemptions
	Dependent exemption
	Bone marrow screening fee

	Blind Exemption
	Standard Deduction
	Long term health care premiums

	Child and dependent care expenses
	Foster care
	Fixed Date Conformity

	Virginia College Savings Plan Prepaid tuition contracts payments and savings account contributions
	Continuing Teacher education
	Tobacco Quota Buyout

	
	
	65+ exemption

	
	
	Itemized deductions

	
	
	Charitable mileage

	Organ and Tissue Donor expenses – New
	Certain S Corp Income - NEW
	Sales tax paid on certain energy efficient equipment or appliances – New 


Individual Income Tax Changes for 2008 and Beyond 
Taxable Years 2008 – 2012:  Personal Exemptions and Filing Threshold.  Effective for taxable year 2008, the personal exemption amount for filers and dependents will increase to $930.  This change does not apply to exemptions for age or blindness.  Beginning in 2008, the current filing thresholds of $7,000 and $14,000 will increase as follows:

	Filing Status
	2008 and 2009
	2010 and 2011
	2012 and Beyond

	Single, or 

Married, filing separately
	$11,250
	$11,650
	$11,950

	Joint
	$22,500
	$23,300
	$23,900


Taxable Year 2009:  Deduction for Contributions to Virginia College Savings Plan.  Effective for taxable year 2009, the allowable deduction for contributions made to a prepaid tuition plan or savings trust account will increase to $4,000 per plan or account.  The current allowable deduction is $2,000.  As under current law, no restriction applies to the deduction amount for an individual who is 70 or older.

Taxable Year 2009:  Residential Tax Credit for Increased Accessibility and Visitability.  Effective for taxable year 2009, the Home Accessibility Features for the Disabled Credit is renamed and expanded.  The credit will be known as the Livable Home Tax Credit, and will apply to purchases of supplies and other items needed to retrofit existing housing or incorporate into new construction to improve accessibility and/or visitability, and meet the eligibility guidelines established by the Department of Housing and Community Development.  The credit, which is limited to $500 per taxable year, was not previously allowed for new construction.
Business Tax Changes for 2007 and 2008
Withholding Tax – Monthly Filers
House Bill 2284 Code of Virginia Section 58.1-472 changes the due date for monthly withholding filers to the 25th day of the following month, effective January 2008. This also moves the due date for all the other months from the 20th of the month.  There is no impact on quarterly filers, including form VA-16 filers.  Quarterly withholding tax filers will continue to maintain the last day of the following month as the due date.

Withholding Tax – Pass through Entities 

Effective for taxable year 2008, Senate Bill 1238 Chapter 796 requires pass-through entities doing business in the Commonwealth and having taxable income derived from Virginia sources to pay a withholding tax equal to five percent of their nonresident owners’ share of income from Virginia sources.  The tax payment will be made annually by the 15th day of the fourth month following the close of the entity’s taxable year.
Sales Tax Holidays
Legislation passed by the 2007 General Assembly adds two new Virginia sales tax “holidays” to the calendar for retail dealers.  The sales tax holidays scheduled from August 2007 through May 2008 are:

August 3-5, 2007:  School Supplies and Clothing.  During this three-day period, purchases of certain school supplies, clothing and footwear will be exempt from the Virginia sales tax.  Each eligible school supply item must be priced at $20 or less, and each eligible article of clothing and footwear must be priced at $100 or less.  

October 5-8, 2007:  New! Energy Star Qualified Products.  During this four-day holiday, purchases of products meeting the Energy Star qualifications, such as certain energy-efficient appliances, will be exempt from the Virginia sales tax.  Eligible products must be priced at $2,500 or less for each item, and be purchased for noncommercial home or personal use.

May 25-31, 2008:  New! Hurricane Preparedness Equipment.  During this seven-day period, purchases of items designated by the Department of Taxation as hurricane preparedness equipment, including portable generators, will be exempt from the Virginia sales tax.  Portable generators must be priced at $1,000 or less, and other eligible items must be priced at $60 or less for each item.
Protective Claim Alert:  Davis vs. Kentucky
A recent ruling in a Kentucky court case, Davis vs. Kentucky, could potentially impact Virginia filers who reported additions for income received from obligations of other states.  Like Virginia, Kentucky exempts income received from its own state and local obligations, but taxes income received from obligations of other states.  The Kentucky ruling in Davis declared this tax scheme unconstitutional.  The ruling is under appeal, and the U.S. Supreme court will hear the case in 2008. 
Submit protective claims to:

Virginia Department of Taxation

Attention: Davis Protective Claims

Post Office Box 760

Richmond, VA  23218-0760
Attach a cover letter citing the pending Davis case.
Watch our website for updates

Extension and Penalty Provisions

Under the provisions of Virginia law for taxable years beginning on or after January 1, 2005, every individual income tax filer is granted an automatic six-month filing extension.  This does not mean that a return filed within the six-month extension period will not be subject to penalties.  However, there are a few changes in the way that penalty charges are applied to returns for taxable years beginning in 2005.  A tax due return may be subject to one or more penalty charges, as well as to the accrual of interest.  A few basics to keep in mind:

· For individual income tax, penalties apply only to returns that show a balance of tax 

due. Individual income tax returns that reflect an overpayment, as well as “zero” returns, are not subject to penalty.

