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Preface

According to the National Federation of Independent Business (NFIB), 88 percent of small businesses use paid tax preparers to file their returns, and the percentage rises to 95 percent for businesses with 20 or more employees. So why do you need to read up on taxes? The answer is simple: You, not your accountant or other financial adviser and not software, run the business, so you can't rely on someone else to make decisions critical to your activities. You need to be informed about tax-saving opportunities that continually arise so you can strategically plan to take advantage of them. Being knowledgeable about tax matters also saves you money; the more you know, the better able you are to ask your accountant key tax and financial questions that can advance your business, as well as to meet your tax responsibilities.

Even though the economy is not fully recovered, this is still a great time to be a small business. Not only is small business the major force in our economy but it also is the benefactor of new tax rules that make it easier to write off expenses and minimize the taxes you owe. This edition of the book has been revised to include all of the new rules taking effect for 2011 returns. Your business needs to use every tax-saving opportunity to survive and thrive at this time. The book also provides information about future changes scheduled to take effect in order to give you an overall view of business tax planning. Most importantly, it addresses the many tax questions I have received from readers as well as visitors to my web site, www.barbaraweltman.com.

This book focuses primarily on federal income taxes. Federal taxes rank as the third biggest concern in running a small business, following sales and government regulations (NFIB Research Foundation). Businesses may be required to pay and report many other taxes, including state income taxes, employment taxes, sales and use taxes, and excise taxes. Some information about these taxes is included in this book to alert you to your possible obligations so that you can then obtain further assistance if necessary.

It is important to stay alert to future changes. Pending or possible changes are noted in this book. Be sure to check on any final action before you complete your tax return or take any steps that could be affected by these changes.

For a free supplement on tax developments affecting small businesses (available in February 2012), go to www.jklasser.com or www.barbaraweltman.com.

How to Use This Book

The purpose of this book is to make you acutely aware of how your actions in business can affect your bottom line from a tax perspective. The way you organize your business, the accounting method you select, and the types of payments you make all have an impact on when you report income and the extent to which you can take deductions. This book is not designed to make you a tax expert. It is strongly suggested that you consult with a tax adviser before making certain important decisions that will affect your ability to minimize your taxes. I hope that the insight you gain from this book will allow you to ask your adviser key questions to benefit your business.

In Part 1, you will find topics of interest to all businesses. First, there is an overview of the various forms of business organization and an explanation of how these forms of organization affect reporting of income and claiming tax deductions. The most common forms of business organization include independent contractors, sole proprietors, and sole practitioners—individuals who work for themselves and do not have any partners. If self-employed individuals join with others to form a business, they become partners in a partnership. Sometimes businesses incorporate. A business can be incorporated with only one owner or with many owners. A corporation can be a regular corporation (C corporation), or it can be a small business corporation (S corporation). The difference between the C and S corporations is the way in which income of the business is taxed to the owner (which is explained in detail in Part 1). There is also a relatively new form of business organization called a limited liability company (LLC). Limited liability companies with two or more owners generally are taxed like partnerships even though their owners enjoy protection from personal liability. The important thing to note is that each form of business organization will affect what deductions can be claimed and where to claim them. Part 1 also explains tax years and accounting methods that businesses can select.

Part 1 contains another topic of general interest to all businesses. It covers important recordkeeping requirements and suggestions to help you audit-proof your return and protect your deductions and tax credits. In the course of business you may incur certain expenses, but unless you have specific proof of those expenses, you may not be able to claim a deduction or credit. Learn how to keep the necessary records to back up your write-offs in the event your return is questioned by the IRS.

Part 2 details how to report various types of income your business may receive. In addition to fees and sales receipts—the bread-and-butter of your business—you may receive other types of ordinary income such as interest income, royalties, and rents. You may have capital gain transactions as well as sales of business assets. But you may also have losses—from operations or the sale of assets. Special rules govern the tax treatment of these losses. The first part of each chapter discusses the types of income to report and special rules that affect them. Then scan the second part of each chapter, which explains where on the tax return to report the income or claim the loss.

Part 3 focuses on specific deductions and tax credits. It will provide you with guidance on the various types of deductions you can use to reduce your business income. Each type of deduction is explained in detail. Related tax credits are also explained in each deduction chapter. In the first part of each chapter, you will learn what the deduction is all about and any dollar limits or other special requirements that may apply. As with the income chapters, the second part of each deduction chapter explains where on the tax return you can claim the write-off. The answer depends on your form of business organization. You simply look for your form of business organization to learn where on the return to claim the deduction. The portion of the appropriate tax form or schedule is highlighted in certain instances. For your convenience, key tax forms for claiming these deductions have been included. While the forms and schedules are designed for the 2011 returns, they serve as an example for future years. Also, in Chapter 22, Miscellaneous Business Deductions, you will find checklists that serve as handy reference guides on all business deductions. The checklists are organized according to your status: self-employed, employee, or small corporation. You will also find a checklist of deductions that have not been allowed.

Part 4 contains planning ideas for your business. You will learn about strategies for deferring income, boosting deductions, starting up or winding down a business, running a sideline business, running multiple businesses, and avoiding audits. It also highlights the most common mistakes that business owners make in their returns. This information will help you avoid making the same mistakes and losing out on tax-saving opportunities. You will also find helpful information about electronic filing of business tax forms and how to use the Internet for tax assistance and planning purposes. And you will find information about other taxes on your business, including state income taxes, employment taxes, sales and use taxes, and excise taxes.

In Appendix A, you will see a listing of information returns you may be required to file with the IRS or other government agencies in conjunction with your tax obligations. These returns enable the federal government to crosscheck tax reporting and other financial information.

Several forms and excerpts from forms have been included throughout the book to illustrate reporting rules. These forms are not to be used to file your return. (In many cases, the appropriate forms were not available when this book was published, and older or draft versions of the forms were included.) You can obtain the forms you need from the IRS's web site at www.irs.gov or where otherwise indicated.

Another way to stay abreast of tax and other small business developments that can affect your business throughout the year is by subscribing to Barbara Weltman's Big Ideas for Small Business®, a free online newsletter geared for small business owners and their professional advisers, my Small Business Idea of the Day® (via email), and my radio show Build Your Business, at www.barbaraweltman.com. For more information on the tax implications of your small business and any developments on the Alerts throughout the book, visit www.jklasser.com/, your 365-day-a-year tax resource. Here you will also find a supplement to this book in February 2012, updating information as it develops; the supplement is also posted on my site.

I would like to thank Sidney Kess, Esq. and CPA, for his valuable suggestions in the preparation of the original tax deduction book; Elliott Eiss, Esq., for his expertise and constant assistance with this and other projects; and David Pugh, my editor, for his understanding and patience.

Barbara Weltman

September 2011





Introduction

Small businesses are big news today. They employ half of the country's private sector workforce, and contribute more than half of the nation's gross national product. Historically, small businesses create 60 to 80 percent of all new jobs.

For the 2008 tax year (the most recent year for statistics), there were 29.6 million sole proprietorships in the United States. About one in six Form 1040 filers has a sole proprietorship that year. And the numbers are growing. The IRS predicts that by 2015, 43 million individual returns will include business income.

Small businesses fall under the purview of the Internal Revenue Service's (IRS) Small Business and Self-Employed Division (SB/SE). This division services approximately 57 million tax filers, including nine million small businesses (partnerships and corporations with assets of $10 million or less) and more than 41 million of whom are full-time or partially self-employed. The SB/SE division accounts for about 40 percent of the total federal tax revenues collected. The goal of this IRS division is customer assistance to help small businesses comply with the tax laws.

Toward this end, the Small Business Administration (SBA) has teamed up with the IRS to provide small business owners with help on tax issues. A special DVD called A Virtual Small Business Tax Workshop is available free of charge at www.irs.gov and IRS tax experts now participate in SBA Business Information Centers where tax forms and publications are also available.

There is also an IRS web site devoted exclusively to small business and self-employed persons www.irs.gov/businesses/small/index.html. Here you will find special information for your industry—agriculture, automotive, child care, construction, entertainment, gaming, manufacturing, real estate, restaurants, retailers, veterinarians, and even tax professionals are already covered, and additional industries are set to follow. You can see the hot tax issues for your industry, find special audit guides that explain what the IRS looks for in your industry when examining returns, and links to other tax information.

As a small business owner, you work, try to grow your business, and hope to make a profit. What you can keep from that profit depends in part on the income tax you pay. The income tax applies to your net income rather than to your gross income or gross receipts. You are not taxed on all the income you bring in by way of sales, fees, commissions, or other payments. Instead, you are essentially taxed on what you keep after paying off the expenses of providing the services or making the sales that are the crux of your business. Deductions for these expenses operate to fix the amount of income that will be subject to tax. So deductions, in effect, help to determine the tax you pay and the profits you keep. And tax credits, the number of which has been expanded in recent years, can offset your tax to reduce the amount you ultimately pay.

Special Rules for Small Businesses

Sometimes it pays to be small. The tax laws contain a number of special rules exclusively for small businesses. But what is a small business? The Small Business Administration (SBA) usually defines small business by the number of employees—size standards range from 500 employees to 1,500 employees, depending on the industry or the SBA program (these new size standards are currently under review). For tax purposes, however, the answer varies from rule to rule, as explained throughout the book. Sometimes it depends on your revenues, the number of employees, or total assets. In Table I.1 are various definitions from the Internal Revenue Code on what constitutes a small business.

Table I.1 Examples of Tax Definitions of Small Business




	Tax Rule
	Definition





	Accrual method exception for small inventory-based businesses (Chapter 2)
	Average annual gross receipts of no more than $10 million in the three prior years (or number of years in business if less)



	Bad debts deducted on the nonaccrual-experience method (Chapter 11)
	Average annual gross receipts for the three prior years of no more than $5 million



	Corporate alternative minimum tax (AMT) exemption for small C corporations (Chapter 22)
	Average annual gross receipts of no more than $7 million ($5 million for the first three-year period)



	DbK retirement plan (Chapter 16) 
	500 or fewer employees



	Disabled access credit (Chapter 10)
	
Gross receipts of no more than $1 million in the preceding year or no more than 30 full-time employees



	Electronic deposits of federal employment taxes (Chapter 7)
	Aggregate tax liability exceeding $200,000 in the year before the prior year



	Employer wage differential credit for activated reservists (Chapter 7)
	Fewer than 50 employees



	First-year expensing election (Chapter 14)
	Equipment purchases for 2011 of no more than $2 million



	Independent contractor versus employee determination—shifting burden of proof to IRS (Chapter 7)
	Net worth of business does not exceed $7 million



	Late filing penalty for failure to file information return—cap (Appendix)
	Average annual gross receipts of no more than $5 million for a three-year period



	Reasonable compensation—shifting the burden of proof to the IRS (Chapter 7)
	Net worth of business not in excess of $7 million



	Retirement plan start-up credit (Chapter 16)
	No more than 100 employees with compensation over $5,000 in the preceding year



	Savings Incentive Match Plans for Employees (SIMPLE) plans (Chapter 16)
	Self-employed or businesses with 100 or fewer employees who received at least $5,000 in compensation in the preceding year



	Simple cafeteria plans (Chapter 7)
	100 or fewer employees on business days during either of the two preceding years



	Small business health care credit (Chapter 19) 
	No more than 25 full-time equivalent employees



	Small business stock—deferral or exclusion of gain on sale (Chapter 5)
	Gross assets of no more than $50 million when the stock is issued and immediately after



	UNICAP small reseller exception (Chapter 2)
	Average annual gross receipts of no more than $10 million for a three-year period



	UNICAP simplified dollar value last-in, first-out (LIFO) method (Chapter 2)
	Average annual gross receipts of no more than $5 million for a three-year period





Reporting Income

While taxes are figured on your bottom line—your income less certain expenses—you still must report your income on your tax return. Generally all of the income your business receives is taxable unless there is a specific tax rule that allows you to exclude the income permanently or defer it to a future time.

When you report income depends on your method of accounting. How and where you report income depends on the nature of the income and your type of business organization. Over the next several years, the declining tax rates for owners of pass-through entities—sole proprietorships, partnerships, limited liability companies (LLCs), and S corporations—requires greater sensitivity to the timing of business income as these rates decline.

The IRS reported a “tax gap” (the spread between revenues that should be collected and what actually is collected) of $346 billion a year and that a substantial portion of this can be traced to entrepreneurs who underreport or don't report their income, or overstate their deductions. In order to close the tax gap, the IRS is stepping up its audit activities for self-employed individuals, and increased reporting to the IRS and other measures may be adopted.

Claiming Deductions

You pay tax only on your profits, not on what you take in (gross receipts). In order to arrive at your profits, you are allowed to subtract certain expenses from your income. These expenses are called “deductions.”

The law says what you can and cannot deduct (see below). Within this framework, the nature and amount of the deductions you have often vary with the size of your business, the industry you are in, where you are based in the country, and other factors. The most common deductions for businesses include car and truck expenses, utilities, supplies, legal and professional services, insurance, depreciation, taxes, meals and entertainment, advertising, repairs, travel, rent for business property and equipment, and in some cases, a home office.

Are your deductions typical? The Government Accountability Office (formerly the General Accounting Office) in January 2004 compiled statistics on deductions claimed by sole proprietors for 2001 (no data more current is available). These numbers show the dollars spent on various types of deductions, the percentage of sole proprietors who claimed the deductions, and what percentage of total deductions each expense represented. For example, 25 percent of sole proprietors with business gross receipts under $25,000 claimed a deduction for advertising costs. This percentage rose to 65 percent when gross receipts exceeded $100,000. You can view these statistics at www.gao.gov/new.items/ d04304.pdf.

What Is the Legal Authority for Claiming Deductions?

Deductions are a legal way to reduce the amount of your business income subject to tax. But there is no constitutional right to tax deductions. Instead, deductions are a matter of legislative grace; if Congress chooses to allow a particular deduction, so be it. Therefore, deductions are carefully spelled out in the Internal Revenue Code (the Code).

The language of the Code in many instances is rather general. It may describe a category of deductions without getting into specifics. For example, the Code contains a general deduction for all ordinary and necessary business expenses, without explaining what constitutes these expenses. Over the years, the IRS and the courts have worked to flesh out what business expenses are ordinary and necessary. “Ordinary” means common or accepted in business and “necessary” means appropriate and helpful in developing and maintaining a business. Often the IRS and the courts reach different conclusions about whether an item meets this definition and is deductible, leaving the taxpayer in a somewhat difficult position. If the taxpayer uses a more favorable court position to claim a deduction, the IRS may very well attack the deduction in the event that the return is examined. This puts the taxpayer in the position of having to incur legal expenses to bring the matter to court. On the other hand, if the taxpayer simply follows the IRS approach, a good opportunity to reduce business income by means of a deduction will have been missed. Throughout this book, whenever unresolved questions remain about a particular deduction, both sides have been explained. The choice is up to you and your tax adviser.

