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STEP CAREFULLY WITH LOANS

BETWIXT A BUSINESS AND ITS OWNER

t's common for owners of closely held businesses to

transfer money into and out of the company. But it’s
critical to make such transfers properly. If you don't,
you might hear from the IRS.

WHY LOANS ARE BETTER

‘When an owner withdraws funds from the company,
the transfer can be characterized as compensation,

a distribution or a loan, Loans aren't taxable, but
compensation is and distributions may be taxable.

If the company is a C corporation, distributions can
trigger double taxation — in other words, corporate
earnings are taxed once at the corporate level and
then again when they're distributed to shareholders
(as dividends). Compensation is deductible by the
corporation, so it doesn’t result in double taxation.
(But it will be subject to payroll taxes.)

If the business is an § corporation or other
pass-through entity, there’s no entity-level tax, so
double taxation won't be an issue. Still, loans are

ad geous because co ion would be
taxable to the owner (and incurs payroll taxes),

and distributions, even though maybe not taxable
themselves, would reduce an owner’s tax basis, which
makes it much harder to deduct business losses.

There are also some advantages to treating advances
from owners as loans. If they're treated as contributions
to equity, for example, any reimbursements by the
company may be treated as distributions and possibly
be taxable in a C corporation situation.

Loan payments, on the other hand, aren’t taxable, apart
from the interest, which is deductible by the company.
A loan may also give the owner an advantage in the
event of the company’s bankruptcy, because debt
obligations are paid before equity is returned.

HOW TO DEFINE IT

Establishing that an advance or a withdrawal is truly a
loan is important. If you don’t make that distinction,
and the IRS determines that a payment from the
business is really a distribution or compensation, you
(and, possibly, the company) could end up owmg back
taxes, penalties and interest..

‘Whether a transaction is a loan is a matter of intent.
It’s a loan if the borrower has an unconditional intent
to repay the amount received and the lender has an
unconditional intent to obtain repayment.



Unfortunately, even if you intend for a transaction to company’s books. Last, you must ensure that the lender
be a loan, the IRS and the courts aren’t mind readers. makes reasonable efforts to collect in case of default.

So, it’s critical that you document any loans and treat Also, for borrowers who are owner-employees, you need
them like other arm’s-length transactions. Among other to ensure that they receive reasonable salaries, to avoid

things, you should execute a promissory note and charge a claim by the IRS that loans are disguised compensation.
a commercially reasonable rate of interest — generally, LOOKING GOOD

no less than the applicable federal rate.

The IRS keeps a wary eye on business owners who
Set md follow a ﬂxbd repayment schcdui: and Secuios the borrow from themselves. Our firm can guide you
loan using appropriate collateral. (This will also give the through the process to withstand the scrutiny of the
lender bankruptcy priority over unsecured creditors.) agency’s gaze. B
And you must treat the transaction as a loan in the

IS “BUNCHING” MEDICAL
EXPENSES STILL FEASIBLE IN 20197

ome medical expenses may be tax deductible,

but only if you itemize deductions and you
have enough expenses to exceed the applicable
floor for deductibility. With proper planning, you
may be able to time controllable medical expenses
to your tax advantage.

The Tax Cuts and Jobs Act (TCJA) made
bunching such expenses beneficial for some
taxpayers. At the same time, certain taxpayers
who've benefited from the medical expense
deduction in previous years might no longer
hecakibesiies of the TC]A":.l;flhcrease to the THE CHANGES
standard deduction. Various limits apply to most tax deductions, and one
type of limit is a “floor,” which means expenses are




deductible only to the extent that they exceed that
floor (typically a specific percentage of your income).
One example of a tax break with a floor is the medical
expense deduction.

Because it can be difficult to exceed the floor, a
common strategy is to “bunch” deductible expenses
into one year where possible. The TCJA reduced
the floor for the medical expense deduction for
2017 and 2018 from 10% to 7.5% of adjusted gross
income (AGI).

However, beginning January 1, 2019, taxpayers

may once again deduct only the amount of the
unreimbursed allowable medical care expenses for
the year that exceeds 10% of their AG1. Medical
expenses that aren’t reimbursed by insurance or paid
through a tax-advantaged account (such as a Health
Savings Account or Flexible Spending Account)
may be deductible.

