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f 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.

According to the Tax Foundation, more than 90% of all businesses are orga-
nized as sole proprietorships, partnerships, limited liability companies (LLCs),
or S corporations, all of which are “pass-through” entities. This means that the
owners, rather than the businesses, pay tax on business income. Nearly 50% of
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the private sector workforce is employed by these pass-through entities. Taxes,
however, are only one factor in deciding what type of entity to use for your
business.

As you organize your business, consider which type of entity to use after
factoring in taxes and other consequences. Also consider whether to change
from your current form of business entity to a new one and what it means from
a tax perspective. Finally, be sure to obtain your business’ federal tax identity
number (or a new one when making certain entity changes).

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 paitners (with the
exception of a spouse, as explained shortly), you are considered a sole propri-
etor and your business is called a sole proprietorship. Yo may think that the
term proprietor connotes a storekeeper. For purpnsec o vax treatment, propri-
etor means any unincorporated business owned en¢rely by 1 person. Thus, the
category includes individuals in professional pr=itice, such as doctors, lawyers,
accountants, and architects. Those who are =xperts in an area, such as engineer-
ing, public relations, or computers, may-cet up their own consulting businesses
and fall under the category of sole prop:ietor. The designation also applies to
independent contractors.

Sole proprietorships are thewast common form of business. The IRS reports
that 1 in 6 Form 1040s centains a Schedule C or C-EZ (the forms used by sole
proprietorships). Most cideline businesses are run as sole proprietorships, and
many start-ups commance in this business form.

There are no fornialities 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
(a fictitious business name, or FBN). This is sometimes referred to as a DBA,
which stands for “doing business as.”

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 de-
fault 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 fed-
eral 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.
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Simplicity is the advantage to this form of business. It is the reason why
over 70% 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
2011 (the most recent year for statistics), 22.9 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 sioviding of services
becomes a business, an independent calling. In t<ris of claiming business
deductions, classification as an independent concracior is generally more fa-
vorable than classification as an employee. (S¢2 “Tax Treatment of Income
and Deductions in General,” later in this chapier.) Therefore, many individuals
whose employment status is not clear mey 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 bexcfits. (It costs about 30% more for an employee
than an independent contractor after factoring in employment taxes, insur-
ance, and benefits.) Federal employment taxes include Social Security and
Medicare taxes under the Federal Insurance Contribution Act (FICA) as well
as unemploymert :azes under the Federal Unemployment Tax Act (FUTA).

You should e aware that the Internal Revenue Service (IRS) aggressively
tries to reclassify workers as employees in order to collect employment taxes
from employers. A discussion about worker classification can be found in
Chapter 7.

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 employ-
ment 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 em-
ployment taxes even though they are independent contractors for income taxes.

There are 2 categories of employees that are, by statute, treated as non-
employees for purposes of federal employment taxes. These 2 categories are
real estate salespersons and direct sellers of consumer goods. These em-
ployees are considered independent contractors (the ramifications of which
are discussed later in this chapter). Such workers are deemed independent
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contractors if at least 90% 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:

e Corporate officers

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

e Full-time life insurance salespersons

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

e Traveling or city salespersons engazeaon 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 saiespersons, homeworkers, and traveling or city
salespersons are exemni from FICA if they have made a substantial investment
in the facilities used 1w.2onnection 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 trad-
ing 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.
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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 2 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 2 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 Jiability company (LLC)
under state law. From a legal standpoint, an L.LC gives the owner protection
from personal liability (only business assets ave at risk from the claims of
creditors) as explained later in this chapter. Sut from a tax standpoint, a single-
member LLC is treated as a “disregarded entity.” (The owner can elect to have
the LLC taxed as a corporation, b viiis is not typical. An election may be
made to be taxed as a corporaticn; foilowed by an S election, so that the owner
can easily make tax payments tiirough wage withholding rather than making
estimated tax payments, ac 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 Lii-C are reported on Schedule C of the owner’s Form 1040. In
other words, for f2Ge1al 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 1
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 1 of Form 1040. Individuals who are
considered employees cannot use Schedule C to report their income and claim
deductions. See page 28 for the tax treatment of income and deductions by
employees.
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Profit or Loss From Business
(Sole Proprietorship)

» For information on Candits il
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OMB No. 1545-0074

2013

, go to www.irs.gi

P Attach to Form 1040, 1040NR, or 1041; partnerships generally must file Form 1065.

Sequence No. 09

Name of proprietor

Social security number (SSN)

A Principal business or profession, including product or service (see instructions) B Enter code from instructions |
Lot I I I
[+ Business name. If no separate business name, leave blank. D ‘Employer‘ln m‘nmbe‘r (EIT), (see instr.)
E Business address (including suite or room no.) »
City, town or post office, state, and ZIP code
F Accounting method: (1) []Cash (2 [JAccrual (3) [] Other (specify) »
G Did you “materially participate” in the operation of this business during 20137 If “No,” see instructions for limit on losses . [] Yes [JNo
H If you started or acquired this business during 2013, check here T . O
1 Did you make any payments in 2013 that would require you to file Form(s) 10997 (see instructions) . . [OYes [JNo
J If "Yes," did you or will you file required Forms 1099? . [JYes [JNo
Income
1 Gross receipts or sales. See instructions for line 1 and check the box if this income was reported to you on
Form W-2 and the “Statutory employee” box on that form was checked . >
2 Returns and allowances .
3 Subtract line 2 from line 1
4 Cost of goods sold (from line 42)
5 Gross profit. Subtract line 4 fromline3 . . . . . . . . . . . . . . . . .
6  Other income, including federal and state gasoline or fuel tax credit or refund (see instructions) . . |
7  Gross income. Add lines5and 6 . e e e e e e e e e e
Expenses Enter expenses for b use of your home only on i
8  Advertising . . 8 18  Office expense (see instructions),
9  Car and truck expenses (see 19 Pension and profit-sharing plans
instructions). . . . 9 20 Rent or lease (see instructions).
10 Commissions and fees 10 a Vehicles, machinery, anc'cq iy ment | 20a
1 Contract labor (see instructions) | 11 b Other business nrorar 20b
12 Depletion . . . . . 12 21 Repairs and mairt nancs . 21
13 Depreciation and section 179 22 Supplies (notir.>'ude u in Part Il 22
expense deduction  (not 23 Taxes anciicansés . 23
included in Part Ill) (see
instructions). . . . . 13 24  Travel. mec's, and entertainment:
14 Employee benefit programs a Trever P 24a
(other than on line 19). 14 Cocuctole meals and
15  Insurance (other than health) 15 enti rtainment (see instructions) 24b
16 Interest: 25 Uidlities B
a Mortgage (paid to banks, etc.) | 16a 26 Wages (less employment credits). | 26
b Other P 16b | .1 27a Other expenses (from line 48) . 27a
17 Legal and professional services 17 | b Reserved for future use . 27b
28  Total expenses before expenses for business use of hori= Add lines 8 through 27a . > 28
29  Tentative profit or (loss). Subtract line 28 from line 7 . T
30  Expenses for business use of your home. B riot ieport these expenses elsewhere. Attach Form 8829
unless using the simplified method (see irstristiorns).
Simplified method filers only: enter th> to.al square footage of: (a) your home:
and (b) the part of your home used.for b siiess: . Use the Simplified
Method Worksheet in the instruc.ons *c‘rigure the amount to enter on line 30 30
31 Net profit or (loss). Subtract e 3¢ froin line 29.
 If a profit, enter on both 1" »rm 1040, line 12 (or Form 1040NR, line 13) and on Schedule SE, line 2.
(If you checked the box on line 1, see instructions). Estates and trusts, enter on Form 1041, line 3. 31
* Ifaloss, you must go to line 32.
32  If you have a loss, check the box that describes your investment in this activity (see instructions).