Sometimes the Code is very specific about a deduction, such as an employer's right to deduct employment taxes. Still, even where the Code is specific and there is less need for clarification, disputes about applicability or terminology may still arise. Again, the IRS and the courts may differ on the proper conclusion. It will remain for you and your tax adviser to review the different authorities for the positions stated and to reach your own conclusions based on the strength of the different positions and the amount of tax savings at stake.

A word about authorities for the deductions discussed in this book: There are a number of sources for these write-offs in addition to the Internal Revenue Code. These sources include court decisions from the U.S. Tax Court, the U.S. district courts and courts of appeal, the U.S. Court of Federal Claims, and the U.S. Supreme Court. There are also regulations issued by the Treasury Department to explain sections of the Internal Revenue Code. The IRS issues a number of pronouncements, including Revenue Rulings, Revenue Procedures, Notices, Announcements, and News Releases. The department also issues private letter rulings, determination letters, field service advice, and technical advice memoranda. While these private types of pronouncements cannot be cited as authority by a taxpayer other than the one for whom the pronouncement was made, they are important nonetheless. They serve as an indication of IRS thinking on a particular topic, and it is often the case that private letter rulings on topics of general interest later get restated in revenue rulings.

What Is a Tax Deduction Worth to You?

The answer depends on your tax bracket. The tax bracket is dependent on the way you organize your business. If you are self-employed and in the top tax bracket of 35 percent in 2011, then each dollar of deduction will save you 35 cents. Had you not claimed this deduction, you would have had to pay 35 cents of tax on that dollar of income that was offset by the deduction. If you have a personal service corporation, a special type of corporation for most professionals, the corporation pays tax at a flat rate of 35 percent. This means that the corporation is in the 35-percent tax bracket. Thus, each deduction claimed saves 35 cents of tax on the corporation's income. Deductions are even more valuable if your business is in a state that imposes income tax. The impact of state income tax and special rules for state income taxes are not discussed in this book. However, you should explore the tax rules in your state and ascertain their impact on your business income.

When Do You Claim Deductions?

Like the timing of income, the timing of deductions—when to claim them—is determined by your tax year and method of accounting. Your form of business organization affects your choice of tax year and your accounting method.

Even when expenses are deductible, there may be limits on the timing of those deductions. Most common expenses are currently deductible in full. However, some expenses must be capitalized or amortized, or you must choose between current deductibility and capitalization. Capitalization generally means that expenses can be written off ratably as amortized expenses or depreciated over a period of time. Amortized expenses include, for example, fees to incorporate a business and expenses to organize a new business. Certain capitalized costs may not be deductible at all, but are treated as an additional cost of an asset (basis).

Credits versus Deductions

Not all write-offs of business expenses are treated as deductions. Some can be claimed as tax credits. A tax credit is worth more than a deduction since it reduces your taxes dollar for dollar. Like deductions, tax credits are available only to the extent that Congress allows. In a couple of instances, you have a choice between treating certain expenses as a deduction or a credit. In most cases, however, tax credits can be claimed for certain expenses for which no tax deduction is provided. Business-related tax credits, as well as personal credits related to working or running a business, are included in this book.

Tax Responsibilities

As a small business owner, your obligations taxwise are broad. Not only do you have to pay income taxes and file income tax returns, but you also must manage payroll taxes if you have any employees. You may also have to collect and report on state and local sales taxes. Finally, you may have to notify the IRS of certain activities on information returns.

It is very helpful to keep an eye on the tax calendar so you will not miss out on any payment or filing deadlines, which can result in interest and penalties. You might want to view and print out or order at no cost from the IRS its Publication 1518, Small Business Tax Calendar (go to www.irs.gov/pub/irs-pdf/p1518.pdf).

You can obtain most federal tax forms online at www.irs.gov. Nonscannable forms, which cannot be downloaded from the IRS, can be ordered by calling toll free at 800-829-4933.
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Organization





Chapter 1

Business Organization

If you have a great idea for a product or a business and are eager to get started, do not let your enthusiasm be the reason you get off on the wrong foot. Take a while to consider how you will organize your business. The form of organization your business takes controls how income and deductions are reported to the government on a tax return. Sometimes you have a choice of the type of business organization; other times circumstances limit your choice. If you have not yet set up your business and do have a choice, this discussion will influence your decision on business organization. If you have already set up your business, you may want to consider changing to another form of organization. In this chapter you will learn about:


	Sole proprietorships (including independent contractors and husband-wife ventures)

	Partnerships and limited liability companies

	S corporations and their shareholder-employees

	C corporations and their shareholder-employees

	Employees

	Factors in choosing your form of business organization

	Forms of business organization compared

	Changing your form of business

	Tax identification number



For a further discussion on worker classification, see IRS Publication 15-A, Employer's Supplemental Tax Guide.

Sole Proprietorships

If you go into business for yourself and do not have any partners (with the exception of a spouse, as explained shortly), you are considered a sole proprietor and your business is called a sole proprietorship. You may think that the term proprietor connotes a storekeeper. For purposes of tax treatment, proprietor means any unincorporated business owned entirely by one person. Thus, the category includes individuals in professional practice, such as doctors, lawyers, accountants, and architects. Those who are experts in an area, such as engineering, public relations, or computers, may set up their own consulting businesses and fall under the category of sole proprietor. The designation also applies to independent contractors.

Sole proprietorships are the most common form of business. The IRS reports that one in seven Form 1040s contains a Schedule C or C-EZ (the forms used by sole proprietorships). Most sideline businesses are run as sole proprietorships, and many start-ups commence in this business form.

There are no formalities required to become a sole proprietor; you simply conduct business. You may have to register your business with your city, town, or county government by filing a simple form stating that you are doing business as the “Quality Dry Cleaners” or some other business name other than your own. This is sometimes referred to as a DBA.

From a legal standpoint, as a sole proprietor, you are personally liable for any debts your business incurs. For example, if you borrow money and default on a loan, the lender can look not only to your business equipment and other business property but also to your personal stocks, bonds, and other property. Some states may give your house homestead protection; state or federal law may protect your pensions and even Individual Retirement Accounts (IRAs). Your only protection for your personal assets is adequate insurance against accidents for your business and other liabilities and paying your debts in full.

Simplicity is the advantage to this form of business. It is the reason why 72.6 percent of all U.S. firms operate as sole proprietorships. This form of business is commonly used for sideline ventures, as evidenced by the fact that half of all sole proprietors earn salaries and wages along with their business income. In 2009 (the most recent year for statistics), 22.6 million taxpayers filed returns as sole proprietors.

Independent Contractors

One type of sole proprietor is the independent contractor. To illustrate, suppose you used to work for Corporation X. You have retired, but X gives you a consulting contract under which you provide occasional services to X. In your retirement, you decide to provide consulting services not only to X, but to other customers as well. You are now a consultant. You are an independent contractor to each of the companies for which you provide services.

More precisely, an independent contractor is an individual who provides services to others outside an employment context. The providing of services becomes a business, an independent calling. In terms of claiming business deductions, classification as an independent contractor is generally more favorable than classification as an employee. (See “Tax Treatment of Income and Deductions in General,” later in this chapter.) Therefore, many individuals whose employment status is not clear may wish to claim independent contractor status. Also, from the employer's perspective, hiring independent contractors is more favorable because the employer is not liable for employment taxes and need not provide employee benefits. Federal employment taxes include Social Security and Medicare taxes under the Federal Insurance Contribution Act (FICA) as well as unemployment taxes under the Federal Unemployment Tax Act (FUTA).

You should be aware that the Internal Revenue Service (IRS) aggressively tries to reclassify workers as employees in order to collect employment taxes from employers. The IRS agents are provided with a special audit manual designed to help the agents reclassify a worker as an employee if appropriate (view this manual at www.irs.gov/pub/irs-utl/emporind.pdf). The key to worker classification is control. In order to prove independent contractor status, you, as the worker, must show that you have the right to control the details and means by which your work is to be accomplished. You may also want to show that you have an economic stake in your work (that you stand to make a profit or loss depending on how your work turns out). It is helpful in this regard to supply your own tools and place of work, although working from your home, using your own computer, and even setting your own hours (flex time) are not conclusive factors that preclude an employee classification. Various behavioral, financial, and other factors can be brought to bear on the issue of whether you are under someone else's control. You can learn more about worker classification in IRS Publication 15-A, Employer's Supplemental Tax Guide.

There is a distinction that needs to be made between the classification of a worker for income tax purposes and the classification of a worker for employment tax purposes. By statute, certain employees are treated as independent contractors for employment taxes even though they continue to be treated as employees for income taxes. Other employees are treated as employees for employment taxes even though they are independent contractors for income taxes.

There are two categories of employees that are, by statute, treated as non-employees for purposes of federal employment taxes. These two categories are real estate salespersons and direct sellers of consumer goods. These employees are considered independent contractors (the ramifications of which are discussed later in this chapter). Such workers are deemed independent contractors if at least 90 percent of the employees’ compensation is determined by their output. In other words, they are independent contractors if they are paid by commission and not a fixed salary. They must also perform their services under a written contract that specifies they will not be treated as employees for federal employment tax purposes.

Statutory Employees

Some individuals who consider themselves to be in business for themselves—reporting their income and expenses as sole proprietors—may still be treated as employees for purposes of employment taxes. As such, Social Security and Medicare taxes are withheld from their compensation. These individuals include:


	Corporate officers

	Agent-drivers or commission-drivers engaged in the distribution of meat products, bakery products, produce, beverages other than milk, laundry, or dry-cleaning services

	Full-time life insurance salespersons

	Homeworkers who personally perform services according to specifications provided by the service recipient

	Traveling or city salespersons engaged on a full-time basis in the solicitation of orders from wholesalers, retailers, contractors, or operators of hotels, restaurants, or other similar businesses



Full-time life insurance salespersons, homeworkers, and traveling or city salespersons are exempt from FICA if they have made a substantial investment in the facilities used in connection with the performance of services.

Day Traders

Traders in securities may be viewed as being engaged in a trade or business in securities if they seek profit from daily market movements in the prices of securities (rather than from dividends, interest, and long-term appreciation) and these activities are substantial, continuous, and regular. Calling yourself a day trader does not make it so; your activities must speak for themselves.

Being a trader means you report your trading expenses on Schedule C, such as subscriptions to publications and online services used in this securities business. Investment interest can be reported on Schedule C (it is not subject to the net investment income limitation that otherwise applies to individuals).

Being a trader means income is reported in a unique way—income from trading is  not reported on Schedule C. Gains and losses are reported on Schedule D unless you make a mark-to-market election. If so, then income and losses are reported on Form 4797. The mark-to-market election is explained in Chapter 2.

Gains and losses from trading activities are not subject to self-employment tax (with or without the mark-to-market election).

Husband-Wife Joint Ventures

Usually when two or more people co-own a business, they are in partnership. However, husbands and wives who file jointly and conduct a joint venture can opt not to be treated as a partnership, which requires filing a partnership return (Form 1065) and reporting two Schedule K-1s (as explained later in this chapter). Instead, these “couplepreneurs” each report their share of income on Schedule C of Form 1040. To qualify for this election, each must materially participate in the business (neither can be a silent partner) and there can be no other co-owners. Making this election simplifies reporting while ensuring that each spouse receives credit for paying Social Security and Medicare taxes.

One-Member Limited Liability Companies

Every state allows a single owner to form a limited liability company (LLC) under state law. From a legal standpoint, an LLC gives the owner protection from personal liability (only business assets are at risk from the claims of creditors) as explained later in this chapter. But from a tax standpoint, a one-member LLC is treated as a “disregarded entity.” (The owner can elect to have the LLC taxed as a corporation, but this is not typical. An election may be made to be taxed as a corporation, followed by an S election, so that the owner can easily make tax payments through wage withholding rather than making estimated tax payments as well as minimize Social Security and Medicare taxes). If the owner is an individual (and not a corporation), all of the income and expenses of the LLC are reported on Schedule C of the owner's Form 1040. In other words, for federal income tax purposes, the LLC is treated just like a sole proprietorship.

Tax Treatment of Income and Deductions in General

Sole proprietors, including independent contractors and statutory employees, report their income and deductions on Schedule C, see Profit or Loss From Business (Figure 1.1). The net amount (profit or loss after offsetting income with deductions) is then reported as part of the income section on page one of your Form 1040. Such individuals may be able to use a simplified form for reporting business income and deductions: Schedule C-EZ, Net Profit From Business (see Figure 1.2). Individuals engaged in farming activities report business income and deductions on Schedule F, the net amount of which is then reported in the income section on page one of your Form 1040. Individuals who are considered employees cannot use Schedule C to report their income and claim deductions. See page 23 for the tax treatment of income and deductions by employees.


Figure 1.1 Schedule C, Profit or Loss From Business
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Figure 1.2 Schedule C-EZ, Net Profit From Business
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Partnerships and Limited Liability Companies

If you go into business with others, then you cannot be a sole proprietor (with the exception of a husband-wife joint venture, explained earlier). You are automatically in a partnership if you join together with one or more people to share the profits of the business and take no formal action. Owners of a partnership are called partners.

There are two types of partnerships: general partnerships and limited partnerships. In general partnerships, all of the partners are personally liable for the debts of the business. Creditors can go after the personal assets of any and all of the partners to satisfy partnership debts. In limited partnerships (LPs), only the general partners are personally liable for the debts of the business. Limited partners are liable only to the extent of their investments in the business plus their share of recourse debts and obligations to make future investments. Some states allow LPs to become limited liability limited partnerships (LLLPs) to give general partners personal liability protection with respect to the debts of the partnership.


Example

If a partnership incurs debts of $10,000 (none of which are recourse), a general partner is liable for the full $10,000. A limited partner who initially contributed $1,000 to the limited partnership is liable only to that extent. He or she can lose the $1,000 investment, but creditors cannot go after personal assets.



General partners are jointly and severally liable for the business's debts. A creditor can go after any one partner for the full amount of the debt. That partner can seek to recoup a proportional share of the debt from other partner(s).