· Depending on when a return is filed and when the tax due is paid, the return may be subject to an extension penalty, a late payment penalty, or a late filing penalty.

· A return filed within six months from the original due date may be subject to an extension penalty and/or a late payment penalty.  A return filed within six months of the due date is never subject to a late filing penalty.

· A return that is filed more than six months after the due date is subject to the maximum late filing penalty.  A return filed more than six months after the due date is never subject to an extension penalty or a late payment penalty.

· Any balance of tax that is not paid by the due date is subject to the accrual of interest, even if the return is not otherwise subject to penalties.

Extension Penalty (Code of Virginia Section 58.1-344)
For taxable years beginning on or after January 1, 2005, the law allows an automatic six-month filing extension.  No application for extension is required.  For example, a 2006 calendar year return filed after May 1, 2007, but no later than November 1, 2007, is considered to be filed on extension and will not be subject to a late filing penalty under any circumstances.

To avoid an extension penalty charge, however, the filer must pay at least 90% of the final tax liability by the original due date.  If this requirement is not met, the return is subject to an extension penalty of 2% per month or part of a month on the tax due with the return, from the original due date through the date of filing.  The maximum extension penalty charge is 12% of the tax due.  In addition, any balance of tax due with a return filed under extension is subject to interest from the due date through the date of filing.  To determine whether a return is subject to the extension penalty, consider the following questions:

          1. 
Was the return filed within six months of the original due date?  If not, the return

is late and the extension provisions will not apply.

          2.
Is there a balance of tax due with the return?  If not, no penalty will apply.

          3.
Is the balance of tax due more than 10% of the total tax liability?  If so, you will

need to compute an extension penalty, plus interest.  If not, no extension penalty

will apply, but the balance will be subject to interest charges.

Extension Penalty Examples:

A.
You are preparing a 2006 calendar year return that you anticipate will be filed on December 11, 2007.  The return will show a balance of tax due representing 100% of the tax liability.  Because the return will be filed more than six months after May 1, 2007, it will be subject to a late filing penalty of 30% of the tax due, rather than the extension penalty.  Keep in mind that filing after the end of the extension period voids the extension.

B.
You are preparing a calendar year 2006 return showing tax due of $100, and total tax liability of $1,000.  You anticipate that the return will be filed by October 11, 2007. Because the balance of tax due is only 10% of the total tax liability, the 90% payment requirement has been met, and no extension penalty will apply.  The $100 balance of tax due will be subject to accrual of interest.

C.
You are preparing a 2006 calendar year return showing tax due of $1,200, which represents the entire tax liability.  You anticipate that the return will be filed on July 18, 2007.  Because the return will filed within six months from May 1, 2007, but the 90% payment requirement was not met, the return is subject to an extension penalty, plus interest.  The total extension penalty will be 6% of the tax due, or $72.

Note for overseas filers:  For taxpayers who are out of the country on the return due date (May 1 for calendar year filers), the law provides that the due date for those individuals will be two months after the usual due date.  For example, the overseas filer due date for a calendar year return is July 1.  Because this is a different due date, not an extended due date, the six-month extension period for an overseas filer who files a calendar year return begins on July 2 and runs until January 1.  

Late Payment Penalty (Code of Virginia Section 58.1-351)

Virginia law generally imposes a late payment penalty on any balance of tax due that is not paid by the due date.  In the case of a return filed under the automatic six-month extension provision, the extension ends on the date the return is filed.  Therefore, if the return is filed less than six months after the due date, but the tax is not paid, the late payment penalty will apply from the date the return is filed.  The late payment penalty is imposed at the rate of 6% per month or part of a month from the due date, or the date filed on extension, until the date the tax is paid, to a maximum of 30% of the tax due.  The late payment penalty is computed and assessed by the Department of Taxation.

A return can be subject to both the extension and the late payment penalties, but the penalty periods cannot overlap.  The extension penalty cannot accrue beyond the date the return is filed.  The late payment penalty cannot begin to accrue until the date the return is filed.  However, the penalties are applied according to the exact date the return is filed.  Therefore, even though an extension penalty and a late payment penalty cannot be applied to the same days in a calendar month, it is possible for both penalties to be applied to different days within the same calendar month.

For example, if a calendar year return showing 100% of the tax due is filed on August 10, the extension penalty will apply as follows:  May 2 – June 1 = 2%; June 2 – July 1 = 2%; July 2 – August 1 = 2%; and August 2 – August 10 = 2%.  The total extension penalty will be 8%, including a part of the calendar month of August.  The late payment penalty will then be applied as of August 11, and will accrue at the rate of 6% per month or part of a month, to a maximum of 30% of the tax due.
Note for errors and audit adjustments:  Virginia law recognizes a taxpayer’s good faith efforts to file an accurate return.  Therefore, the late payment penalty is not generally applied to a balance of tax due that results from an error on a return, such as a math error or credit error, or in cases where the additional tax results from an audit adjustment.  Interest is accrued on these balances.