* If you checked 32a, enter the loss on both Form 1040, line 12, (or Form 1040NR, line 13) and
on Schedule SE, line 2. (If you checked the box on line 1, see the line 31 instructions). Estates and
trusts, enter on Form 1041, line 3.

* If you checked 32b, you must attach Form 6198. Your loss may be limited.

32a [] Allinvestment is at risk.
32b [] Some investment is not
at risk.

For Paperwork Reduction Act Notice, see your tax return instructions.

Cat. No. 11334P

FIGURE 1.1 Schedule C, Profit or Loss From Business

Schedule C (Form 1040) 2013
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Schedule C (Form 1040) 2013 Page 2
Ll dlll  Cost of Goods Sold (see instructions)

33  Method(s) used to

value closing inventory: a [] Cost b [] Lower of cost or market ¢ [] Other (attach explanation)
34 Was there any change in determining quantities, costs, or valuations between opening and closing inventory?
If “Yes,” attach explanation . . . . . . . . . . . . . L L L L. oL [ Yes [J No
35  Inventory at beginning of year. If different from last year’s closing inventory, attach explanation . . . 35
36  Purchases less cost of items withdrawn for personaluse . . . . . . . . . . . . . . 36
37  Cost of labor. Do not include any amounts paid to yourself . . . . . . . . . . . . . . 37
38 Materialsand supplies . . . . . . . . . . L. L L L Lo 38
39 Othercosts. . . . . . . . . . . L Lo 39
40 Addlines35through39 . . . . . . . . . . . . . . L. L L L. 40
41 Inventory atend ofyear . . . . . . . . . . . . . . . . . L. . L. L. 41
42 Cost of goods sold. Subtract line 41 from line 40. Enter the result here andonline4 . . . . . 42

Il Information on Your Vehicle. Complete this part only if you are claiming car or triick expenses on line 9
and are not required to file Form 4562 for this business. See the instructions for li2 12 to find out if you must
file Form 4562.

43  When did you place your vehicle in service for business purposes? (month, day, year)

44  Of the total number of miles you drove your vehicle during 2013, enter the number of miles v »u us ed your vehicle for:

a Business b Commuting (see instructions) .0 c Other
45  Was your vehicle available for personal use during off-duty hours? . . ool OYes [ No
46 Do you (or your spouse) have another vehicle available for personalus<?. . .. . . . . . . . . . . . [ Yes [ Ne
47a Do you have evidence to support your deduction? . . . .. oo O Yes [ No

b If “Yes,” is the evidence written? e e e . 4 Ce e
Other Expenses. List below business axpeiises not included on lines 8-26 or line 30.

48 Total other expenses. Enterhereandonline27a . . . . . . . . . . . . . . . . 48

Schedule C (Form 1040) 2013

FIGURE 1.1 (Continued)
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SCHEDULE C-EzZ Net Profit From Business OMB No. 1545-0074
(Form 1040) (Sole Proprietorship) 2@ 1 3
Department of the Treasury » Par ips, joint etc., must file Form 1065 or 1065-B. Attachment

Internal Revenue Service (99) » Attach to Form 1040, 1040NR or 1041. P See instructions on page 2. Sequence No. 09A

Name of proprietor Social security number (SSN)

IEZXl General Information

> . Had business expenses of $5,000 or —» * Had no employees during the year.
You May Use less. * Are not required to file Form 4562,
Schedule C-EZ ¢ Use the cash method of accounting. Depreciation and Amortization, for
Di t h: it t 1 this business. See the instructions for
Instead of . d:ﬁi:\w th:vee::] inventory at any time Schedule C, line 13, to find out if you
Schedule C uring the year. And You: must file.
Only If You: * Ei‘?::s:ave anet loss from your * Do not deduct expenses for business
. . . use of your home.
* Had only one business as either a sole «D th . i d
proprietor, qualified joint venture, or 0 no avﬁ ﬁ”?r year funa (;we
statutory employee. passive activity losses from this
business.
A Principal business or profession, including product or service B  Enter business code (see page 2)
> | | [ | ]
C Business name. If no separate business name, leave blank. D Enter your EIN (see page 2)
E Business address (including suite or room no.). Address not required if same as on page 1 of your tax return. -
City, town or post office, state, and ZIP code L )
F Did you make any payments in 2013 that would require you to file Form(s) 10997 (see the Scheduie C
instructions) . . . . . e y. . . [OYes [INo
G _If “Yes,” did you or will you file requued Forms1099? . . . . . . . . . . ... L [JYes [INo
IEZA Figure Your Net Profit
1  Gross receipts. Caution. If this income was reported to you on Forri. V/-2 ‘and the “Statutory
employee” box on that form was checked, see Statutory Employ:e- . the instructions for
Schedule C, line 1, and check here . . . . . . . . . T G
2 Total expenses (see page 2). If more than $5,000, you must u.2 ScheduleC . . . . . . . 2
3 Net profit. Subtract line 2 from line 1. If less than zero; you 13ust use Schedule C. Enter on both
Form 1040, line 12, and Schedule SE, line 2, or on Fm. 1040NR, line 13 and Schedule SE,
line 2 (see instructions). (Statutory employees, do act report this amount on Schedule SE, line 2.)
Estates and trusts, enter on Form 1041, line3 . e e 3
[ETall]l Information on Your Vehicle. Co nniste this part only if you are claiming car or truck expenses on line 2.

4 When did you place your vehicle in service tor business purposes? (month, day, year) »

5 Of the total number of miles you dro ‘e your vehicle during 2013, enter the number of miles you used your vehicle for:

a Business . o b Commuting (see page2) c Other
6  Was your vehicle available 1or personal use during off-duty hours? . . . . . . . . . . . . . [JYes [JNo
7 Do you (or your spouse) have another vehicle available for personaluse? . . . . . . . . . . . [JYes [INo
8a Do you have evidence to support your deduction? . . . . . . . . . . . . . . . . . . [JYes [INo
b If “Yes,”is the evidence written? . . . . . . . . . . . . . . . . . . . . . . . . []Yes [INo
For Paperwork Reduction Act Notice, see your tax return instructions. Cat. No. 14374D Schedule C-EZ (Form 1040) 2013

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 auto-
matically 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 2 types of partnerships: general partnerships and limited partner-
ships. 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 partrerstips (LLLPs) to
give general partners personal liability protection with respect to the debts of
the partnership.