Partnerships can be informal agreements to share profits and losses of a business venture. More typically, however, they are organized with formal partnership agreements. These agreements detail how income, deductions, gains, losses, and credits are to be split (if there are any special allocations to be made) and what happens on the retirement, disability, bankruptcy, or death of a partner. A limited partnership must have a partnership agreement that complies with state law requirements.

Another form of organization that can be used by those joining together for business is a limited liability company (LLC). This type of business organization is formed under state law in which all owners are given limited liability. Owners of LLCs are called members. These companies are relatively new but have attracted great interest across the country. Every state now has LLC statutes to permit the formation of an LLC within its boundaries. Most states also permit limited liability partnerships (LLPs)—LLCs for accountants, attorneys, doctors, and other professionals—which are easily formed by existing partnerships filing an LLP election with the state. And Delaware, Illinois, Iowa, Nevada, Oklahoma, Tennessee, Utah, and Wisconsin (to a limited extent) permit multiple LLCs to operate under a single LLC umbrella called a “series LLC.” The debts and liabilities of each LLC remain separate from those of the other LLCs, something that is ideal for those owning several pieces of real estate—each can be owned by a separate LLC under the master LLC. At present, state law is evolving to determine the treatment of LLCs formed in one state but doing business in another.

As the name suggests, the creditors of LLCs can look only to the assets of the company to satisfy debts; creditors cannot go after members and hope to recover their personal assets.

Tax Treatment of Income and Deductions in General

Partnerships are pass-through entities. They are not separate taxpaying entities; instead, they pass income, deductions, gains, losses, and tax credits through to their owners. More than 19.3 million partners file over 3.1 million partnership returns each year. Of these, 58.7 percent are limited liability companies, representing the most prevalent type of entity filing a partnership return, more common than general partnerships or limited partnerships. The owners report these amounts on their individual returns. While the entity does not pay taxes, it must file an information return with IRS Form 1065, U.S. Return of Partnership Income, to report the total pass-through amounts. Even though the return is called a partnership return, it is the same return filed by LLCs with two or more owners who do not elect to be taxed as a corporation (following). The entity also completes Schedule K-1 of Form 1065 (Figure 1.3), a copy of which is given to each owner. The K-1 tells the owner his or her allocable share of partnership/LLC amounts. Like W-2 forms used by the IRS to match employees’ reporting of their compensation, the IRS employs computer matching of Schedules K-1 to ensure that owners are properly reporting their share of their business's income.

For federal income tax purposes, LLCs are treated like partnerships unless the members elect to have the LLCs taxed as corporations. This is done on IRS Form 8832, Entity Classification Election. See Figure 1.4. For purposes of our discussion throughout the book, it will be assumed that LLCs have not chosen corporate tax treatment and so are taxed the same way as partnerships. A one-member LLC is treated for tax purposes like a sole proprietor if it is owned by an individual who reports the company's income and expenses on his or her Schedule C. Under proposed regulations, for federal tax purposes a series LLC is treated as an entity formed under local law, whether or not local law treats the series as a separate legal entity. The tax treatment of the series is then governed by the check-the-box rules.


Figure 1.3 Schedule K-1, Partner's Share of Income, Deductions, Credits, etc.
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Figure 1.4 Form 8832, Entity Classification Election
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There are two types of items that pass through to an owner: trade or business income or loss and separately stated items. A partner's or member's share is called the distributive share. Trade or business income or loss takes into account most ordinary deductions of the business—compensation, rent, taxes, interest, and so forth. Guaranteed payments to an owner are also taken into account when determining ordinary income or loss. From an owner's perspective, deductions net out against income from the business, and the owner's allocable share of the net amount is then reported on the owner's Schedule E of Form 1040. Figure 1.5 shows a sample portion of Schedule E on which a partner's or member's distributive share is reported.


Figure 1.5 Schedule E, Part II, Income or Loss From Partnerships and S Corporations
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Separately stated items are stand-alone items that pass through to owners apart from the net amount of trade or business income. These are items that are subject to limitations on an individual's tax return and must be segregated from the net amount of trade or business income. They are reported along with similar items on the owner's own tax return.


Example

A charitable contribution deduction made by a partnership passes through separately as a charitable contribution. The partner adds the amount of the pass-through charitable contribution to his or her other charitable contributions. Since an individual's cash contributions are deductible only to the extent of 50 percent of adjusted gross income, the partner's allocable share of the partnership's charitable contribution is subject to his or her individual adjusted gross income limit.



Other items that pass through separately to owners include capital gains and losses, Section 179 (first-year expensing) deductions, investment interest deductions, and tax credits.

When a partnership or LLC has substantial expenses that exceed its operating income, a loss is passed through to the owner. A number of different rules operate to limit a loss deduction. The owner may not be able to claim the entire loss. The loss is limited by the owner's basis, or the amount of cash and property contributed to the partnership, in the interest in the partnership.


Example

You contributed $2,000 to the AB Partnership. In 2011 the partnership had sizable expenses and only a small amount of revenue. Your allocable share of partnership loss is $3,000. You may deduct only $2,000 in 2011, which is the amount of your basis in your partnership interest. You may deduct that additional $1,000 of loss when you have additional basis to offset it.



There may be additional limits on your write-offs from partnerships and LLCs. If you are a passive investor—a silent partner—in these businesses, your loss deduction is further limited by the passive activity loss rules. In general, these rules limit a current deduction for losses from passive activities to the extent of income from passive activities. Additionally, losses are limited by the individual's economic risk in the business. This limit is called the at-risk rule. The passive activity loss and at-risk rules are discussed in Chapter 4. For a further discussion of the passive activity loss rules, see IRS Publication 925, Passive Activity and At-Risk Rules.

S Corporations and Their Shareholder-Employees

There are about 4.5 million S corporations, making these entities the most prevalent type of corporation. More than 66 percent of all corporations file a Form 1120S, the return for S corporations. Nearly 90 percent of S corporations have only one or two shareholders.


Note

State laws vary on the tax treatment of S corporations for state income tax purposes. Be sure to check the laws of any state in which you do business.



S corporations are like regular corporations (called C corporations) for business law purposes. They are separate entities in the eyes of the law and exist independently from their owners. For example, if an owner dies, the S corporation's existence continues. S corporations are formed under state law in the same way as other corporations. The only difference between S corporations and other corporations is their tax treatment for federal income tax purposes.

For the most part, S corporations are treated as pass-through entities for federal income tax purposes. This means that, as with partnerships and LLCs, the income and loss pass through to owners, and their allocable share is reported by S corporation shareholders on their individual income tax returns. The tax treatment of S corporations is discussed more fully later in this chapter.

S corporation status is not automatic. A corporation must elect S status in a timely manner. This election is made on Form 2553, Election by Small Business Corporations to Tax Corporate Income Directly to Shareholders. It must be filed with the IRS no later than the fifteenth day of the third month of the corporation's tax year.


Example

A corporation (on a calendar year) that has been in existence for a number of years wants to elect S status. It has to file an election no later than March 15, 2011, to be effective for its 2011 tax year. If a corporation is formed on August 1, 2011, and wants an S election to be effective for its first tax year, the S election must be filed no later than November 15, 2011.



If an S election is filed after the deadline, it is automatically effective for the following year. A corporation can simply decide to make a prospective election by filing at any time during the year prior to that for which the election is to be effective.


Example

A corporation (on a calendar year) that has been in existence for a number of years wants to elect S status for its 2012 tax year. It can file an election at any time during 2011.



To be eligible for an S election, the corporation must meet certain shareholder requirements. There can be no more than 100 shareholders. For this purpose, all family members (up to six generations) are treated as a single shareholder. Only certain types of trusts are permitted to be shareholders. There can be no nonresident alien shareholders.

An election cannot be made before the corporation is formed. The board of directors of the corporation must agree to the election and should indicate this assent in the minutes of a board of directors meeting.

Remember, if state law also allows S status, a separate election may have to be filed with the state. Check with all state law requirements.

Tax Treatment of Income and Deductions in General

For the most part, S corporations, like partnerships and LLCs, are pass-through entities. They are generally not separate taxpaying entities. Instead, they pass through to their shareholders’ income, deductions, gains, losses, and tax credits. The shareholders report these amounts on their individual returns. The S corporation files a return with the IRS—Form 1120S, U.S. Income Tax Return for an S Corporation—to report the total pass-through amounts. The S corporation also completes Schedule K-1 of Form 1120S, a copy of which is given to each shareholder. The K-1 tells the shareholder his or her allocable share of S corporation amounts. The K-1 for S corporation shareholders is similar to the K-1 for partners and LLC members.

Unlike partnerships and LLCs, however, S corporations may become taxpayers if they have certain types of income. There are only three types of income that result in a tax on the S corporation. These three items cannot be reduced by any deductions:


1. Built-in gains. These are gains related to appreciation of assets held by a C corporation that converts to S status. Thus, if a corporation is formed and immediately elects S status, there will never be any built-in gains to worry about.

2. Passive investment income. This is income of a corporation that has earnings and profits from a time when it was a C corporation. A tax on the S corporation results only when this passive investment income exceeds 25 percent of gross receipts. Again, if a corporation is formed and immediately elects S status, or if a corporation that converted to S status did not have any earnings and profits at the time of conversion, then there will never be any tax from this source.

3. LIFO recapture. When a C corporation uses last-in, first-out or LIFO to report inventory converts to S status, there may be recapture income that is taken into account partly on the C corporation's final return, but also on the S corporation's return. Again, if a corporation is formed and immediately elects S status, there will not be any recapture income on which the S corporation must pay tax.



To sum up, if a corporation is formed and immediately elects S status, the corporation will always be solely a pass-through entity and there will never be any tax at the corporate level. If the S corporation was, at one time, a C corporation, there may be some tax at the corporate level.

C Corporations and Their Shareholder-Employees

A C corporation is an entity separate and apart from its owners; it has its own legal existence. Though formed under state law, it need not be formed in the state in which the business operates. Many corporations, for example, are formed in Delaware or Nevada because the laws in these states favor the corporation, as opposed to the investors (shareholders). However, state law for the state in which the business operates may still require the corporation to make some formal notification of doing business in the state. The corporation may also be subject to tax on income generated in that state.

According to IRS data, there are about 2.3 million C corporations, more than 97 percent of which are small or midsize companies 
(with assets of $10 million or less).

For federal tax purposes, a C corporation is a separate taxpaying entity. It files its own return (Form 1120, U.S. Corporation Income Tax Return) to report its income or losses. Shareholders do not report their share of the corporation's income. The tax treatment of C corporations is explained more fully later in this chapter.

Personal Service Corporations

Professionals who incorporate their practices are a special type of C corporation called personal service corporations (PSCs).


Personal service corporation (PSC) A C corporation that performs personal services in the fields of health, law, accounting, engineering, architecture, actuarial science, performing arts, or consulting and meets certain ownership and service tests.



Personal service corporations are subject to special rules in the tax law. Some of these rules are beneficial; others are not. Personal service corporations:


	Cannot use graduated corporate tax rates; they are subject to a flat tax rate of 35 percent.

	Are generally required to use the same tax year as that of their owners. Typically, individuals report their income on a calendar year basis (explained more fully in Chapter 2), so their PSCs must also use a calendar year. However, there is a special election that can be made to use a fiscal year.

	Can use the cash method of accounting. Other C corporations cannot use the cash method and instead must use the accrual method (explained more fully in Chapter 2).

	Are subject to the passive loss limitation rules (explained in Chapter 4).

	Can have their income and deductions reallocated by the IRS between the corporation and the shareholders if it more correctly reflects the economics of the situation.

	Have a smaller exemption from the accumulated earnings penalty than other C corporations. This penalty imposes an additional tax on corporations that accumulate their income above and beyond the reasonable needs of the business instead of distributing income to shareholders.



Tax Treatment of Income and Deductions in General

The C corporation reports its own income and claims its own deductions on Form 1120, U.S. Corporation Income Tax Return. Shareholders in C corporations do not have to report any income of the corporation (and cannot claim any deductions of the corporation). Figure 1.6 shows a sample copy of page one of Form 1120.

C corporations pay taxes according to corporate tax rates that run from 15 percent on taxable income up to $50,000, to 35 percent on taxable income over $15 million (with very large corporations subject to a higher marginal rate that has the effect of eliminating the graduated rates so that they are eventually taxed at a flat 35 percent rate) (see Table 1.1). These brackets are not adjusted annually for inflation as are the tax brackets for individuals.

There has been sentiment in Congress to reduce the top corporate rate in order to make U.S. corporations more competitive with foreign corporations. For example, in Singapore, the rate is 17 percent; in South Korea, 24 percent; and in Germany, 30 percent. Japan plans to reduce its rate from 40 percent (the highest in industrialized countries) to 30 percent, leaving the United States with the highest rate.

Distributions from the C corporation to its shareholders are personal items for the shareholders. For example, if a shareholder works for his or her C corporation and receives a salary, the corporation deducts that salary against corporate income. The shareholder reports the salary as income on his or her individual income tax return. If the corporation distributes a dividend to the shareholder, again, the shareholder reports the dividend as income on his or her individual income tax return. In the case of dividends, however, the corporation cannot claim a deduction. This, then, creates a two-tier tax system, commonly referred to as double taxation. First, earnings are taxed at the corporate level. Then, when they are distributed to shareholders as dividends, they are taxed again, this time at the shareholder level. There has been sentiment in Congress over the years to eliminate the double taxation, but as of yet no legislation to accomplish this end other than the relief provided by capping the rate on dividends at 15 percent through 2012.

Other Tax Issues for C Corporations

In view of the favorable corporate rate tax structure (compared with the individual tax rates), certain tax penalties prevent businesses from using this form of business organization to optimum advantage.


Figure 1.6 Form 1120, U.S. Corporation Income Tax Return
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Table 1.1 Federal Corporate Tax Rate Schedule
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	Personal holding company penalty. Corporations that function as a shareholder investment portfolio rather than as an operating company may fall subject to the personal holding corporation (PHC) penalty tax of 15 percent on certain undistributed corporate income. The tax rules strictly define a PHC according to stock ownership and adjusted gross income. The penalty may be avoided by not triggering the definition of PHC or by paying out certain dividends.

	Accumulated earnings tax. Corporations may seek to keep money in corporate accounts rather than distribute it as dividends to shareholders with the view that an eventual sale of the business will enable shareholders to extract those funds at capital gain rates. Unfortunately, the tax law imposes a penalty on excess accumulations at 15 percent. Excess accumulations are those above an exemption amount ($250,000 for most businesses, but only $150,000 for PSCs) plus amounts for the reasonable needs of the business. Thus, for example, amounts retained to finance planned construction costs, to pay for a possible legal liability, or to buy out a retiring owner are reasonable needs not subject to penalty regardless of amount.