Late Payment Penalty Examples:

A.
The taxpayer filed a calendar year 2005 return on August 15, 2006 without payment.  The return shows a balance of tax due in the amount of $4,500, which represents 100% of the tax due.  Because the return was filed within six months from the due date and the 90% payment requirement was not met, the return is subject to an extension penalty charge from May 1 until August 15.  As the tax due has not been paid, the late payment penalty will apply from August 15 through the date of assessment.  NOTE:  Although a return can be subject to both an extension penalty and a late payment penalty, the penalties cannot overlap.  The extension penalty is applied first, through the date of filing, then the late payment penalty begins to accrue. 

B.
The taxpayer filed a calendar year return for 2005 on November 7, 2006, showing a balance of tax due.  Because the return was filed more than six months after the due date, no extension or late payment provisions will apply.  The return will be subject to a 30% late filing penalty, plus interest.

C.
The taxpayer filed a calendar year 2005 return on April 20, 2006, showing a balance due of $450.  The tax was not paid with the return, and remained unpaid as of May 1, 2006.  In this case, the return was filed before the due date, so no extension penalty will apply.  Instead, the late payment penalty will begin to accrue as of May 2, 2006.
Late Filing Penalty (Code of Virginia Section 58.1-347)

For taxable years beginning on or after January 1, 2005, Virginia law imposes a late filing penalty on any individual income tax return filed more than six months after the due at the maximum rate of 30%.  A return that is subject to the late filing penalty at the point of initial assessment will not be subject to either the extension penalty or the late payment penalty.  To determine whether a return is subject to the late filing penalty, consider the following questions:

          1.  Is there a balance of tax due with the return?  If not, no penalties apply.

          2.  If there is a balance of tax due with the return, will the return be filed more than six

               months after the due date?  If so, the late filing penalty will apply, plus interest.  If

               not, the extension penalty and/or the late payment penalty may apply.

Keep in mind that a return cannot be subject to an extension penalty and a late filing penalty, or to a late payment penalty and a late filing penalty.  A return filed within six months of the due date is under automatic extension and cannot be subject to late filing charges.  Filing more than six months after the due date voids the extension and subjects the return to the maximum 30% penalty for late filing.  Because the late payment penalty cannot be applied in the same period for which a late filing penalty has been assessed, and the maximum charge for both penalties is 30% of the tax due, only the late filing penalty will apply to a return filed more than six months after the due date.

Late Filing Penalty Examples:

A.  
You are preparing a calendar year 2005 return reflecting a refund due, that you anticipate will be filed on December 15, 2006.  Although the return will be filed more than six months after the due date, there is no balance of tax due.  Therefore, the late filing penalty will not apply.

B.  
You are preparing a calendar year return for 2005 that you anticipate will be filed on November 8, 2006, and that reflects tax due of $2,500.  Because the return will be filed more than six months after the due date, the late filing penalty of 30% will apply, plus interest from May 1, 2006.

· Key points to remember:  
· Virginia law requires the assessment of penalties and interest on the tax due with certain individual income tax returns filed after the due date.

· Penalties apply only to returns that show a balance of tax due.

· The extension penalty and the late payment penalty can be applied only to returns that are filed within six months of the due date.  Both penalties can apply to the same return.

· The late filing penalty applies only to returns that are filed more that six months after the due date.  The extension penalty and the late payment penalty cannot be assessed on a return that is subject to the late filing penalty.

Tips and Tools for Preparers

Need help fast?  Call our Tax Professionals Hotline at (804) 367-9286.  Service hours are 8:00am – 5:00pm, Monday through Friday.

If you haven’t checked out our website lately, you’re missing out on timesaving tools and information!  We encourage you to visit before tax season, and check back frequently for updates.  A few of the features we offer at www.tax.virginia.gov are:

· A Tax Professionals page (password: VA_TAX), featuring:

· Announcements of special interest to tax professionals

· Information and guidelines for electronic filing

· Early release forms

· Instructional materials for legislative updates

· A Tax Policy Library, where you can access:

· Rulings of the Tax Commissioner

· Tax Bulletins

· The Tax Code of Virginia

· The Virginia Administrative Code

· What’s New pages for Individual and Business tax types

· Tax forms for current and prior years

· iFile online filing and secure message services for individual and business taxes

· Agency publications, including the Legislative Summary for 2006 and prior years

Using these tools, you can easily find answers to your questions, as well as forms and detailed information on a wide range of topics for all tax types.  When you visit, be sure to sign up for our Email List for Tax Professionals to receive notification of Tax Bulletins and other special announcements.

Writing in?  Using the correct address will help us handle your inquiry promptly.

General Correspondence:
Virginia Department of Taxation





P.O. Box 1115





Richmond, VA  23218-1115

Offers in Compromise and

1821 Appeals:


Tax Commissioner





P.O. Box 2475





Richmond, VA  23218-2475

If you or your clients receive notices or letters that specify an address for response, please use that address.  Please do not send correspondence to P.O. Box 760, or attach correspondence to original returns that are filed at that address.