If a partnership incurs debts of $10,000 (nune of which are recourse), a general
partner is liable for the full $10,000. A li:nited 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, bii creditors cannot go after personal assets.

General partners.cre jointly and severally liable for the business’s debts. A
creditor can go aftcr atty 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 part-
nership 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

11
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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, lowa, Nevada, Oklahoma,
Tennessee, Utah, Texas, 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 en-
tities; instead, they pass income, deductions, gains, 'osses, and tax credits
through to their owners. More than 21 million partners file over 3.5 million
partnership returns each year. Of these, 62.2% are-iimited liability companies,
representing the most prevalent type of entity hliig a partnership return; more
common than general partnerships or limitea partnerships. The owners report

these amounts cn their individual returns. While the

[NOTE 4 entity does nct pay taxes, it must file an information

K-1s can be distributed to ~ return with:ikS Form 1065, U.S. Return of Partnership
partners electronically if  /ncome, o veport the total pass-through amounts. Even
the partnership has the thougiithe return is called a partnership return, it is the
partners’ consent. Obtain  savae return filed by LLCs with 2 or more owners who do

consent by sending not elect to be taxed as a corporation (following). The
instructions to partners entity also completes Schedule K-1 of Form 1065 (Figure
on how to obtain, 1.3), a copy of which is given to each owner. The K-1 tells
complete, and submit a the owner his or her allocable share of partnership/LLC
consent form to the amounts. Like W-2 forms used by the IRS to match em-
partnership. ployees’ reporting of their compensation, the IRS employs

computer matching of Schedules K-1 to ensure that own-
ers 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 single-
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
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£51113

[] Final K-1 [ Amended K-1 OMB No. 1545-0099
Partner’s Share of Current Year Income,
Deductions, Credits, and Other ltems

ending ,20

Partner’s Share of Income, Deductions,
Credits, etc.

» See back of form and separate instructions.

1 Ordinary business income (loss) 15  Credits
,2013
2 Net rental real estate income (loss)
3 Other net rental income (loss) 16  Foreign transactions

m Information About the Partnership

A Partnership’s employer identification number

4 Guaranteed payments

B Partnership’s name, address, city, state, and ZIP code

5 Interest income

6a  Ordinary dividends

6b  Qualified dividends

C  IRS Center where partnership filed return

7 Royalties

D D Check if this is a publicly traded partnership (PTP)

8  Net short-term capital gain (loss)

| IEEH Information About the Partner

E Partner’s identifying number

9a  Net long-term capital gain (loss) 7 | Alternative minimum tax (AMT) item]

F Partner’s name, address, city, state, and ZIP code

9b  Collectibles (28%) gain (loss)

9c  Unrecaptured section 1250 aiin

10  Net section 1231 gai= /loss) 18 Tax-exempt income and

nondeductible expenses

[ Limited partner or other LLC
member

G [ General partner or LLC
member-manager

H D Domestic partner D Foreign partner

1 What type of entity is this partner?
12 If this partner is a retirement plan (IRA/SEP/Keogh/etc.), check here D

J Partner's share of profit, loss, and capital (see instructions):

Beginning Ending
Profit % %
Loss % AN %
Capital % N %

K Partner’s share of liabilities at year end:

Nonrecourse . . . . . . §$
Qualified nonrecourse financing . $
Recourse . . . . . . . %

12 Section 179 deduction

11 Otherincome loss) .

19  Distributions

13 Other deductions

20  Other information

14  Self-employment earnings (loss)

L Partner’s capital account ana’sis.
Beginning capital account
Capital contributed during e year
Current year increase (decrease)
Withdrawals & distributions

“w ®»®»

Ending capital account .

[ Taxbasis [ aaap [ section 704(b) book

D Other (explain)

M Did the partner contribute property with a built-in gain or loss?

[ ves [ no
If “Yes,” attach statement (see instructions)

*See attached statement for additional information.

For IRS Use Only

For Paperwork Reduction Act Notice, see Instructions for Form 1065.

IRS.gov/form1065

Cat. No. 11394R Schedule K-1 (Form 1065) 2013

FIGURE 1.3 Schedule K-1, Partner’s Share of Income, Deductions, Credits, etc.

13



P1: OTA/XYZ

JWBT1021-c01

P2: ABC
JWBT1021-Weltman August 31, 2013 9:18 Printer Name: Yet to Come

14

SMALL BUSINESS TAXES 2014

om 3832

(Rev. December 2013) Entity Classification Election OMB No. 1545-1516

Department of the Treasury
Internal Revenue Service

» Information about Form 8832 and its instructions is at www.irs.gov/form8832,

Name of eligible entity making election Employer identification number

Type | Number, street, and room or suite no. If a P.O. box, see instructions.

or

Print | Gity or town, state, and ZIP code. If a foreign address, enter city, province or state, postal code and country. Follow the country’s practice for entering the

postal code.

» Check if: [] Address change [ Late classification relief sought under Revenue Procedure 2009-41

[[] Relief for a late change of entity classification election sought under Revenue Procedure 2010-32

IEZN  Election Information

1

o

2a

2b

o

a
b

Type of election (see instructions):

[ Initial classification by a newly-formed entity. Skip lines 2a and 2b and go to line 3.
[J Change in current classification. Go to line 2a.

Has the eligible entity previously filed an entity election that had an effective date within the last 60 months?

[ Yes. Go to line 2b.
[[J No. Skip line 2b and go to line 3.

Was the eligible entity’s prior election an initial classification election by a newly formed entity that«cs eifective on the date of
formation?

[ Yes. Go to line 3.
[[J No. Stop here. You generally are not currently eligible to make the election (see ins*ructic.ns).

Does the eligible entity have more than one owner?

[T Yes. You can elect to be classified as a partnership or an association ta+asle &s a corporation. Skip line 4 and go to line 5.

O No. You can elect to be classified as an association taxable as a corpcration or to be disregarded as a separate entity. Go
to line 4.

If the eligible entity has only one owner, provide the following i forn ation:

Name of owner b
Identifying number of owner »

If the eligible entity is owned by one or mor= afilia.ed corporations that file a consolidated return, provide the name and
employer identification number of the Lar=n. cc.poration:

Name of parent corporation®» =~
Employer identification number®-

For Paperwork Reduction Act Noti_o. _=e instructions. Cat. No. 22598R Form 8832 (Rev. 12-2013)

FIGURE 1.4 Form 8832, Entity Classification Election
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Form 8832 (Rev. 12-2013) Page 2
IEZI  Election Information (Continued)
6 Type of entity (see instructions):
a [ A domestic eligible entity electing to be classified as an association taxable as a corporation.
b [ A domestic eligible entity electing to be classified as a partnership.
¢ [ A domestic eligible entity with a single owner electing to be disregarded as a separate entity.
d [ Aforeign eligible entity electing to be classified as an association taxable as a corporation.
e [ Aforeign eligible entity electing to be classified as a partnership.
f [ Aforeign eligible entity with a single owner electing to be disregarded as a separate entity.
7  If the eligible entity is created or organized in a foreign jurisdiction, provide the foreign country of
organization P
8  Election is to be effective beginning (month, day, year) (see instructions) . >
9 Name and title of contact person whom the IRS may call for more information 10 Contact person’s telephone number

Consent Statement and Signature(s) (see instructions)

Under penalties of perjury, | (we) declare that | (we) consent to the election of the above-named entity to be classified as indicated
above, and that | (we) have examined this election and consent statement, and to the best of my (our) knowledge and belief, this
election and consent statement are true, correct, and complete. If | am an officer, manager, or member signing for the entity, | further
declare under penalties of perjury that | am authorized to make the election on its behalf.