Employees

If you do not own any interest in a business but are employed by one, you may still have to account for business expenses. Your salary or other compensation is reported as wages in the income section as seen on page one of your Form 1040. Your deductions (with a few exceptions), however, can be claimed only as miscellaneous itemized deductions on Schedule A. These deductions are subject to two limitations. The total is deductible only if it exceeds 2 percent of adjusted gross income.

Under the 2-percent rule, only the portion of total miscellaneous deductions in excess of 2 percent of adjusted gross income is deductible on Schedule A. Adjusted gross income is the tax term for your total income subject to tax (gross income) minus business expenses (other than employee business expenses), capital losses, and certain other expenses that are deductible even if you do not claim itemized deductions, such as qualifying IRA contributions or alimony. You arrive at your adjusted gross income by completing the Income and Adjusted Gross Income sections on page 1 of Form 1040.


Example

You have business travel expenses that your employer does not pay for and other miscellaneous expenses (such as tax preparation fees) totaling $2,000. Your adjusted gross income is $80,000. The amount up to the 2-percent floor, or $1,600 (2 percent of $80,000), is disallowed. Only $400 of the $2,000 expenses is deductible on Schedule A.



If you fall into a special category of employees called statutory employees, you can deduct your business expenses on Schedule C instead of Schedule A. Statutory employees were discussed earlier in this chapter.

Factors in Choosing Your Form of Business Organization

Throughout this chapter, the differences of how income and deductions are reported have been explained, but these differences are not the only reasons for choosing a form of business organization. When you are deciding on which form of business organization to choose, many factors come into play.

Personal Liability

If your business owes money to another party, are your personal assets—home, car, investment—at risk? The answer depends on your form of business organization. You have personal liability—your personal assets are at risk—if you are a sole proprietor or a general partner in a partnership. In all other cases, you do not have personal liability. Thus, for example, if you are a shareholder in an S corporation, you do not have personal liability for the debts of your corporation.

Of course, you can protect yourself against personal liability for some types of occurrences by having adequate insurance coverage. For example, if you are a sole proprietor who runs a store, be sure that you have adequate liability coverage in the event someone is injured on your premises and sues you.

Even if your form of business organization provides personal liability protection, you can become personally liable if you agree to it in a contract. For example, some banks may not be willing to lend money to a small corporation unless you, as a principal shareholder, agree to guarantee the corporation's debt. In this case, you are personally liable to the extent of the loan to the corporation. If the corporation does not or cannot repay the loan, then the bank can look to you, and your personal assets, for repayment.

There is another instance in which corporate or LLC status will not provide you with personal protection. Even if you have a corporation or LLC, you can be personally liable for failing to withhold and deposit payroll taxes, which are called trust fund taxes (employees’ income tax withholding and their share of FICA taxes, which are held in trust for them) to the IRS. This liability is explained in Chapter 29.

Profitability

All businesses hope to make money. But many sustain losses, especially in the start-up years and during tough economic times. The way in which a business is organized affects how losses are treated.

Pass-through entities allow owners to deduct their share of the company's losses on their personal returns (subject to limits discussed in Chapter 4). If a business is set up as a C corporation, only the corporation can deduct losses. Thus, when losses are anticipated, for example in the start-up phase, a pass-through entity generally is a preferable form of business organization. However, once the business becomes profitable, the tables turn. In that situation, C corporations can offer more tax opportunities, such as fringe benefits.

Fringe Benefits

The tax law gives employees of corporations the opportunity to enjoy special fringe benefits on a tax-free basis. They can receive employer-provided group term life insurance up to $50,000, health insurance coverage, dependent care assistance up to $5,000, education assistance up to $5,250, adoption assistance, and more. They can also be covered by medical reimbursement plans. This same opportunity is not extended to sole proprietors. Remember that sole proprietors are not employees, so they cannot get the benefits given only to employees. Similarly, partners, LLC members, and even S corporation shareholders who own more than 2 percent of the stock in their corporations are not considered employees and thus not eligible for fringe benefits.

If the business can afford to provide these benefits, the form of business becomes important. All forms of business can offer tax-favored retirement plans.

Nature and Number of Owners

With whom you go into business affects your choice of business organization. For example, if you have any foreign investors, you cannot use an S corporation, because foreign individuals are not permitted to own S corporation stock directly (resident aliens are permitted to own S corporation stock). An S corporation also cannot be used if investors are partnerships or corporations. In other words, in order to use an S corporation, all shareholders must be individuals who are not nonresident aliens (there are exceptions for estates, certain trusts, and certain exempt organizations).

The number of owners also presents limits on your choice of business organization. If you are the only owner, then your choices are limited to a sole proprietorship or a corporation (either C or S). All states allow one-member LLCs. If you have more than one owner, you can set up the business in just about any way you choose. S corporations cannot have more than 100 shareholders, but this number provides great leeway for small businesses.

If you have a business already formed as a C corporation and want to start another corporation, you must take into consideration the impact of special tax rules for multiple corporations. These rules apply regardless of the size of the business, the number of employees you have, and the profit the businesses make. Multiple corporations are corporations under common control, meaning they are essentially owned by the same parties. The tax law limits the number of tax breaks in the case of multiple corporations. Instead of each corporation enjoying a full tax benefit, the benefit must be shared among all of the corporations in the group. For example, the tax brackets for corporations are graduated. In the case of certain multiple corporations, however, the benefit of the graduated rates must be shared. In effect, each corporation pays a slightly higher tax because it is part of a group of multiple corporations. If you want to avoid restrictions on multiple corporations, you may want to look to LLCs or some other form of business organization.

Tax Rates

Both individuals and C corporations (other than PSCs) can enjoy graduated income tax rates. The top tax rate paid by sole proprietors and owners of other pass-through businesses is 35 percent. The top corporate tax rate imposed on C corporations is also 35 percent. (There is some political support for reducing the top corporate tax rate.) Personal service corporations are subject to a flat tax rate of 35 percent. (The domestic production activities deduction in Chapter  effectively lowers the top rate to less than 32 percent.) But remember, even though the C corporation has a lower top tax rate, there is a two-tier tax structure with which to contend if earnings are paid out to you—tax at the corporate level and again at the shareholder level.

While the so-called double taxation for C corporations has been eased by lowering the tax rate on dividends, there is still some double tax because dividends remain nondeductible at the corporate level. The rate on qualified dividends is 15 percent (zero for taxpayers through 2012 who are in the 10 percent or 15 percent tax bracket).

The tax rates on capital gains also differ between C corporations and other taxpayers. This is because capital gains of C corporations are not subject to special tax rates (they are taxed the same as ordinary business income), while owners of other types of businesses may pay tax on the business's capital gains at no more than 15 percent (or zero if they are in the 10 percent or 15 percent tax bracket). Of course, tax rates alone should not be the determining factor in selecting your form of business organization.

Social Security and Medicare Taxes

Owners of businesses organized any way other than as a corporation (C or S) are not employees of their businesses. As such, they are personally responsible for paying Social Security and Medicare taxes (called self-employment taxes for owners of unincorporated businesses). This tax is made up of the employer and employee shares of Social Security and Medicare taxes. The deduction for one-half of self-employment taxes is explained in Chapter 13.

However, owners of corporations have these taxes applied only against salary actually paid to them. Owners of unincorporated businesses pay self-employment tax on net earnings from self-employment. This essentially means profits, whether they are distributed to the owners or reinvested in the business. The result: Owners of unincorporated businesses can wind up paying higher 
Social Security and Medicare taxes than comparable owners who work for their corporations. On the other hand, in unprofitable businesses, owners of unincorporated businesses may not be able to earn any Social Security credits, while corporate owners can have salary paid to them on which Social Security credits can be generated.

Restrictions on Accounting Periods and Accounting Methods

As you will see in Chapter 2, the tax law limits the use of fiscal years and the cash method of accounting for certain types of business organizations. For example, partnerships and S corporations in general are required to use a calendar year to report income.

Also, C corporations generally are required to use the accrual method of accounting to report income. There are exceptions to both of these rules. However, as you can see, accounting periods and accounting methods are important considerations in choosing your form of business organization.

Owner's Payment of Company Expenses

In small businesses it is common practice for owners to pay certain business expenses out of their own pockets—either as a matter of convenience or because the company is short of cash. The type of entity dictates where owners can deduct these payments.

A partner who is not reimbursed for paying partnership expenses can deduct his or her payments of these expenses as an above-the-line deduction (on a separate line on Schedule E of the partner's Form 1040, which should be marked as “UPE”), as long as the partnership agreement requires the partner to pay specified expenses personally and includes language that no reimbursement will be made.

A shareholder in a corporation (S or C) is an employee, so that unreimbursed expenses paid on behalf of the corporation are treated as unreimbursed employee business expenses reported on Form 2106 and deducted as a miscellaneous itemized deduction on Schedule A of the shareholder's Form 1040. Only total miscellaneous itemized deductions in excess of 2 percent of the shareholder's adjusted gross income are allowable; if the shareholder is subject to the alternative minimum tax, the benefit from this deduction is lost.

However, shareholders can avoid this deduction problem by having the corporation adopt an accountable plan to reimburse their out-of-pocket expenses. An accountable plan allows the corporation to deduct the expenses, while the shareholders do not report income from the reimbursement (see Chapter 8).

Multistate Operations

Each state has its own way of taxing businesses subject to its jurisdiction. The way in which a business is organized for federal income tax purposes may not necessarily control for state income tax purposes. For example, some states do not recognize S corporation elections and tax such entities as regular corporations.

A company must file a return in each state in which it does business and pay income tax on the portion of its profits earned in that state. Income tax liability is based on having a nexus, or connection, to a state. This is not always an easy matter to settle. Where there is a physical presence—for example, a company maintains an office—then there is a clear nexus. But when a company merely makes sales to customers within a state or offers goods for sale from a website, there is generally no nexus. (However, a growing number of states are liberalizing the definition of nexus in order to get more businesses to pay state taxes so they can increase revenue; some states are moving toward “a significant economic presence,” meaning taking advantage of a state's economy to produce income, as a basis for taxation.)

Assuming that a company does conduct multistate business, then its form of organization becomes important. Most such businesses are C corporations because only one corporate income tax return needs to be filed in each state where they do business. Doing business as a pass-through entity means that each owner would have to file a tax return in each state the company does business.

Audit Chances

Each year the IRS publishes statistics on the number and type of audits it conducts. The rates for the government's fiscal year 2010, the most recent year for which statistics are available, show virtually no change in overall audit activity of business returns.

The chances of being audited vary with the type of business organization, the amount of income generated by the business, and the geographic location of the business. While the chance of an audit is not a significant reason for choosing one form of business organization over another, it is helpful to keep these statistics in mind.

Table 1.2 Percentage of Returns Audited




	
	FY 2010*
	FY 2009*





	Sole proprietors (Schedule C) (based on gross receipts)
	
	



	Under $25,000
	1.2%
	1.1%



	$25,000 to under $100,000
	2.5
	1.9



	$100,000 to under $200,000
	4.7
	4.2



	$200,000 or more
	3.3
	3.2



	Farming (Schedule F) (based on gross receipts)
	
	



	All farm returns
	0.4
	0.3



	Partnerships
	0.4
	0.4



	S corporations
	0.4
	0.4



	C corporations (based on assets)
	
	



	Under $250,000
	0.8
	0.7



	$250,000 to under $1 million
	1.4
	1.3



	$1 million to under $5 million
	1.7
	1.8



	$5 million to under $10 million
	3.0
	2.7



	*Fiscal year from October 1 to September 30.

Source: IRS Data Book.





Table 1.2 sheds some light on your chances of being audited, based on the most recently available statistics.

Not only does entity choice impact your chances of an audit (a sole proprietor with high gross receipts is nearly 10 times as likely to be audited as an S corporation, even one that has a single owner); your location also makes a difference. High audit zones include Los Angeles, California; Houston, Texas; and Brooklyn and Manhattan, New York.

Past audit rates are no guarantee of the likelihood of future IRS examinations. The $345 billion tax gap for 2001 (the most recent year for statistics), which represents the spread between what the government is owed and what it collects, has been blamed in part on those sole proprietors/independent contractors who underreport income or overstate deductions. In June 2008, an IRS official said publicly that the Small Business/Self-Employed (SB/SE) division would increase audits of sole proprietors with adjusted gross income over $200,000 as well as partnerships and S corporations; audits of sole proprietors have increased while audits of partnerships and S corporations have not.

Filing Deadlines and Extensions

How your business is organized dictates when its tax return must be filed, the form to use, and the additional time that can be obtained for filing the return. For instance, calendar-year S corporations must file their income tax returns by March 15 and can obtain a six-month filing extension to September 15. In contrast, calendar-year limited liability companies must file their income tax returns by April 15 but can only obtain a five-month filing extension to September 15. The September 15 extended due date gives S corporations, limited liability companies, and partnerships time to provide Schedule K-1 to owners so they can file their personal returns by their extended due date of October 15.

Table 1.3 lists the filing deadlines for calendar-year businesses, the available automatic extensions, and the forms to use in filing the return or requesting a filing extension. Note that these dates are extended to the next business day when a deadline falls on a Saturday, Sunday, or legal holiday.

Table 1.3 Filing Deadlines, Extensions, and Forms

[image: Table NaN-3]

Exit Strategy

The tax treatment on the termination of a business is another factor to consider. While the choice of entity is made when the business starts out, you cannot ignore the tax consequences that this choice will have when the business terminates, is sold, or goes public. The liquidation of a C corporation usually produces a double tax—at the entity and owner levels. The liquidation of an S corporation produces a double tax only if there is a built-in gains tax issue—created by having appreciated assets in the business when an S election is made. However, the built-in gains tax problem disappears 10 years after the S election so termination after that time does not result in a double tax.

If you plan to sell the business some time in the future, again your choice of entity may have an impact on the tax consequences of the sale. The sale of a sole proprietorship is viewed as a sale of the underlying assets of the business; some may produce ordinary income while others trigger capital gains. In contrast, the sale of qualified small business stock, which is stock in a C corporation, may result in tax-free treatment under certain conditions. Sales of business interests are discussed in Chapter 5.