COST SEGREGATION STUDIES
CAN BENEFIT BUSINESS OWNERS

ITEMIZED DEDUCTIONS

Ifyour total itemized deductions won't exceed your
standard deduction, bunching medical expenses into

2019 won't save you tax. The TCJA nearly doubled the
standard deduction. For 2019, it’s $12,200 for singles and
married couples filing separately, $18,350 for heads of
households, and $24,400 for married couples filing jointly.

If your total itemized deductions for 2019 will exceed your
standard deduction, then bunching nonurgent medical
procedures and other controllable expenses into 2019 may
allow you to exceed the floor and benefit from the medical
expense deduction. Controllable expenses might include
prescription drugs, eyeglasses, contact lenses, hearing aids,
dental work, and some types of elective surgery.
EXPLORING THE CONCEPT

As mentioned, bunching doesn't work for everyone.
For help determining whether you could benefit,
please contact us. B

ny business owner who's acquired, constructed or

substantially improved a building this year — or
even in previous years — should read up on the tax
benefits of a cost segregation study. Undertaking one
may allow you to accelerate depreciation deductions,
which reduce current taxes and boost cash flow.

REAL VS. TANGIBLE

IRS rules generally allow you to depreciate
commercial buildings over 39 years. Most times,
you'll depreciate a building’s structural components
(such as walls, windows, HVAC systems, elevators,
plumbing and wiring) along with the building,
and therefore over its same recovery period.
Personal property (such as equipment, machinery,
furniture and fixtures) is eligible for accelerated
depreciation, usually over five or seven years. And
land improvements (fences, outdoor lighting and
parking lots, for example) are depreciable over

15 years.

Too often, businesses allocate all or most of a building’s
acquisition or construction costs to real property,
overlooking opportunities to allocate costs to
shorter-lived personal property or land improvements.
A cost segregation study combines accounting and
engineering techniques to identify building costs that
are properly allocable to tangible personal property
rather than real property.

ENHANCED BREAKS

The Tax Cuts and Jobs Act enhanced certain
depreciation-related tax breaks, which has in turn
renewed interest in cost segregation studies. Among
other things, the act permanently increased limits

on Section 179 expensing. Sec. 179 allows you to
immediately deduct the entire cost of qualifying equip-
ment or other fixed assets up to specified thresholds.
Furthermore, it increased first-year bonus depreciation
from 50% to 100% for qualified property acquired and
placed in service after September 27, 2017, and before
January 1, 2023,

CONSIDER IT

Under the right circumstances, a cost segregation study
can yield substantial tax benefits. But every business may
not need to undertake the time, energy and expense

to conduct one.To find out whether a study would be
worthwhile for your company, contact us. M
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MORTGAGE MATTERS:

TO PAY DOWN OR NOT TO PAY DOWN

f you're a homeowner and manage your finances
well, you might have extra cash after you've paid

your monthly bills. What should you do with this extra

money? Some would say make additional mortgage
payments toward your principal to pay off your
mortgage early. Others would say: No, invest those
dollars in the stock market!

The decision is very much about risk vs. return.
There’s little, if any, risk in prepaying a mortgage,
because you already know what your rate of return
will be: the interest rate on your mortgage. For
instance, if your mortgage interest rate is 4.5%, this
would be the return earned by every dollar that goes
toward prepayment (not factoring in the mortgage
interest deduction if you qualify).

However, if you invest the money in the stock
market, you'll assume much more risk. The level of
risk depends on the assets you invest in, but there’s
no such thing as a risk-free investment.

Your mortgage
interest rate is indeed
an important factor.
If your rate is
relatively low;, so

is the return from
prepaying your
mortgage. The final
decision for, many people comes down to whether
they believe they can earn a higher return investing the
money than they would prepaying their mortgage.

Clearly there’s the potential to outperform your mortgage
interest rate by investing your money for the long term.
Remember, though, that the stock market may be volatile
in the short term and offers no guarantees.

There’s no single answer to the “pay down the
mortgage or invest in the market?” question. We can
provide additional, more specific guidance on making
the right decision for you. ®
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