Signature(s) Date Title

Form 8832 (Rev. 12-2013)

FIGURE 1.4 (Continued)
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The 2013 form was not available at the time of publication. The 2012 version is
for informational purposes and should not be filed with 2013 returns.

Part Il Income or Loss From Partnerships and 5 Corporations Mote. If you report a loss from an at-rigk activity for which
any amount |s net at risk, you must check the box in column () on line 28 and attach Form 6198, See page E-2.

27 Ara you reporting any loss not allowed in a prior year dua to the at-risk or basis limitations, a prior year
unallowed loss from a passive activity (if that loss was not reported on Form B582), or unreimbursed [J Yes [] No
partnership expenses? If you answered “Yes,” see page E-7 before completing this section.

b)) Enter Pfor | (ol Check if [dl Employver o) Check if
28 fa} Mene partnarship; § foreign identilicaticn any amount is
for 3 corporation|  aadnership nat at risk
A L] L]
B [ L]
C
D
Passive Income and Loss Nonpassive Income a dLoss
[f) Passiva koss alowad (gl Passive incoma {h) Monpassive loss ) Section 179 ax ense @i} Morpassive income
{attach Form BSE2 il requirec] friorn Schedule K=1 Trarm Schedule K1 deduction lrom -orm ‘=52 freen Schedule K-1
A : .
B N
c - I
D | ES—
29a Totals | ( -
b Totals | [ |
30 Addcolumnsi(gjand (jofline2%a. . . . . . . . . . . . /30|
31 Add columns (f), (h), and (i of line 25k 131 I
32 Total partnership and S corporation income or {Ioss] Camk. ne ‘nes 30 and 31. Enter the
result here and include in the total on line 41 below . . . G I

FIGURE 1.5 Schedule E, Part Il, Income ar Lcss From Partnerships and S Corporations

is treated as an entity fornisd 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 checi-1e-box rules.

There are 2 typcs 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.

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.
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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% 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 vxceed its operating
income, aloss is passed through to the owner. Anumber ot aifierent rules operate
to limit a loss deduction. The owner may not be ab’e 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 interestiz the partnership.

You contributed $2,000 to the AR Panership. In 2013 the partnership had
sizahle expenses and only a sina!l amount of revenue. Your allocable share of
partnership loss is $3,000. Ycu may deduct only $2,000 in 2013, which is the
amount of your basis in ysur partnership interest. You may deduct that
additional $1,000 rf 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 a¢-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 Al-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% of all corporations file a Form
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11208, the return for S corporations. About 78% of S corporations have only 1,
2, or 3 shareholders.

[NOTE 4 S corporations are like regular corporations (called

State laws vary on the C corporations) for business law purposes. They are
tax treatment of S separate entities in the eyes of the law and exist indepen-
corporations for state dently from their owners. For example, if an owner dies,

income tax purposes.Be  the S corporation’s existence continues. S corporations
sure to check the laws of  are formed under state law in the same way as other
any state in whichyoudo  corporations. The only difference between S corporations
husiness. 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 st:are is reported
by S corporation shareholders on their individual income tax returns. The tax
treatment of S corporations is discussed more fully later inthis chapter.

S corporation status is not automatic. A corporation wust elect S status in a
timely manner. This election is made on Form 2553 #icction by Small Business
Corporations to Tax Corporate Income Directly ts Shareholders. It must be
filed with the IRS no later than the fifteench aay of the third month of the
corporation’s tax year.

A corporation (on a calender y2ar) 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,
2013, to be effectivz ‘0. its 2013 tax year. If a corporation is formed on August
1, 2013, and wan's an S election to be effective for its first tax year, the S
election must he filed no later than November 15, 2013.

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.

A corporation (on a calendar year) that has been in existence for a number of
years wants to elect S status for its 2014 tax year. It can file an election at any
time during 2013.
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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 6 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 entiiis. Instead, they
pass through to their shareholders’ income, deductions; gains, losses, and tax
credits. The shareholders report these amounts on their isdividual returns. The
S corporation files a return with the IRS—Form 1126S; U.S. Income Tax Return
Jfor an S Corporation—to report the total pass-chrough amounts. The S corpo-
ration also completes Schedule K-1 of Foria 11208, a copy of which is given to
each shareholder. The K-1 tells the shareto!der 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, iowever, S corporations may become taxpayers
if they have certain types of iniveme. There are only 3 types of income that result
inataxonthe S corporation.'These 3 items cannot be reduced by any deductions:

1. Built-in gains' These are gains related to appreciation of assets held by
a C corporavioii that converts to S status. Thus, if a corporation is formed
and immeaiately 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% of gross receipts. Again, if a corporation is formed and immediately
elects S status, or if a corporation that converted to S status does 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 using 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.

19
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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
98% of which are small or midsize companies (with assets ¢f$10 million or less).

For federal tax purposes, a C corporation is a separute taxpaying entity. It
files its own return (Form 1120, U.S. Corporation i%come Tax Return) to report
its income or losses. Shareholders do not repert their share of the corporation’s
income. The tax treatment of C corporations 1t 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 cutsoration (PSC) A G 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:

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

e 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 cal-
endar year. However, there is a special election that can be made to use a
fiscal year.
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e (an 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).

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

e (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.

e Have a smaller exemption from the accumulated earnings penalty than
other C corporations. This penalty imposes an additional tax on corpo-
rations 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 Eeturn. Shareholdsrs in C corporations do
not have to report any income of the corporation (ara cannot claim any deduc-
tions of the corporation). Figure 1.6 shows a sample copy of page 1 of Form 1120.

C corporations pay taxes according to corzcrate tax rates that run from
15% on taxable income up to $50,000, to 35% 1t taxable income over $15 million
(with very large corporations subject tO o higher marginal rate that has the
effect of eliminating the graduated rates so that they are eventually taxed at a
flat 35%) (see Table 1.1). These brackets are not adjusted annually for inflation
as are the tax brackets for indivicuals.

There has been sentime:it-in Congress to reduce the top corporate rate in
order to make U.S. corporations more competitive with foreign corporations.
For example, in Singaoore the rate is 17%, in South Korea, 24%, and in Germany,
30%. Japan plans *o-veduce its rate from 40% (the highest in industrialized
countries) to 5&%; ieaving the United States with the highest rate (an effective
rate of 40% after averaging in state corporate tax rates).