If the termination of the business results in a loss, different tax rules come into play. Losses from partnerships and LLCs are treated as capital losses (explained in Chapter 5). A shareholder's losses from the termination of a C or S corporation may qualify as a Section 1244 loss—treated as an ordinary loss within limits (explained in Chapter 5).

If the business goes bankrupt, the entity type influences the type of bankruptcy filing to be used and whether the owners can escape personal liability for the debts of the business. Bankruptcy is discussed in Chapter 25.

Forms of Business Organization Compared

So far, you have learned about the various forms of business organization. Which form is right for your business? The answer is really a judgment call based on all the factors previously discussed. You can, of course, use different forms of business organization for your different business activities. For example, you may have a C corporation and personally own the building in which it operates— directly or through an LLC. Or you may be in partnership for your professional activities, while running a sideline business as an S corporation.

Table 1.4 summarizes two important considerations: how the type of business organization is formed and what effect the form of business organization has on where income and deductions are reported.

Table 1.4 Comparison of Forms of Business Organization




	Type of Business
	How It Is Formed
	Where Income and Deductions Are Reported





	Sole proprietorship
	No special requirements
	On owner's Schedule C or C-EZ (Schedule F for farming)



	Partnership
	No special requirements
	Some items taken into account in figuring (but generally have trade or business income directly on partnership agreement) Form 1065 (allocable amount claimed on partner's Schedule E); separately stated items passed through to partners and claimed in various places on partner's tax return



	Limited special partnership
	Some items taken into account in figuring partnership under state law
	Trade or business income directly on Form 1065 (allocable amount claimed on partner's Schedule E); separately stated items passed through to partners and claimed in various places on partner's tax return



	Limited liability company
	Organized as such under state law
	Some items taken into account in figuring trade or business income directly on Form 1065 (allocable amount claimed on member's Schedule E); separately stated items passed through to members and claimed in various places on member's tax return



	Limited liability partnership
	Organized as such under state law
	Some items taken into account in figuring trade or business income directly on Form 1065 (allocable amount claimed on member's Schedule E); separately stated items passed through to members and claimed in various places on member's tax return



	S corporation
	Formed as corporation under state law; tax status elected by filing with IRS
	Some items taken into account in figuring trade or business income directly on Form 1120S (allocable amount claimed on shareholder's Schedule E); separately stated items passed through to shareholders and claimed in various places on shareholder's tax return



	C corporation
	Formed under state law
	Claimed by corporation in figuring its trade or business income on Form 1120



	Employee
	No ownership interest
	Income reported as wages; deductions as itemized deductions on Schedule A (certain expenses first figured on Form 2106)



	Independent contractor
	No ownership interest in a business
	Claimed on individual's Schedule C





Changing Your Form of Business

Suppose you have a business that you have been running as a sole proprietorship. Now you want to make a change. Your new choice of business organization is dictated by the reason for the change. If you are taking in a partner, you would consider these alternatives: partnership, LLC, S corporation, or C corporation. If you are not taking in a partner, but want to obtain limited personal liability, you would consider an LLC (if your state permits a one-person LLC), an S corporation, or a C corporation. If you are looking to take advantage of certain fringe benefits, such as medical reimbursement plans, you would consider only a C corporation.

Whatever your reason, changing from a sole proprietorship to another type of business organization generally does not entail tax costs on making the changeover. You can set up a partnership or corporation, transfer your business assets to it, obtain an ownership interest in the new entity, and do all this on a tax-free basis. You may, however, have some tax consequences if you transfer your business liabilities to the new entity.

But what if you now have a corporation or partnership and want to change your form of business organization? This change may not be so simple. Suppose you have an S corporation or a C corporation. If you liquidate the corporation to change to another form of business organization, you may have to report gain on the liquidation. In fact, gains may have to be reported both by the business and by you as owner.

Partnerships can become corporations and elect S corporation status for their first taxable year without having any intervening short taxable year as a C corporation if corporate formation is made under a state law formless conversion statute or under the check-the-box regulations mentioned earlier in this chapter.

Before changing your form of business organization it is important to review your particular situation with a tax professional. In making any change in business, consider the legal and accounting costs involved.

Tax Identification Number

For individuals on personal returns, the federal tax identification number is the taxpayer's Social Security number. For businesses, the federal tax identification number is the employer identification number (EIN). The EIN is a nine-digit number assigned to each business. Usually, the federal EIN is used for state income tax purposes. Depending on the state, there may be a separate state tax identification number.

If you are just starting your business and do not have an EIN, you can obtain one instantaneously online using an interview-style application at www.irs.gov/businesses/small/article/0,,id=102767,00.html or by filing Form SS-4, Application for Employer Identification Number, with the IRS service center in the area in which your business is located. Application by mail takes several weeks. An SS-4 can be obtained from the IRS web site at www.irs.gov or by calling a special business phone number (1-800-829-4933) or the special Tele-TIN phone number. The number for your service center is listed in the instructions to Form SS-4. If you call for a number, it is assigned immediately, after which you must send or fax a signed SS-4 within 24 hours.

If you change your business entity (e.g., from a sole proprietorship to an S corporation), you usually need to obtain a new EIN. You can determine whether you need a new EIN at www.irs.gov/businesses/small/article/0,,id=98011,00.html.

SPECIAL RULES FOR SOLE PROPRIETORS

Because sole proprietors report their business income and expenses on their personal returns, they may not be required to use an EIN. Instead, they simply use their Social Security number for federal income tax reporting.

A sole proprietor must use an EIN if the business has any employees or maintains a qualified retirement plan. A sole proprietor may need an EIN to open a business bank account (it depends on the institution). An EIN can also be used in place of a Social Security number by an independent contractor for purposes of Form 1099-MISC reporting (a consideration today with concerns about identity theft). A sole proprietor should use an EIN as a way in which to build a business credit profile in order to qualify for credit without relying entirely on the owner's credit history and personal guarantee.

A one-member limited liability company, which is a disregarded entity taxed as a sole proprietorship (unless an election is made to be taxed as a corporation) for income tax purposes, must obtain an employer identification number if it has any employees. This is because the LLC, and not the member, is liable for employment taxes.





Chapter 2

Tax Year and Accounting Methods

Once you select your form of business organization, you must decide how you will report your income. There are two key decisions you must make: What is the time frame for calculating your income and deductions (called the tax year or accounting period), and what are the rules that you will follow to calculate your income and deductions (called the accounting method). In some cases, as you will see, your form of business organization restricts you to an accounting period or accounting method. In other cases, however, you can choose which method is best for your business.

In this chapter you will learn about:


	Accounting periods

	Accounting methods

	Uniform capitalization rules



For a further discussion on tax years and accounting methods, see IRS Publication 538, Accounting Periods and Methods. 
Inventory rules are discussed in Chapter 4.

Accounting Periods

You account for your income and expenses on an annual basis. This period is called your tax year. There are two methods for fixing your tax year: calendar and fiscal. Under the calendar year, you use a 12-month period ending on December 31. Under the fiscal year, you use a 12-month period ending at the end of any month other than December.

You select your tax year when you first begin your business. You do not need IRS approval for your tax year; you simply use it to govern when you must file your first return. You use the same tax year thereafter. If you commence your business in the middle of the tax year you have selected, your first tax year will be short.


Example

You start your S corporation in May 2011. It uses a calendar year to report expenses. The corporation will have a short tax year ending December 31, 2011, for its first tax year. Then, for 2012, it will have a full 12-month tax year.



A short tax year may occur in the first or final year of business. For example, if you closed the doors to your business on May 1, 2011, even though you operated on a calendar year. Your final tax year is a short year because it is only four months. You do not have to apportion or prorate deductions for this short year because the business was not in existence for the entire year. Different rules apply if a short year results from a change in accounting period.

Seasonal Businesses

Seasonal businesses should use special care when selecting their tax year. It is often advisable to select a tax year that will include both the period in which most of the expenses as well as most of the income is realized. For example, if a business expects to sell its products primarily in the spring and incurs most of its expenses for these sales in the preceding fall, it may be best to select a fiscal year ending just after the selling season, such as July or August. In this way, the expenses and the income that are related to each other will be reported on the same return.

Limits on Use of the Fiscal Year

C corporations, other than personal service corporations (PSCs), can choose a calendar year or a fiscal year, whichever is more advantageous. Other entities, however, cannot simply choose a fiscal year even though it offers tax advantages to its owners. In general, partnerships, limited liability companies (LLCs), S corporations, and PSCs must use a required year. Since individuals typically use a calendar year, their partnership or LLC must also use a calendar year.


Required year For S corporations, this is a calendar year; for partnerships and LLCs, it is the same year as the tax year of the entity's owners. When owners have different tax years, special rules determine which owner's tax year governs.



Business Purpose for Fiscal Year

The entity can use a fiscal year even though its owners use a calendar year if it can be established to the satisfaction of the IRS that there is a business purpose for the fiscal year. The fact that the use of a fiscal year defers income for its owners is not considered to be a valid business purpose warranting a tax year other than a required tax year.


Business purpose This is shown if the fiscal year is the natural business year of the entity. For a PSC, for example, a fiscal year is treated as a natural business year if 25 percent or more of its gross receipts for the 12-month period ending on the last month of the requested tax year are received within the last two months of that year.



Certain companies may use a fiscal year because it is the natural year of the type of business they are in (see examples in Table 2.1). The end of the fiscal year coincides with the close of the business cycle. They do not have to use this fiscal year, however, and many such businesses use a calendar year.

Table 2.1 Examples of Fiscal Years of Certain Businesses




	Year-End
	Business Type





	January
	Auto accessories (wholesale)



	
	Department stores (retail)



	
	Hardware stores (retail)



	February
	Building contractors (services)



	
	Plumbing supplies (wholesale)



	March
	Warehouses (services)



	June
	Appliances (retail)



	
	Books (retail)



	
	Building supplies (manufacturing)



	
	Furniture (retail)



	
	Groceries (wholesale)



	
	Office equipment (manufacturing)



	
	Paper (wholesale)



	
	Ski shops (retail)



	September
	Electrical equipment (manufacturing)



	
	Garages (services)



	
	Real estate agencies (services)





Section 444 Election for Fiscal Year

If an entity wants to use a fiscal year that is not its natural business year, it can do so by making a Section 444 election. The only acceptable tax years under this election are those ending September 30, October 31, and November 30. Use of these fiscal years means that at most there can be a three-month deferral for the owners. The election is made by filing Form 8716, Election to Have a Tax Year Other Than a Required Tax Year, by the earlier of the due date of the return for the new tax year (without regard to extensions) or the fifteenth day of the sixth month of the tax year for which the election will be effective.

If the election is made, then partnerships, LLCs, and S corporations must make certain required payments. These essentially are designed to give to the federal government the tax that has been deferred by reason of the special tax year. This payment can be thought of as simply a deposit, since it does not serve to increase the tax that is otherwise due. The payment is calculated using the highest individual income tax rate plus 1 percentage point. Therefore, the rate for 2011 is 36 percent. The required payment is made by filing Form 8752, Required Payment or Refund Under Section 7519 for Partnerships and S Corporations, by May 15 of the calendar year following the calendar year in which the election begins. For example, if the election begins on October 1, 2011, the required payment must be made no later than May 15, 2012. In view of the high required payment and the complications involved in making and maintaining a Section 444 election, most of these entities use a calendar year.

Personal service corporations that make a Section 444 election need not make a required payment. Instead, these corporations must make required distributions. They must distribute certain amounts of compensation to employee-owners by December 31 of each year for which an election is in effect. The reason for the required elections is to ensure that amounts will be taxed to owner-employees as soon as possible and will not be deferred simply because the corporation uses a fiscal year. Required distributions are figured on Part I of Schedule H of Form 1120, Section 280H Limitations for a Personal Service Corporation.

Pass-Through Business on a Fiscal Year

Owners in pass-through entities who are on a calendar year report their share of the business's income, deductions, gains, losses, and credits from the entity's tax year that ends in the owners’ tax year.


Example

You are in a partnership that uses a fiscal year ending October 31. The partnership's items for its 2011 fiscal year ending October 31, 2011, are reported on your 2011 return. The portion of the partnership's income and deductions from the period November 1, 2011, through December 31, 2011, are part of its 2012 fiscal year, which will be reported on your 2012 return.



Short Tax Years

You may have a year that is less than a full tax year. This results most commonly in the year you start or end a business.


Example

You start an LLC on August 1, 2011, and use a calendar year to report your income and expenses. The LLC's first tax year is a short tax year, running from August 1, 2011, through December 31, 2012.



A short tax year can also result when a C corporation that had been reporting on a fiscal year elects S status and adopts a calendar year. The tax year of the C corporation ends on the date the S election becomes effective.

Alternatively, if an S election is terminated within the year or there is a substantial change in ownership (50 percent or more), then the corporation can have two short tax years in this case.


Example

A C corporation with a fiscal year ending on June 30 elects to become an S corporation and adopts a calendar year. The election is effective on January 1, 2012. The C corporation has a short tax year starting on July 1, 2011, and ending on December 31, 2011.







Example

An S corporation reporting on a calendar year has its election involuntarily terminated on July 31, 2011, when another corporation becomes a shareholder. The corporation has two short tax years: the S tax year running from January 1, 2011, through July 31, 2011, and the C tax year running from August 1, 2011, through December 31, 2011.

The IRS says that an unincorporated entity converting to a corporation under a state law formless conversion statute or check-the-box rules and which is eligible for S corporation status as of the first day of its first year does not have any short tax year for the momentary period it was a C corporation.



Change in Tax Year

If your business has been using a particular tax year and you want to change to a different one, you must obtain IRS approval to do so. Depending on the reason for the change, approval may be automatic or discretionary. You can request a change in your tax year by filing Form 1128, Application to Adopt, Change, or Retain a Tax Year. There is a user fee (an amount set by the IRS) for this request.

Accounting Methods

An accounting method is a set of rules used to determine when and how to record income and expenses on your books and for tax-reporting purposes.

There are two principal methods of accounting: cash basis and accrual basis. Use of a particular method determines when a deduction can be claimed. However, restrictions apply for both methods of accounting. Also, the form of business organization may preclude the use of the cash method of accounting even though it may be the method of choice.

Cash Method

Cash method is the simpler accounting method. Income is reported when it is actually or constructively received and a deduction can be claimed when and to the extent the expense is paid.


Example

You are a consultant. You perform services and send a bill. You report the income when you receive payment. Similarly, you buy business cards and stationery. You can deduct this expense when you pay for the supplies.



Actual receipt is the time when income is in your hands. Constructive receipt occurs when you have control over the income and can reduce it to an actual receipt.


Example

You earn a fee for services rendered but ask your customer not to pay you immediately. Since the customer was ready and able to pay immediately, you are in constructive receipt of the fee at that time.



Payments received by check are income when the check is received even though you may deposit it some time later. However, if the check bounces, then no income results at the time the check was received. You only report income when the check is later honored.

Sole proprietors and independent contractors on the cash method (and reporting on a calendar year basis) can run into a problem with respect to Form 1099-MISC for year-end payments. A company may send a payment late in December 2011 and include it on Form 1099-MISC for 2010; the contractor may receive the payment in January 2012. While this income is not taxable to the contractor until 2012, he or she must report the income on the return as it is reported by the company (because of IRS computer matching of information returns with income reported by recipients on their returns) and then make a subtraction to eliminate this amount from income. The payment is included in income in 2012 even though it is not reflected on a Form 1099-MISC for 2012.

You may not be able to deduct all expenses when they are paid because there are some limitations that come into play. Generally, you cannot deduct advance payments (so-called prepaid expenses) that relate to periods beyond the current tax year.


Example

You take out a three-year subscription to a business journal and pay the three-year subscription price this year. You can deduct only one-third of the payment—the amount that relates to the current year. You can deduct another one-third next year, and the final third the following year.



Prepayments may occur for a number of expenses. You may prepay rent, insurance premiums, or subscriptions. Generally, prepayments that do not extend beyond 12 months are currently deductible.

In the case of interest, no deduction is allowed for prepayments by businesses. For example, if you are required to pay points to obtain a mortgage on your office building, these points are considered to be prepaid interest. You must deduct the points ratably over the term of the loan.


Example

If the mortgage on the office building runs for 30 years (or 360 months) and you pay the points on July 1, you can deduct 6/360 of the points in the first year. In each succeeding year you would deduct 12/360 of the points. In the final year, you would again deduct 6/360.



Deposits may be called advances. If they are refundable, then they cannot be deducted when paid. If they are nonrefundable, they can be deducted when made.

If you pay off the mortgage before the end of the term (you sell the property or refinance the loan), you can then write off any points you still have not deducted.

RESTRICTIONS ON THE USE OF THE CASH METHOD

You cannot use the cash method of accounting if you maintain inventory unless you qualify for a small business exception. If you are barred from using the cash method, you must use the accrual method or another method of accounting.

Corporate Exceptions

While farming corporations and farming partnerships in which a corporation is a partner usually must use the accrual method, the business is exempt from this rule if it is an S corporation, a family farming corporation with annual gross receipts not exceeding $25 million, and any corporation (other than a family farming corporation) with gross receipts not exceeding $1 million. A farming business includes any business that operates a nursery or sod farm or that raises or harvests trees bearing fruit, nuts, or other crops and ornamental trees.


Gross receipts All the income taken in by the business without offsets for expenses. For example, if a consultant receives fees of $25,000 for the year and has expenses of $10,000, gross receipts are $25,000.



PSC Exception

A qualified personal service corporation (PSC) can use the cash method of accounting.


Qualified personal service corporation A corporation (other than an S corporation) with a substantial amount of activities involving the performance of personal services in the fields of medicine, law, accounting, architecture, actuarial sciences, performing arts, or consulting by someone who owns stock in the corporation (or who is retired or the executor of the estate of a deceased former employee).



Small Business Exception

Corporations other than S corporations and partnerships that have a corporation (other than an S corporation) as a partner can use the cash method of accounting if they are considered to be a small business even if they do not qualify for the inventory-based exception below. A small business for this purpose is one that has average annual gross receipts of $5 million or less in at least one of three prior taxable years. In view of the gross receipt rule, you can see that a business may be able to use the cash method for one year but be precluded from using it in the following year. As a practical matter, if a business gets big enough to approach $5 million in gross receipts, it may have outgrown the cash method and may prefer to change permanently to the accrual method to avoid changes dependent upon gross receipts.

Small Inventory-Based Business Exception

Even though you maintain inventory, you are permitted to use the cash method if your average annual gross receipts for the three prior years do not exceed $10 million and you are not otherwise prohibited from using the cash method (see Small Business Exception above). More specifically, you can use the cash method if your average annual gross receipts for the three tax years (or the years in which you are in business if less than three years) do not exceed $10 million. In effect, in order to qualify for the cash method under this exception in 2011, your average annual gross receipts must not exceed $10 million in each three-year period starting in 1998 (or when the corporation was formed, if later).

You can use the cash method of accounting even though you use the accrual method for financial accounting purposes (for example, on profit and loss statements). However, you do not qualify for this exception if your principal business activity is retailing, wholesaling, manufacturing (other than custom manufacturing), mining, publishing, or sound recording. (Principal business activity is based on the largest percentage of your gross receipts using the North American Industry Classification System [NAICS], published by the U.S. Department of Commerce and which can be found in instructions to Schedule C of Form 1040.)

In addition to the inventory limitation, certain types of business organizations generally cannot use the cash method of accounting. These include:


	Corporations other than S corporations

	Partnerships that have a corporation (other than an S corporation) as a partner

	Tax shelters



However, there are exceptions under which some of these businesses can still use the cash method of accounting.

If you are a small inventory-based business that has been using the accrual method but is qualified to change to the cash method, you can make the change under an automatic change of accounting rule. For more information about qualifying for the cash method and changing to it, see Revenue Procedure 2002-28.

Accrual Method of Accounting

Under the accrual method, you report income when it is earned rather than when it is received, and you deduct expenses when they are incurred rather than when they are paid. There are two tests to determine whether there is a fixed right to receive income so that it must be accrued and whether an expense is treated as having been incurred for tax purposes.

ALL EVENTS TEST

All events that fix the income and set the liability must have occurred. Also, you must be able to determine the amount of the income or expense with reasonable accuracy.

ECONOMIC PERFORMANCE TEST

In order to report income or deduct an expense, economic performance must occur. In most cases, this is rather obvious. If you provide goods and services, economic performance occurs when you provide the goods or services. By the same token if goods or services are provided to you, economic performance occurs when the goods or services are provided to you. Thus, for example, if you buy office supplies, economic performance occurs when the purchase is made and the bill is tendered. You can accrue the expense at that date even though you do not pay the bill until a later date.

If you sell gift cards to customers, do not report the income until the cards are redeemed. For example, if you sell a gift card to a customer in December 2011 and the customer gives the card to a friend who redeems it in January 2012, under the all events test the income from the sale of the gift card is not fixed until 2012. If you give gift cards to customers in exchange for returns of merchandise, you can now treat the card as a payment of a cash refund and a sale of a gift card, allowing you to defer the income to be received through the gift cards. This is treated as a change in accounting method for which automatic consent is provided, but you must file for a change in accounting method as explained later in this chapter.

There is an exception to the economic performance test for certain recurring items (items that are repeated on a regular basis). A deduction for these items can be accrued even though economic performance has not occurred.

There is a special rule for real estate taxes. An election can be made to ratably accrue real property taxes that are related to a definite period of time over that period of time.


Example

You own a building in which you conduct your business. Real property taxes for the property tax year ending June 30 are $12,000. You are an accrual method taxpayer on a calendar year of reporting. You can elect to ratably accrue the taxes. If the election is made, you deduct $6,000 in the current year, the amount of taxes that relates to the period for your tax year. The balance of the taxes is deductible next year.



Any real property taxes that would normally be deductible for the tax year that apply to periods prior to your election are deductible in the year of the election.

The election must be made for the first tax year in which real property taxes are incurred. It is made simply by attaching a statement to the return for that tax year. The return must be filed on time (including any extensions) in order for the election to be valid. Include on the statement the businesses to which the election applies and their methods of accounting, the period of time to which the taxes relate, and the computation of the real property tax deduction for the first year of the election.

Once you make this election, it continues indefinitely unless you revoke it. To revoke your election you must obtain the consent of the IRS. However, there is an automatic procedure rule that allows you to elect or revoke an election by attaching a statement to your return. Under this method you may assume you have IRS consent; you do not have to request it and wait for a reply.

If you have been accruing real property taxes under the general rule for accrual, you must file for a change in accounting method which is explained later in this chapter.

You can make an election to ratably accrue real property taxes over the period to which they relate for each separate business you own.

TWO-AND-A-HALF-MONTH RULE

If you pay salary, interest, or other expenses to an unrelated party, you can accrue the expense only if it is paid within two and a half months after the close of the tax year.


Example

You declare a year-end bonus for your manager (who is not related to you under the rules discussed). You are on the calendar year. You can accrue the bonus in the year in which you declare it if you actually pay it no later than March 15.



Related Parties

If expenses are paid to related parties, a special rule applies. This rule, in effect, puts an accrual taxpayer on the cash basis so that payments are not deductible until actually paid. Related parties include:


	Members of an immediate family (spouses, children, brothers and sisters of whole or half blood, grandchildren, and grandparents).

	An individual and a C corporation (other than a PSC) in which he or she owns more than 50 percent of the corporation's outstanding stock (based on the stock's value). Stock ownership may be direct or indirect. Direct means that the individual holds the stock in his or her name. Indirect ownership means the stock is owned by a member of the individual's immediate family (listed above) or by a corporation, partnership, estate, or trust owned in full or in part by the individual. If the individual has only a partial ownership interest, that same proportion of stock owned by the entity is treated as owned by the individual. For example, if an individual owns 75 percent of stock in Corporation X and X owns 100 percent of the stock in Corporation Y, the individual is treated as owning 75 percent of the stock in Y for purposes of this accrual method limitation.

	An individual and an S corporation in which he or she owns any of the corporation's outstanding stock.

	A PSC and any owner-employee (regardless of the amount of stock ownership). Thus, if an individual owns 10 percent of the stock in Corporation X (a PSC), and X owns 100 percent of the stock in Y, the individual is treated as owning 100 percent of the stock in Y.

	Other categories of related parties (e.g., two corporations that are members of a controlled group—they have certain owners in common).



If you fall under this related party rule, you cannot deduct the expense until payment is actually made and the related party includes the payment in his or her income.


Example

You have an accrual business in which your child is an employee. Your business is on the calendar year. On December 31, 2011, you declare a year-end bonus of $5,000 for your child. You may not accrue the bonus until you pay the $5,000 to your child and your child includes the payment as income. Therefore, if you write a check on January 15, 2012, for the bonus and your child cashes it that day, you can accrue the expense in 2012.



Accounting Methods for Long-Term Contracts

For businesses involved in building, constructing, installing, or manufacturing property where the work cannot be completed within one year, special accounting rules exist. These rules do not affect the amount of income or expenses to be reported—they merely dictate the timing of the income or expenses.

Generally, you must use the percentage-of-completion method to report income and expenses from these long-term contracts. Under this method, you must estimate your income and expenses while the contract is in progress and report a percentage of these items relative to the portion of the contract that has been completed. However, income and expenses are not fully accounted for until the earlier of completion of the job and acceptance of the work or the buyer starts to use the item and 5 percent or less of the total contract costs remain to be completed.

You may also have to use a look-back method (discussed later) to compensate for any inaccuracies in your estimates for income or expenses.

EXCEPTIONS FROM THE PERCENTAGE-OF-COMPLETION METHOD

Under this method you account for your income and expenses when, as the name implies, the contract has been completed. You can account for income and expenses using the completed-contract method if:


1. The contracts are small construction contracts that will be completed within two years and average annual gross receipts for the three preceding years from the start of the contract do not exceed $10 million.

2. The contracts are for the construction of homes containing four or fewer dwelling units. Eighty percent or more of the estimated total costs of the contract must be for these homes plus any related land improvements.

3. The contracts are for the construction of residential apartments (80 percent or more of the total contract costs are attributable to these buildings).



You can account for your income and expenses using the completed-contract method if you meet either of the first two exceptions. If you meet the third exception, you account for your income and expenses under a special method called the percentage-of-completion/capitalized-cost method. Under this hybrid method, 70 percent of income and expenses are reported under the percentage-of-completion method while 30 percent of income and expenses are reported under the completed-contract method.

Manufacturing contracts are treated as long-term contracts only if they involve the manufacture of unique items that cannot be completed within a 12-month period. Thus, income and expenses relating to most manufacturing contracts are reported under the company's usual method of accounting.

LOOK-BACK METHOD

At the end of the contract period you must look back to each year that the contract was in progress and recalculate the income using the correct contract price and costs. These revised numbers determine whether the business owes additional interest on the taxes it should have paid or it is entitled to receive interest on the taxes already paid. Interest for this purpose is hypothetical interest on the overpayment and underpayment for each of the years in issue. This interest is calculated on Form 8697, Interest Computation Under the Look-Back Method for Completed Long-Term Contracts.

Small business owners, however, may escape the application of the look-back method. This method is not required if the contract is completed within a two-year period and the contract's gross sale price does not exceed the lesser of $1 million or 1 percent of the business’ average annual gross receipts for the three years preceding the tax year in which the contract is completed.

Even if the exception for small businesses cannot be met, it is still possible to avoid the look-back method and its complications. You can elect not to use the look-back method if the estimated income and expenses are within 10 percent of the actual income and expenses. Once this election is made it applies to all future contracts. In order to make the election, you must make the recalculations of the actual income and expenses for the prior years to see if the 10 percent threshold has been satisfied.

Other Accounting Methods

The cash and accrual methods of accounting are the most commonly used methods. There are, however, other accounting methods.

INSTALLMENT METHOD ACCOUNTING

If you sell property and receive payments over time, you generally can account for your gain on the installment method. More specifically, the installment method applies if one or more payments are received after the year of the sale. Gain is reported when payments are received. This method can be used by taxpayers who report other income and expenses on the cash or 
accrual method.


Example

You sell business property and figure your gain to be $10,000. Under the terms of sale you receive $5,000 in 2011, the year of sale, and $5,000 in 2012. You report one-half of your gain, or $5,000, in 2011 and the other half of your gain, $5,000, in 2012.



However, if the sale involves depreciable property, the recapture rules trigger the immediate reporting of this portion of the gain—without regard to payments received. Recapture rules are discussed in Chapter 6.

The installment method applies only to gains on certain sales; it generally cannot be used for inventory sales even though payment is received over time. The installment method does not apply to losses. It cannot be used by dealers in personal property or for real estate held for resale to customers.

You can elect not to report on the installment basis and instead report all of the gain in the year of sale. The election is made simply by reporting all of the gain on the appropriate tax form or schedule. Once made, however, this election generally is irrevocable.