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 2-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 there has been
no legislation to accomplish this end other than the relief provided by capping

21
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o 1 1 20 U.S. Corporation Income Tax Return OMB No. 1545-0123

For calendar year 2013 or tax year i , 2013, ending , 20
Department of the Treasury . - oommmo—oes o 2 @ 1 3
Internal Revenue Service » Information about Form 1120 and its separate instructions is at www.irs.gov/form1120.
A Checkif: Name B Employer identification number

1a Consolidated return

(attach Form 851)  .[] TYPE

b Life/nonlife consoli- Number, street, and room or suite no. If a P.O. box, see instructions. C Date incorporated
datedretun. . .[JJOR
2 Personal holding co. PRINT
(attach Sch. PH) .. City or town, state, or province, country and ZIP or foreign postal code D Total assets (see instructions)
3 Personal service corp.
(see
4 Schedule M-3 attached [J| E Checkif: (1) [] Initial return (2) [] Final return (3) [ ] Name change (4) [] Address change
1a Grossreceiptsorsales . . . . . . . . . . . . . . . . . 1a ‘ ‘
b Returns and allowances . . . Ce e 1b ‘
¢ Balance. Subtract line 1b from line 1a . 1c
2 Cost of goods sold (attach Form 1125-A) . 2
3 Gross profit. Subtract line 2 from line 1c . 3
g 4 Dividends (Schedule C, line 19) 4
8 5  Interest 5
£| 6 Grossrents 6
7  Gross royalties 7
8 Capital gain net income (attach Schedule D (Form 1120)) 8
9  Net gain or (loss) from Form 4797, Part II, line 17 (attach Form 4797) 9
10 Other income (see instructions—attach statement) . . . . . . . . . . . . . . . . . 10
11 Total income. Add lines 3 through10. . . . R o & |
= 12 Compensation of officers (see instructions—attach Form 1125-| E) e e L"
§ | 13  Salaries and wages (less employment credits) . . . . . . . . . . . . . . L L. 13
§w 14 Repairs and maintenance . . . . . . . . . . . . . . . ... L. 14
Tl 15 Baddebts . . . . . . . . . . . . L L L L .- 15
T|16 Rents . . . 16
: 17 Taxesandlicenses . . . . . . . . . . . L. . . ... D . 17
é 18 Interest . . . . O D, Y 18
_‘-} 19 Charitable contributions . . . N - . 19
E 20  Depreciation from Form 4562 not clalmed on Form 1125 Aor elsewhere on return (¥ i Form 4562) . . 20
§ 21 Depletion . . . . . . . . . . L L L L L 21
g 22 Advertising . . Y d S 22
% | 28 Pension, profit- sharlng etc., plans Y O« J 23
?_, 24 Employee benefit programs - . Y ... 24
g 25  Domestic production activities deductlon (attach Form 8903) L) .. 25
% 26  Other deductions (attach statement) . . . . . . . .. . . . . . . L . L L L. 26
% | 27 Total deductions. Add lines 12 through26 . . . . R
28  Taxable income before net operating loss deduction and spe vial deductions. Subtract line 27 from line 11 28
29a Net operating loss deduction (see instructions)
k: b Special deductions (Schedule C, line 20) .
¢ __Add lines 29a and 29b e
E 30 Taxable income. Subtract line 29¢ fr wm line 3 (see \nstrucnons) e 30
g 31 Total tax (Schedule J, Part |, line 11). .~ ." . Lo 31
§ £| 82 Total payments and refundable creiits (Su,hedule J, Pan 1, Ime 21) e 32
g 33 Estimated tax penalty (see ins*'uc ion<). Check if Form 2220 is attached . . . .. . . »[ ]33
€| 34 Amount owed. If line 32 is -maii~ ti'an the total of lines 31 and 33, enter amount owed e 34
c | 35 Overpayment. If line 32 1s la:qer than the total of lines 31 and 33, enter amount overpaid . . . . . 35
£ | 36 Enter amount from line 35 you want: Credited to 2014 esti tax > ‘ Refunded > 36
Under penalties of perjury, | declare that | have examined this return, including accompanying schedules and statements, and to the best of my knowledge and belief, it is true, correct,
Si gn and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge. -
ay the IRS discuss this return
Here } . . ‘ } g:g the prepaver.szYnebseIODw o
Signature of officer Date Title
Paid Print/Type preparer’s name Preparer's signature Date Check D " PTIN
Preparer self-employed
Use Only Firm’s name _ » ‘ Firm's EIN »
Firm's address »- [ Phone no.
For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 11450Q Form 1120 (2013)

FIGURE 1.6 Form 1120, U.S. Corporation Income Tax Return
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Form 1120 (2013)
Schedule C Dividends and Special Deductions (see instructions)

Page 2

(a) Dividends

(b) %

(c) Special deductions

received (a) x (b)
1 Dividends from less-than-20%-owned domestic corporations (other than debt-financed
stock) ... L. L L Lo
2 Dividends from 20%-or-more-owned domestic corporations (other than debt-financed
stock)
3  Dividends on debt-financed stock of domestic and foreign corporations .
4 Dividends on certain preferred stock of less-than-20%-owned public utilities
5 Dividends on certain preferred stock of 20%-or-more-owned public utilities .
6  Dividends from less-than-20%-owned foreign corporations and certain FSCs
7 Dividends from 20%-or-more-owned foreign corporations and certain FSCs
8  Dividends from wholly owned foreign subsidiaries
9  Total. Add lines 1 through 8. See instructions for limitaton . . . . . . . .
10  Dividends from domestic corporations received by a small business investment
company operating under the Small Business Investment Act of 1958
11 Dividends from affiliated group members . -
12 Dividends from certain FSCs L\
13 Dividends from foreign corporations not included on lines 3, 6, 7, 8, 11, or 12 -
14 Income from controlled foreign corporations under subpart F (attach Form(s) 5471) L ) \
15 Foreign dividend gross-up
16 IC-DISC and former DISC dividends not included on lines 1, 2, or 3
17  Other dividends
18  Deduction for dividends paid on certain preferred stock of pt blic iuiities
19  Total dividends. Add lines 1 through 17. Enter here .4 «n page 1,line4 . . . »
20 _ Total special deductions. Add lines 9, 10, 11, "z, 21d 18. Enter here and on page 1, line 29b . . >
Form 1120 (2013)

FIGURE 1.6 (Continued)
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Form 1120 (2013) Page 3
Tax Computation and Payment (see instructions)
Part I-Tax Computation