MARK-TO-MARKET ACCOUNTING

Traders in securities (often referred to as “day traders”) can use a special accounting method that enables them to report paper transactions rather than waiting for actualized gains and losses, and losses no longer are limited to the extent of capital gains and up to $3,000 of ordinary income. Under mark-to-market accounting, gains and losses are reported on Form 4797 (rather than on Schedule D). These include completed trades throughout the year as well as paper gains and losses in securities held at the end of the year (these are treated as if they had been sold on December 31).

A trader is someone who seeks to profit from daily market swings rather than long-term appreciation, interest, or dividends. The trader's activities must be substantial and carried on with continuity and regularity.

Make the mark-to-market election by filing a statement attached to your return for the prior year, stating you are making the election under Code Sec. 475(f) and the year for which it is effective. For example, if you want the election to start in 2012, you must attach this statement to your 2011 income tax return. Those who are not required to file a return for 2011 should place such statement in their books and records no later than March 15, 2012, and then attach a copy to the 2012 return. The election is treated as a change in accounting method (see filing Form 3115 earlier in this chapter) and is irrevocable without obtaining IRS permission to revoke it.

OTHER ACCOUNTING METHODS

These include, for example: Special Accounting for Multi-Year Service Warranty Contracts and Special Rules for Farmers.

Accounting for Discounts

DISCOUNTS YOU RECEIVE

When vendors or other sellers give you cash discounts for prompt payment, there are two ways to account for this discount, regardless of your method of accounting. They are:


	Deduct the discount as a purchase in figuring the cost of goods sold.

	Credit the discount to a special discount income account you set up in your records. Any balance in this account at the end of the year is reported as other income on your return.



Trade discounts are not reflected on your books or tax returns. These discounts are reductions from list price or catalog prices for merchandise you purchase. Once you make the choice, you must continue to use it in future years to account for all cash discounts.

DISCOUNTS YOU GIVE

When you reduce the price of your goods and services, you cannot deduct the price reduction. Your gross receipts are reduced accordingly, so you simply report less income.

Uniform Capitalization Rules

Regardless of your method of accounting, special tax rules limit your ability to claim a current deduction for certain expenses. These are called the uniform capitalization rules, sometimes referred to as the UNICAP rules for short. The uniform capitalization rules are a form of accounting method that operates in coordination with the accrual method, but overrides it. In essence, these rules require you to add to the cost of property certain expenses—instead of currently deducting them. The cost of these expenses, in effect, are recovered through depreciation or amortization, or as part of the costs of goods sold when you use, sell, or otherwise dispose of the property. The uniform capitalization rules are complex. Important things to recognize are whether you may be subject to them and that expenses discussed throughout this book may not be currently deductible because of the application of the uniform capitalization rules.

Capitalization Required

Unless one of the exceptions is applicable, you must use the uniform capitalization rules and add certain expenses to the basis of property if you:


	Produce real property or tangible personal property for use in your business or for sale to customers (producers), or

	Acquire property for resale (resellers).



EXCEPTIONS TO THE UNICAP RULES

There are many exceptions to the uniform capitalization rules. Small businesses may be able to escape application of the uniform capitalization rules by relying on one of these exceptions.


	You do not have to capitalize costs if the property you produce is for your personal or nonbusiness use.

	You do not have to capitalize costs if you acquire property for resale and your average annual gross receipts do not exceed $10 million (small reseller exception). If a reseller has been in business for less than three years, application of the exception is determined by annual gross receipts for the shorter period.

	Creative expenses incurred by freelance authors, photographers, and artists are not subject to the uniform capitalization rules. According to the IRS, this exception does not apply to a musician's demo tape or other sound recording.

	There is a de minimis exception for certain producers who use a simplified method and whose total indirect costs are $200,000 or less.

	There are other exceptions not detailed here, for certain farming businesses and other types of businesses.



CAPITALIZED COSTS

If you are subject to the uniform capitalization rules, you capitalize all direct costs of your production or resale activities. Direct costs for producers include direct material costs and direct labor costs. Direct costs for resellers mean acquisition costs.

You also capitalize a portion of indirect costs. Indirect costs for producers and resellers include costs of purchasing, handling, and storage, as well as taxes, interest, rent, insurance, utilities, repairs, engineering and design costs, quality control, tools and equipment, licensing, and more.

Change in Accounting Method

If you want to change your method of accounting (for example, from the accrual method to the cash method), you must file Form 3115, Application for Change in Accounting Method (revised December 2009), during the year for which the change is to be effective. (Instructions on how and where to file this form are included in instructions to the form.) Some changes are automatic—just by filing you are ensured that your change is recognized; other changes require the consent of the IRS.

Periodically the IRS modifies its list of automatic changes (for example, see Revenue Procedure 2011-14). These include changing to a required accounting method from an incorrect one, switching to the cash method by an eligible small inventory-based business, implementing depreciation changes pursuant to a cost segregation study, changing the treatment of repair and maintenance costs from capitalized to currently deductible, and deducting the cost of “smallwares” (such as dishes and glassware) in the year they are first put to use by restaurants.





Chapter 3

Recordkeeping for Business Income and Deductions

Recordkeeping is a tiresome and time-consuming task. Still, you have little choice but to do it. Records show whether your business is producing a profit or a loss. The information in your records can enable you to prepare financial statements, such as profit and loss statements and balance sheets, which may be required by your lenders or investors. From a tax perspective, you need records to determine your gain or loss when you sell property. And as a general rule, you must be able to back up your deductions with certain clear proof, such as receipts, canceled checks, and other documentation. If you do not have this proof, your deductions may be disallowed. Certain deductions require specific evidence. Other deductions are based on more general means of proof. In this chapter you will learn about:


	General recordkeeping

	Specific substantiation requirements for certain expenses

	Records for depreciation, basis, carryovers, and prepaid expenses

	How long you should maintain records



This chapter is concerned with recordkeeping for income tax purposes. However, it is equally important to maintain good records to help you to manage your business efficiently and to apply for business loans. For further information on recordkeeping, see IRS Publication 334, Tax Guide for Small Business (for Individuals Who File Schedule C or C-EZ); IRS Publication 552, Recordkeeping for Individuals; and IRS Publication 583, Starting a Business and Keeping Records.

General Recordkeeping

The tax law does not require you to maintain books and records in any particular way. It does, however, require you to keep an accurate and complete set of books for each business you operate. Statistics show that this can be an awesome task averaging 10 hours each week (that amounts to about 520 hours each year) for small business owners.

Set up your books when you begin your business. Your books are based on your choice of tax year and accounting method, as explained in Chapter 3. You also need to choose a bookkeeping method—single-entry or double-entry. If you are a service business, single-entry bookkeeping may be sufficient. However, if your business involves inventory or is complicated, double-entry should be used. If you use accounting software to keep your books, you will not be aware of the bookkeeping entry method in use; you merely input income and expense items and the program does the rest.

Your books should be set up with various accounts in order to group your income and expenses. The broad categories of accounts include income, expenses, assets, liabilities, and equity (or net worth). Within these accounts you can keep various subaccounts. For example, in an account called Expenses you can have subaccounts for advertising, bad debts, interest expense, taxes, rents, repairs, and more. In fact, your subaccounts should reflect the various income and deduction topics discussed throughout this book.

Keeping Records by Computer

More and more businesses are using computers to maintain books and records rather than having bookkeepers make handwritten entries. Computer-generated records save time—an important commodity for the small business owner—and generally are more accurate than handwritten entries.

The IRS accepts computer-generated records if they are legible and provide all the necessary information. You are required to keep a description of the computerized portion of your accounting system. You must keep this documentation as long as you keep the records themselves. Your document should show:


	Applications being performed

	Procedures used in each application

	Controls used to ensure accurate and reliable processing

	Controls used to prevent the unauthorized addition, alteration, or deletion of retained records



Use recordkeeping software that facilitates recordkeeping both for tax purposes as well as for financial matters. Using software and online versions of programs such as Intuit's Quickbooks Online, Online Simple Start, Quickbooks Pro; Sage Peachtree Accounting; Simply Accounting; FreshBooks; or AccountEdge enables you to forward data to your tax professional as well as transfer information into tax return preparation programs at tax time, saving you both time and money.

An increasing number of accounting products are now accompanied by apps for smart phones to enable you to record information on the fly. For example, if you are a QuickBooks user, you can view your company's data, such as receivables and bank account balance, on your iPhone with QuickBooks Online app. FreshBooks, a cloud-based accounting solution, offers MiniBooks app for the iPhone; it enables you to send an invoice from your phone.

Your books alone do not entitle you to deductions; you need supporting evidence. This evidence includes sales slips, invoices, canceled checks, paid bills, time sheets for part-time help, duplicate deposit slips, brokerage statements on stock purchases and sales, and other documents that help to explain a particular entry in your books. Certain deductions—travel and entertainment expenses and charitable contributions—require specific types of supporting evidence, as explained later in this chapter. The IRS considers your own memoranda or sketchy records to be inadequate when claiming deductions. Keep these records and documentation in an orderly fashion. Use files or other storage facilities to retain receipts and other evidence.

Keep your files in a safe place. For example, keep a copy of computer files off premises, and store paper files in a fireproof safe. If you lose files with receipts because they were not stored safely, you may lose deductions and face penalties as well. If you “lose” records before or during an audit, you may be charged with a hefty negligence or accuracy-related penalty. If, despite your best efforts, files and records are lost or destroyed by a casualty (such as a fire, storm, earthquake, or flood), you may be permitted to reconstruct records if you can prove those records existed before the casualty. Of course, reconstruction takes considerable time, and it is probably impossible to reconstruct all of your expenses. Therefore, take special care to safeguard your records.

Electronic Imaging Systems

Storage of receipts and other records in paper form makes retrieval of wanted items difficult. This is especially so for large companies, but it can be problematic for smaller businesses as well. Recognizing the problem, the IRS now allows books and records to be maintained by electronic imaging systems.


Electronic imaging system A system that prepares, records, transfers, indexes, stores, preserves, retrieves, and reproduces books and records by electronically imaging hard copy to an electronic storage media or transferring computerized books and records to an electronic storage media using a technique such as COLD (computer output to laser disk). This technique allows books and records to be viewed or reproduced without the use of the original program.



If an electronic imaging system is used, it must ensure accurate and complete transfer of the hard copy or the computerized books and records. It must include:


	Reasonable controls to ensure the integrity, accuracy, and reliability of the system

	Reasonable controls to prevent and detect the unauthorized creation of, addition to, alteration of, deletion of, or deterioration of records

	An inspection and quality assurance program evidenced by regular evaluations of the electronic storage system

	A retrieval system that includes an indexing system

	The ability to reproduce legible hard copies of electronically stored books and records



In the past, most small businesses could not undertake the expense of using an electronic imaging system for their books and records with the technology that was available. However, today's technology allows you to use an alternative imaging method that is acceptable to the IRS. You can transfer data to a CD-ROM—you burn the information onto the disk and cannot alter it thereafter. You can scan the information to be transferred into your computer and then transfer it to the disk.

Specific Substantiation Requirements for Certain Expenses

The law requires businesses to maintain books and records, and to provide special substantiation for certain deductions. There is a negligence penalty that can be imposed for 20 percent of an underpayment resulting from the failure to keep adequate books and records or to substantiate items properly.

Travel and Entertainment Expenses

The tax law imposes special substantiation requirements for claiming travel and entertainment expenses. If you fail to satisfy these requirements, your deduction for these business expenses may be disallowed. There are two types of records you need in order to claim deductions for your travel and entertainment expenses: written substantiation in a diary, log book, or other notation system containing certain specific information, and documentary evidence (receipts, canceled checks, or bills) to prove the amount of the expense. The IRS now accepts certain electronic or faxed information to be treated as documentary evidence (e.g., a faxed statement attesting to a “ticketless” airline ticket is considered documentary evidence). Smart phones and other mobile devices may also be used for written substantiation in lieu of a logbook. You may even be able to use software for your iPhone or Android, such as Pocket Quicken or Quicken Online Mobile (an iPhone App), to easily track travel and entertainment costs and transfer data to your PC. There are other Apps, such as ProOnGo, that can be used to keep records and send them to QuickBooks Online edition. There are a number of apps for tracking business car mileage.

There are a number of elements to substantiate for each business expense. In general, to substantiate each item you must show the amount, time, place, and business purpose for the travel or entertainment expense or the business relationship with the person or persons you entertain or provide gifts to and, in some cases, a description of the item. The exact substantiation requirements depend on the type of business expense.

In all cases, you are strongly advised to use a daily log or diary to record expenses. As you will see, you need written proof of your expenses, and this proof must be recorded “contemporaneously” with the expenses—generally meaning at the time you incur the expense or as soon as is practical thereafter to record it. It may be helpful to use a separate credit card for business expenses. The monthly statement from the credit card company is also useful in substantiating these expenses.

TRAVEL

You must show the amount of each separate expense for travel, lodging, meals, and incidental expenses. You can total these items in any reasonable category. For example, you can simply keep track of meals in a category called Daily Meals. You must also note the dates you left for the trip and returned, as well as the days spent on the trip for business purposes. You must list the name of the city or other designation of the place of the travel, along with the reason for the trip or the business benefit gained or expected to be gained from it.

While this may sound like a great deal of recordkeeping, as a practical matter, hotel receipts may provide you with much of the information necessary. For example, a hotel receipt typically shows the dates you arrived and departed, the name and location of the hotel, and separate charges for lodging, meals, telephone calls, and other items. A sample log for travel expenses can be found in Chapter 8.

ENTERTAINMENT

Again, you must list each separate expense. Incidental expenses, such as taxis and telephone calls, may be totaled on a daily basis. You must list the date of the entertainment. For meals or entertainment directly before or after a business discussion, list the date and duration of the business discussion. Include the name and address or location of the place of entertainment, as well as the type of entertainment if it is not apparent from the name of the place. Also list the place where a business discussion was held if entertainment took place directly before or after the discussion. Again, state the business reason or the business benefit gained or anticipated and the nature of the business discussion. Include the names of the persons entertained, including their occupations or other identifying information, and the names of those who took part in the business discussion. If the deduction is for a business meal, you must note that you or your employer were present at the meal.

Again, a restaurant receipt typically supplies much of the information required. It shows the name and location of the restaurant, the number of people served, and the date and amount of the expense. As a practical matter, the back of American Express credit card slips provides the space necessary to enter all the elements for substantiating an entertainment deduction. It may be helpful to use this credit card when entertaining for business and to complete the back of the slip. Be sure to retain these slips as your proof. A sample log for entertainment expenses can be found in Chapter 8.

GIFTS

Show the cost of the gift, the date it was given, and a description of the gift. Also show the business reason for the gift or the business benefit gained or expected to be gained from providing it. Include the name of the person receiving the gift, his or her occupation or other identifying information, and his or her business relationship to you.

A canceled check, along with a bill, generally establishes the cost of a business item. However, the check alone does not prove a business expense without other evidence of its business purpose.

If you do not have adequate records and your return is questioned, you may still be able to deduct an item if you can prove by your own statement or other supporting evidence an element of substantiation. Where receipts are destroyed, you may be able to reconstruct your expenses. You must, of course, show that you actually maintained records and how the records were destroyed (for example, in a fire, storm, or flood). The IRS may require additional information to prove the accuracy or reliability of the information contained in your records.

CAR EXPENSES

Show the number of miles driven for business purposes (starting and ending odometer readings), the destination, the purpose of the trip, and the name of the party visited (if relevant). Simply jot down the odometer reading on January 1 to start a good recordkeeping habit. Include notations of expenses for gas, oil, parking, tolls, and other expenses. Recordkeeping shortcuts and tips, and a sample log for keeping track of car expenses, can be found in Chapter 9.

CELL PHONES

In the past, recordkeeping for phone usage (business and personal) was required for cell phones. However, as of January 1, 2010, they are no longer treated as listed property, so no special records are required.

RECORDKEEPING RELIEF

You do not need receipts, canceled checks, bills, or other proof of the cost of a travel or entertainment expense in the following situations:


	You use a standard rate (such as a standard mileage rate for car use or a per diem rate for meals and lodging). Per diem rates are explained in Chapter 8; the standard mileage rate is explained in Chapter 9.

	The expense is less than $75. However, you cannot use this exception for lodging (you must have documentary evidence for lodging regardless of amount).

	You have a transportation expense (such as a taxi fare) for which a receipt is not readily available.



THE COHAN RULE

While the IRS says that deductions will be disallowed if you do not have adequate substantiation, you may be able to rely on a special rule developed by the courts. The Cohan rule, named after noted songwriter/showman George M. Cohan, is based on approximation. A court may agree to approximate your travel and entertainment expenses if your records are inadequate to establish actual expenses and you have some way to show your approximate expenses. A court cannot be compelled to use the Cohan rule; it must be persuaded to do so because of special circumstances. The Cohan rule is only a last resort for claiming unsubstantiated travel and entertainment expenses. The Cohan rule has been used for some expenses other than travel and entertainment expenses (e.g., research expenses, licensing fees, and building sign replacements).

Charitable Contributions

Cash contributions of any amount must be substantiated by a written acknowledgment from the charity, a bank statement, or other permissible method. Presumably, a credit card statement showing the date of a contribution and the amount is also acceptable proof. Cash contributions of $250 or more require a written acknowledgment from the charity (the bank statement is not sufficient).

If a property donation is valued at over $5,000, you may also be required to obtain an appraisal by a certified appraiser and keep a record of this appraisal.

Records for Depreciation, Basis, Carryovers, and Prepaid Expenses

For some tax items you must keep a running account, because deductions will be claimed not only in the current year but also in years to come.

Depreciation

Depreciation allows you to recover the cost of property over the life of that property by deducting a portion of the cost each year. In order to claim your annual deductions, you must keep certain records:


	Costs and other information necessary to calculate your depreciation

	Capital improvements to depreciable assets

	Depreciation deductions already claimed

	Adjustments to basis as a result of depreciation deductions



This information not only is necessary for depreciation purposes but will also be needed to calculate gain or loss and any depreciation recapture on the sale or other disposition of a depreciable asset. For full details on claiming depreciation, see Chapter 14.

The same recordkeeping rules apply not only to depreciation but also to amortization and depletion deductions.

Basis

Basis is the cost of property or some other value assigned to property. Basis is used for several purposes: It is the amount on which depreciation deductions are based, as well as the amount used to determine gain or loss on the sale or other disposition of property.

The basis of property can vary from its basis upon acquisition. Some items increase basis; others decrease it. Keep track of changes in basis. These can result from:


	Depreciation deductions or first-year expensing

	Casualty deductions relating to the property

	Certain tax credits

	Capitalized costs



Carryovers

A number of deductions may be limited in a current year, but you may be able to carry over any unused portion to other years. In order to take advantage of carryover opportunities, you must keep records of deductions you have already taken and the years in which they were taken. What is more, you must maintain relevant records for the carryover periods. The following list details the types of carryovers for which records should be maintained and limits on the carryover period, if any:


	At-risk losses. Losses disallowed because of the application of the at-risk rules (see Chapter 4) can be carried over indefinitely.

	Capital losses. There is no limit on the carryover period for individuals. There is a five-year limit on carryover losses for corporations.

	Charitable contributions. Individuals who cannot fully use current charitable contributions because of adjusted gross income limits can carry over the unused deductions for a period of five years. C corporations that cannot fully use current charitable contributions because of the 10-percent-of-taxable-income limit can carry over the unused deductions for a period of five years. If the deductions cannot be used within that five-year period (there is insufficient taxable income to offset the deduction in the carryover years), the deductions are lost forever.

	Home office deductions. Individuals who maintain an office in their home and whose home office deductions are limited in the current year by gross income earned in the home office can carry forward unused deductions indefinitely. The unused deductions can be used in a future year if there is gross income from the home office activity to offset it.

	Investment interest. Individuals (including partners, LLC members, and S corporation shareholders) may be limited in their current deduction for investment interest by the amount of their net investment income. Excess investment interest can be carried forward indefinitely. There is no limitation on corporations, so there is no carryover.

	Net operating losses. When operating losses cannot be used in full in the current year, they may be applied against income in certain other years. The carryover period depends on the year in which the net operating loss arises. For example, a carryback for a small business arising in 2009 could have been three, four, or five years, while NOLs arising in 2011 usually have a two-year carryback. Good recordkeeping is necessary to track these carrybacks and apply them in the correct order (see Chapter 4).

	Passive activity losses. Losses disallowed because of the application of the passive activity loss rules 
(suspended losses) can be carried forward indefinitely. The same rules apply to credits from passive activities.

	Cash basis and prepayment. Depreciation and carryovers are not the only tax items that may run beyond the current tax year. If you are on the cash basis and prepay certain expenses, you may not be allowed a current deduction for your outlays. You may be required to deduct the expenses ratably over the period of time to which they relate. Some examples of commonly prepaid expenses that may have to be deducted ratably include:
Insurance premiums. If your insurance premiums cover a period of more than 12 months, you may be required to deduct them over the term covered by the policy.

Prepaid interest. If you pay points or other amounts treated as prepaid interest to obtain financing to acquire real estate for your business, you deduct the prepaid interest ratably over the term of the loan. If you dispose of the property or refinance the loan before the end of the term, you can then deduct any unused portion of the prepaid interest in that final year.

Rents. If you prepay rents for a period of more than 12 months, you may be required to deduct the rents over the term of the lease.

Subscriptions. If you pay for subscriptions running more than 12 months, you generally have to deduct the cost over the term of the subscriptions. For example, if you pay in full the cost of a three-year subscription to a business journal, you generally must deduct the cost over the same three-year period.






You need to keep a running record of Section 1231 losses—losses on the sale of certain business assets. This is because of a special recapture rule that applies to net ordinary losses from Section 1231 property. A net Section 1231 gain is treated as ordinary income to the extent it does not exceed non-recaptured net Section 1231 losses taken in prior years. Nonrecaptured losses are the total of net Section 1231 losses for the five most recent years that have not yet been applied (recaptured) against any net Section 1231 gains in those same years. In order to determine this recapture, you must retain information on Section 1231 gains and losses. Section 1231 losses are explained in more detail in Chapter 6.

Finally, you need to keep track of tax credits that are not completely used in the current year. Tax credits that are part of the general business credit (such as the work opportunity credit, empowerment zone credit, employer Social Security credit, and the disabled access credit) are subject to a carryback and carryforward period depending on the year in which the excess credits result. For credits arising in years beginning before January 1, 1998, the excess credits are carried back three years and forward for up to 15 years. For credits arising in years beginning after December 31, 1997 (except for 2010), the excess credits are carried back one year and forward for up to 20 years. For credits of small businesses (average annual gross receipts under $50 million) arising in 2010 only, the carryback period was five years; the carryforward period remained 20 years. No election can be made to forgo this carryback period.

How Long You Should Maintain Records

Your books and records must be available at all times for inspection by the IRS. You should keep these books and records at least until the time when the IRS's ability to question your deductions runs out. This time is called the statute of limitations. In general, the statute of limitations is either three years after the due date of your return or two years after the date the tax was paid—whichever is later. Some records must be kept even longer. You need to keep records to support the basis in property owned by the business. You also need to keep records for depreciation and carryovers, as discussed earlier.

Tax Returns

Keep copies of tax returns to help you prepare future returns, as well as to help you if your return is questioned by the IRS. While you can obtain old returns from the IRS, this entails unnecessary time and expense. Although you may only need information on an old return for three additional years, it is a good idea to keep old tax returns indefinitely. If the IRS claims you never filed a return it has an unlimited number of years in which to audit you. But if you have your old return along with proof that you filed it (for example, a certified receipt), the IRS only has three years, in most cases, to start an audit.

Keep a record of the basis of property used in your business for as long as you own the property, plus the statute of limitations on filing the return for the year in which property is sold or otherwise disposed of. For example, if in 2011 you buy equipment that you will sell in 2012, keep records on the basis of the property until 2016 (three years from the due date of the return for the year in which the property was sold).

Employer Records

If you have employees, special recordkeeping rules apply. For tax purposes, you are required to keep records on employment taxes for at least four years after the due date of the return or after the tax is paid, whichever is later. Keep copies of all returns you have filed and the dates and amount of tax deposits you have made. Your records should also show your employer identification number (EIN). Every business, sole proprietorship, partnership, and corporation must have one if wages are paid (see Chapter 1).


Note

The IRS is not the only government agency to require record retention related to employees. Be sure to check on recordkeeping requirements of the Equal Employment Opportunity Commission (EEOC), the Occupational Safety and Health Administration (OSHA), as well as other federal and state agencies.



Income Tax Withholding

You must keep records of each employee's name, address, and Social Security number, the amount of each wage payment, the amount of each payment subject to income tax withholding, and the amount of income tax withheld. You must also keep copies of all employees’ withholding allowance certificates (Form W-4). Similarly, you must keep any earned income credit advance payment certificates (Form W-5) filed with you by low-income wage earners who want to receive an advance on their earned income credit.

Other Employment Taxes

Similar records must be kept for each employee for Social Security and Medicare taxes, as well as for federal unemployment taxes (FUTA).

Other Tax Records

Certain documents should be retained indefinitely. These include IRS letters and private rulings you've obtained. For corporations, retain all corporation resolutions related to taxes and other matters. And, of course, retain all accounting records, annual financial statements, and audit reports forever.

How to Dispose of Tax Records

Gone are the days when you could simply toss your old files in the garbage. Today, because of the potential for identity theft affecting both individuals and businesses, proper disposal is essential. Shredding documents on paper or CDs and DVDs is a good way to prevent unwanted eyes from viewing confidential information. Use special technology to wipe tax and other confidential information off computers being disposed of.
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«Assuming mileage is ratable each month.
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2010 11,060 4,900 2950 1,775
2009 10,960+ 4,800 2,850 1775
2008 10,960+ 4,800 2,850 1775
2007 3,060 4,900 2,850 1775

*$3,060 i the car did ot qualfy for bonus deprecation (.e., 1 was a used car).
~$2.960 if the car
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39,000 40,000 2 53 80 [ 110
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240,000 and up 230 506 752 902
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3 12.35 1414 16.677 2037
4 1.54 530 833 1019
Five-Year Property
1 35.00 25.00 15.00 5.00
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4 1.01 137 12.24 13.68
5 1.01 137 11.30 10.94
6 1.38 4.26 7.06 9.58
Seven-Year Property
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2 21.43 2347 25.51 21.55
3 15.31 16.76. 18.22 19.68
4 10.93 1.97 13.02 14.06
5 8.75 8.87 930 10.04
6 8.74 8.87 8.85 873
7 8.75 8.87 8.86 873
8 1.00 333 5.53 764
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9 3474 3475 3474 3475 3474 3475
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Yoar 1 2 3 4 s .
1 2461%  2.247%  2.033%  1.819%  1.605%  1.301%
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Yoar 7 s B 10 11 12
1 1477%  0.963%  0.749%  0.535%  0.321%  0.407%
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Fringo Bonofit Tax m Taxos  Tax (FUTA)
Moving expenses No No No
No-additional cost services  No No No
Stock options 1S0s No No when granted;  No when
yes when exercised _granled; yes
when exercised
Employee stock purchase  No No when granted; ~ No when
plans Yes when exercised ~ granted; Yes
when exercised
Nongualified stock options ~ Yeswhen  Yes when exercised ~ Yes when
exercised exercised
Supplemental Yes No No
unemployment
compensation plan benefits
“Transportation benefits
Rank-and-file employees ~ No No No
More-than-2-percent S Yes Yes Yes
corporation shareholders
Vacation pay Yes Yes Yes
‘Working condition benefit — No No No
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Income Socurity and Unemployment
Fringo Bonofit Tax Modicaro Taxes  Tax (FUTA)
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(within limits)
Adoption assistanceupto  No No No
$13.360
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Company car personal use  Yes Yes Yes
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Dependent care assistance
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Rank-and-file employees  No No No
HCEs* (if plan Yes Yes Yes
discriminates)
Education assistance upto  No No No
$5,250—not job related
Any job related No No No
Elective deferrals o 401(k),  No Yes Yes
SEP, or SIMPLE plans
Employee discounts
Rank-and-file employees  No No No
HCEs* (if plan Yes Yes Yes
discriminates)
Flexible spending No No No
arrangement salary
contribution
Group term life insurance  No Nouptocostof  No
$50,000 of
coverage
Health insurance
Rank-and-file employees  No No No
More-than-2-percent S Yes Yes Yes
corporation shareholders
Health savings account No No No
contributions
Lodging on the premises  No No No
Meals on the premises No No No
Medical care No No No

reimbursements under a
sell-insured plan

“HGEs ae highly-campensated employees—owners and employees eaming over s dllar it thal adusts
annually for inflation.
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