1 Check if the corporation is a member of a controlled group (attach Schedule O (Form 1120)) . » [

2 Income tax. Check if a qualified personal service corporation (see instructions) . » [ 2

3 Alternative minimum tax (attach Form 4626) Coe e 3

4 Addlines2and3 . . . . S e e s e e e 4

5a Foreign tax credit (attach Form 1118) e 5a

b Credit from Form 8834 (see instructions) . . . . . . . . . . . . . 5b

¢ General business credit (attach Form3800) . . . . . . . . . . . . 5¢c

d Credit for prior year minimum tax (attach Form8827) . . . . . . . . . 5d

e Bond credits fromForm8912 . . . . . . . . . . . . . . . . 5e

6  Total credits. Add lines 5athrough5e . . . . . . . . . . . . . . . . . . ... 6
7 Subtract line 6 from line 4 . Ce e 7
8 Personal holding company tax (attach Schedule PH (Form 1120)) Coe e 8
9a Recapture of investment credit (attach Form4255) . . . . . . . . . . 9a

b Recapture of low-income housing credit (attach Form 8611) . . . . . . . 9b

c Interest due under the look-back method—completed long-term contracts (attach
Form8697). . . . . . . . . . ... 9c

d Interest due under the look-back method—income forecast method (attach Form
8866) . . . . S od

e Alternative tax on quallfylng shlpplng activities (attach Form 8902) P e

f Other (see instructions—attach statement) . . . . . . . . . . . . of

10  Total. Add lines 9athrough of . . . . Ce e —1 10
11 Total tax. Add lines 7, 8, and 10. Enter here and on page 1, line 31 [ G ‘ 11
Part lI-Payments and Refundable Credits -

12 2012 overpayment creditedto 2013 . . . . . . . . . . . . . . . . . . P 12
13 2013 estimated tax payments . . . . . . . . . . . . . L L L L Lo 13
14 2013 refund applied foron Form4466 . . . . . . . . . . . . . . . . b . S 14 |( )
15 Combine lines 12,13, and 14 . . . . . . . . . . . . . . . . L .. L. 15
16  Tax deposited with Form7004 . . . . . . . . . . . . . . . . ™. . ... 16
17 Withholding (see instructions) . . e e e e e N e 17
18 Total payments. Add lines 15,16, and17. . . . . . . . . . . . L 18
19 Refundable credits from:

a Form2439 . . . . . . . . . . . . . . . .. B\ 19a

b Form4136 . . . . . . . . . . . . . . . . . P 19b

¢ Form8827,line8c . . . ), " 19¢

d Other (attach statement—see |nstruct|ons). R TR D 19d

20  Total credits. Add lines 19a through 19d . Lo 20
21 Total payments and credits. Add lines 18 and 20. Entuiere and on page 1,1ine32 . . . . . . . . 21
Other Information (see instruz ,l.ms)
1 Check accounting method: a [] Cash b [ Accrual ¢ [ Other (specify) > Yes | No
2 See the instructions and enter the:

a Business activity code no. b

b Businessactivity™ o . ©

¢ Product or service > N ,,,

3 Is the corporation a subsidia v in on ~“filiated group or a parent-subsidiary controlled group?
If “Yes,” enter name and EIN o1 the parent corporation »
4 At the end of the tax year:

a Did any foreign or domestic corporation, partnership (including any entity treated as a partnership), trust, or tax-exempt
organization own directly 20% or more, or own, directly or indirectly, 50% or more of the total voting power of all classes of the
corporation’s stock entitled to vote? If "Yes," complete Part | of Schedule G (Form 1120) (attach Schedule G) .

b Did any individual or estate own directly 20% or more, or own, directly or indirectly, 50% or more of the total voting power of all
classes of the corporation’s stock entitled to vote? If "Yes," complete Part Il of Schedule G (Form 1120) (attach Schedule G)

Form 1120 (2013)

FIGURE 1.6 (Continued)
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Form 1120 (2013) Page 4
Other Information continued (see instructions)
Yes | No
5  Atthe end of the tax year, did the corporation:
a Own directly 20% or more, or own, directly or indirectly, 50% or more of the total voting power of all classes of stock entitled to vote of
any foreign or domestic corporation not included on Form 851, Affiliations Schedule? For rules of constructive ownership, see instructions.
If “Yes,” complete (i) through (iv) below.
" . (ii) Employer (iii) Country of (iv) Percentage
(i) Name of Corporation Idenllf\c(laf(:r?y)l\lumber Incorporation Owned in Voting

b Own directly an interest of 20% or more, or own, directly or indirectly, an interest of 50% or more in any foreign or domestic partnership

(including an entity treated as a partnership) or in the beneficial interest of a trust? For rules of constructive ownership, see instructions.
If “Yes,” complete (i) through (iv) below.

- - (i) Employer (iii) Country of ()
(i) Name of Entity Idennﬁc(iaft:r:\y)r\lumber Organization

laximum

Percentage Owned in
Profit, Loss, or Capital

10
1"

12
13

14

15a

16

17

18

During this tax year, did the corporation pay dividends (other than stock dividends and distributions #i:2x=hange for stock) in
excess of the corporation’s current and accumulated earnings and profits? (See sections 301 and 318,

If "Yes," file Form 5452, Corporate Report of Nondividend Distributions.

If this is a consolidated return, answer here for the parent corporation and on Form 851 for eas!= subsiuiary.

At any time during the tax year, did one foreign person own, directly or indirectly, at least 25%  of a) the total voting power of all
classes of the corporation’s stock entitled to vote or (b) the total value of all classes of {1e cc rparation’s stock?

For rules of attribution, see section 318. If “Yes,” enter:

(i) Percentage owned P and (ii) Owner’s country »

(c) The corporation may have to file Form 5472, Information Return of ¢ 2£% Forcign-Owned U.S. Corporation or a Foreign
Corporation Engaged in a U.S. Trade or Business. Enter the number of Foas * 4/ 2 attached P

Check this box if the corporation issued publicly offered debt instrument. witr original issue discount . . . . . . B O
If checked, the corporation may have to file Form 8281, Information Ret irn fc - Publicly Offered Original Issue Discount Instruments.
Enter the amount of tax-exempt interest received or accrued G ir'ing (1< tax year & $

Enter the number of shareholders at the end of the tax year (i7 i 2 ar.ewer) P

If the corporation has an NOL for the tax year and is electing » fcrego the carryback period, checkhere . . . . . » [}
If the corporation is filing a consolidated return, the s*tate mert re juired by Regulations section 1.1502-21(b)(3) must be attached
or the election will not be valid.

Enter the available NOL carryover from prior tax yoars (do ot reduce it by any deduction on line 29a)»$
Are the corporation’s total receipts (page 1, .2 "a, plus lines 4 through 10) for the tax year and its total assets at the end of the
tax year less than $250,000? S
If “Yes,” the corporation is not required' tu =¢ mplete Schedules L, M-1, and M-2. Instead, enter the total amount of cash distributions
and the book value of property distriLuticas (other than cash) made during the tax year » $

Is the corporation required to fi'a Sch>dule UTP (Form 1120), Uncertain Tax Position Statement (see instructions)?

If “Yes,” complete and attac, Sch 'dule UTP.

Did the corporation me'ie w2y Lrvments in 2013 that would require it to file Form(s) 1099?

If “Yes,” did or wi' thie 20, poration file required Forms 1099? . . . .

During this tax year, Hid tne corporation have an 80% or more change in ownership, including a change due to redemption of its
own stock?
During or subsequent to this tax year, but before the filing of this return, did the corporation dispose of more than 65% (by value)
of its assets in a taxable, non-taxable, or tax deferred transaction? L
Did the corporation receive assets in a section 351 transfer in which any of the transferred assets had a fair market basis or fair
market value of more than $1 million? .

Form

FIGURE 1.6 (Continued)

1120 2013)
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Form 1120 (2013) Page 5
Balance Sheets per Books Beginning of tax year End of tax year
Assets (a) (b) (c) (d)
1 Cash
2a Trade notes and accounts receivable
b Lessallowance forbaddebts . . . . . |( ) (
3 Inventories .
4 U.S. government obhgat\ons
5  Tax-exempt securities (see |nstructlons)
6  Other current assets (attach statement)
7  Loans to shareholders .
8 Mortgage and real estate loans .
9 Other investments (attach statement)
10a Buildings and other depreciable assets
b Less accumulated depreciation . . . . . ( ) (
11a Depletable assets . .
b Lessaccumulated depletion. . . . . . |( ) (
12 Land (net of any amortization)
13a Intangible assets (amortizable only)
b Less accumulated amortization . . . . . |( ) (
14  Other assets (attach statement) .
15  Total assets .
Liabilities and Shareholders Equlty
16 Accounts payable .
17 Mortgages, notes, bonds payable in less than 1 year
18  Other current liabilities (attach statement) .
19  Loans from shareholders .
20 Mortgages, notes, bonds payable in 1 year or more
21 Other liabilities (attach statement)
22 Capital stock: a Preferred stock .
b Common stock L L
23  Additional paid-in capital . N
24  Retained earnings—Appropriated (attach statement) (o |
25 Retained earnings—Unappropriated |
26  Adjustments to shareholders’ equity (attach statement) e\
27  Less cost of treasury stock . [P\ ) ( )
28 Total liabilities and shareholders’ equity _ _
Reconciliation of Income (Loss) per Books Income per Return
Note: Schedule M-3 required instead of Schedule M-1 1, tc:al assets are $10 million or more—see instructions
1 Netincome (loss) per books . 1 7 Income recorded on books this year
2 Federal income tax per books N not included on this return (itemize):
3 Excess of capital losses over capital gains [ AN Tax-exemptinterest $
4 Income subject to tax not recorded on books
this year (itemize):
| 8  Deductions on this return not charged
5 Expenses recorded on books this yecr ot | against book income this year (itemize):
deducted on this return (itemize): a Depreciaton . . $
a Depreciation $ LN b Charitable contributions $
b Charitable contributions . $
c Travel and entertainment . &
9 Addlines7and8 .
6  Add lines 1 through 5 . 10 Income (page 1, line 28)—line 6 Iess ||ne 9
Analysis of Unapproprlated Retained Earnings per Books (Line 25, Schedule L)
1 Balance at beginning of year 5 Distributions: a Cash
2 Net income (loss) per books . b Stock
3  Otherincreases (temize): ¢ Property
6  Other decreases (itemize):
7 Addlines5and6 .
4 Addlines1,2,and 3 . 8  Balance at end of year (line 4 less hne 7)
Form 1120 (2013)

FIGURE 1.6 (Continued)
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TABLE 1.1 Federal Corporate Tax Rate Schedule

If taxable income is:

Over But Not Over Tax Is Of the Amount Over
$ 0 $ 50,000 15% $ 0
50,000 75,000 $ 7,500 + 25% 50,000
75,000 100,000 $ 13,750 + 34% 75,000
100,000 335,000 $ 22,250 + 39% 100,000
335,000 10,000,000 $ 113,900 + 34% 335,000
10,000,000 15,000,000 $ 3,400,000 + 35% 10,000,000
15,000,000 18,333,333 $ 5,150,000 + 38% 15,000,000
18,333,333 35% 0

the rate on dividends (zero for taxpayers in the 10% or 1b% tax bracket; 15% for
those in the 25%, 28%, 33%, or 35% brackets; 20% for tnose in the 39.6% bracket).

Other Tax Issues for C Corporations

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

e Personal holding cenyany penalty. Corporations that function as a share-
holder investment portfolio rather than as an operating company may fall
subject to tho personal holding corporation (PHC) penalty tax of 20% on
certain undizizibuted 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.

e 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 20%. 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.

2]
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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 1 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 2 limitations. The total is deductible only if it exceeds 2% of adjusted
gross income.

Under the 2% rule, only the portion of total miscellaneous deductions in
excess of 2% 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 alirnony. You arrive
at your adjusted gross income by completing the Income anhd Adjusted Gross
Income sections on page 1 of Form 1040.

You have business travel expenses that your ¢:nzloyer does not pay for and
other miscellaneous expenses (such as tax ) reparation fees) totaling $2,000.
Your adjusted gross income is $80,000. T'ie amount up to the 2% floor, or
$1,600 (2% of $80,000), is disallew=a. Only $400 of the $2,000 expenses is
deductible on Schedule A.

If you fall into a speciel category of employees called statutory employees,
you can deduct yous business expenses on Schedule C instead of Schedule A.
Statutory employee: 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 for different entities, 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, tax, financial, and
many other factors come into play, including

e Personal liability

Access to capital
Lack of profitability
Fringe benefits
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Nature and number of owners

Tax rates

Social Security and Medicare taxes

Restrictions on accounting periods and account methods

Owner’s payment of company expenses

Multistate operations

Audit changes

Filing deadlines and extensions
Exit strategy

Each of these factors is discussed below.

Personal Liability

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

Of course, you can protect yoursel against personal liability for some types
of occurrences by having adequats itisurance coverage. For example, if you are
a sole proprietor who runs a store, be sure that you have adequate liability
coverage in the event somedn® 1s injured on your premises and sues you.

Even if your form of business organization provides personal liability pro-
tection, you can became personally liable if you agree to it in a contract. For
example, some barksmay 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.

Access to Capital

Most small businesses start up using an owner’s personal resources or by turning
to family and friends. However, some businesses need outside capital—equity
and/or debt—to get started properly. A C corporation may make it easier to raise
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money, especially now. For example, access to equity crowdfunding, which will
allow businesses to raise small amounts from numerous investors, is effectively
limited to C corporations (S corporations cannot have more than 100 investors;
partnerships and LLCs would have difficulty in divvying up ownership among an
ever-changing number of owners).

Lack of 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 nhase, a pass-
through entity generally is a preferable form of business organizasion. However,
once the business becomes profitable, the tables turn. In tit situation, C cor-
porations can offer more tax opportunities, such as fringe benefits. Companies
that suffer severe losses may be forced into bankrun:cy. "he bankruptcy rules
for corporations (C or S) are very different from the -uies for other entities (see
Chapter 25).

Fringe Benefits

The tax law gives employees of corvoracions the opportunity to enjoy special
fringe benefits on a tax-free basis They can receive employer-provided group
term life insurance up to $50.00¢, health insurance coverage, dependent care
assistance up to $5,000, educavion assistance up to $5,250, adoption assistance,
and more. They can alse-he covered by medical reimbursement plans. This same
opportunity is not extendad 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% 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).
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The number of owners also presents limits on your choice of business or-
ganization. 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 single-member
LLGCs. 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 cerporations in the
group. For example, the tax brackets for corporations are gr-.duated. In the case
of certain multiple corporations, however, the benefit o1 the graduated rates
must be shared. In effect, each corporation pays a <iightly higher tax because
it is part of a group of multiple corporations. If ¥ou want to avoid restrictions
on multiple corporations, you may want to lock-:o 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-vate paid by sole proprietors and owners of
other pass-through businesaes 1s 39.6%. The top corporate tax rate imposed on
C corporations is 35%. (Ttere is some political support for reducing the top
corporate tax rate.) Personal service corporations are subject to a flat tax rate
of 35%. (The domes:tic production activities deduction in Chapter 21 effectively
lowers the top rate to less than 32% for corporations that are eligible to claim it.)
But remember, even though the C corporation has a lower top tax rate, there is
a 2-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 for most taxpayers is 15% (zero for taxpayers who are in the 10% or
15% tax bracket; 20% for those in the 39.6% 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% (zero if they are in the 10% or 15% tax bracket; 20% if
they are in the 39.6% tax bracket). Of course, tax rates alone should not be the
determining factor in selecting your form of business organization.
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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 their
salary and taxable benefits. 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 SociaiNecurity credits,
while corporate owners can have salary paid to them on whizn Social Security
credits can be generated.

There have been proposals to treat certain S corpsration owner-employees
like partners for purposes of self-employment tay.To date, these proposals have
failed, but could be revived in the future.

The additional Medicare surtaxes on.<arned income and net investment
income (NII) are yet another factor o <onsider. The 0.9% surtax on earned
income applies to taxable compensation.( o.g., wages, bonuses, and taxable fringe
benefits) of shareholdersin S or C.¢corporations; it applies to all net earnings from
self-employment for sole proniieiors, partners, and limited liability company
members. The 3.8% NII tax applies to business income passed through from an
entity in which the ownsr does not materially participate (i.e., one in which the
owner is effectively o silent investor).

Restrictions on Accounting Periods and Accounting Methods

Asyouwill 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. How-
ever, 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
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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 unreim-
bursed expenses paid on behalf of the corporation are treated as unreimbursed
employee business expenses reported on Form 2106 and deducted as a miscel-
laneous itemized deduction on Schedule A of the shareholder’s Form 1040. Only
total miscellaneous itemized deductions in excess of 2% of the shareholder’s ad-
justed gross income are allowable; if the shareholder is subjectto the alternative
minimum tax, the benefit from this deduction is lost.

However, shareholders can avoid this deduction probiest by having the cor-
poration adopt an accountable plan to reimburse their cut-of-pocket expenses.
An accountable plan allows the corporation to deducv-the expenses, while the
shareholders do not report income from the reix bursement (see Chapter 8).

Multistate Operations

Each state has its own way of taxutg 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 & corporation elections and tax such entities as regular
corporations.

A company must Sie a return in each state in which it does business and
pay income taz 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 multistate businesses are C corporations
because only 1 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.
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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 2012, the most recent year
for which statistics are available, show only a slight increase in overall audit
activity of business returns (with no change for partnerships and S corporations).

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 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 locatice also makes a
difference. High audit zones include Los Angeles, Califoriia; Houston, Texas;
and Brooklyn and Manhattan, New York.

Past audit rates are no guarantee of the likelihood 2 future IRS examinations.
The $450 billion tax gap for 2006 (the most recéiir year for statistics), which
represents the spread between what the goverritoent is owed and what it collects,
has been blamed in part on those sole proprietors/independent contractors who
underreport income or overstate deductioss. In June 2008, an IRS official said
publicly that the Small Business/Self-fimployed (SB/SE) division would increase

TABLE 1.2 Percentage of Returas Audited

FY 2012* FY 2011*

C—

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

Under $25,000 1.2% 1.3%

$25,000 to under $100,000 2.4 2.9

$100,000 to under $200,000 3.6 4.3

$200,000 or more 3.4 3.8
Farming (Schedule F) (based on gross receipts)

All farm returns 0.4 0.6
Partnerships 0.5 0.4
S corporations 0.5 0.4
C corporations (based on assets)

Under $250,000 0.9 0.9

$250,000 to under $1 million 1.7 1.6

$1 million to under $5 million 21 1.9

$5 million to under $10 million 2.6 2.6

*Fiscal year from October 1 to September 30.
Source: IRS Data Book.
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audits of sole proprietors with an 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. However, due to the
government sequester and resulting budget cuts, the IRS indicated that it would
likely be reducing the number of audits it conducts.

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 6-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 5-month filing extension to September
15. The September 15 extended due date gives S corporatior's, limited liability
companies, and partnerships time to provide Schedule -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-ye=r businesses, the available
automatic extensions, and the forms to use in iunyg the return or requesting a
filing extension. Note that these dates are exiezided to the next business day
when a deadline falls on a Saturday, Sunday, or legal holiday.

Exit Strategy

The tax treatment on the termination of a business is another factor to consider.
While the choice of entity is maae when the business starts out, you cannot ignore
the tax consequences that iiis choice will have when the business terminates,
is sold, or goes public. The liquidation of a C corporation usually produces a
double tax—at th= eniity and owner levels. The liquidation of an S corporation
produces a doole-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,

TABLE 1.3 Filing Deadlines, Extensions, and Forms

Form to
Automatic Request
Type of Return Income Tax Filing Filing
Entity Due Date Return Extension Extension
Sole proprietorship April 15 Schedule C of October 15 Form 4868
Form 1040
Partnership/LLC April 15 Form 1065 September 15 Form 7004
S corporation March 15* Form 11208 September 15 Form 7004
C corporation March15  Form 1120 September 15 Form 7004

*The scheduled due date is March 17, 2014, because March 15 falls on a Saturday.
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SMALL BUSINESS TAXES 2014

the built-in gains tax problem disappears a certain number of 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 influenies the type of
bankruptcy filing to be used and whether the owners can-escape personal
liability for the debts of the business. Bankruptcy is discuzsed in Chapter 25.

Forms of Business Organization Compacci

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

Table 1.4 summarizcs 2 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.

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 1-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
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SMALL BUSINESS TAXES 2014

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 gains
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 imnorsant to review
your particular situation with a tax professional. In making any change in
business, consider the legal and accounting costs involved.

Tax ldentification Number

For individuals on personal returns, the fedsroitax identification number is the
taxpayer’s Social Security number. For buicir.esses, the federal tax identification
number is the employer identification-aumber (EIN). The EIN is a 9-digit
number assigned to each businegs. Usually, the federal EIN is used for state
income tax purposes. Dependirg o1 the state, there may be a separate state tax
identification number.

If you are just starting ycur business and do not have an EIN, you can obtain
one instantaneously ¢nifnie using an interview-style application at www.irs.gov
(search “EIN online ™) or by filing Form SS-4, Application for Employer Identi-

fication 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 (search “do you need a new EIN?”).

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,
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BUSINESS ORGANIZATION

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 single-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.



