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Introduction 
 

Are you satisfied with the taxes you pay?  

 

Are you confident you’re taking advantage of every 

available break?  

 

Is your tax advisor giving you proactive advice to save on 

taxes?  

 

If you’re like most business owners, your answers are “no,” 

“no,” and “huh?” 

 

And if that’s the case, I’ve got bad news and I’ve got good 

news.  

 

The bad news is, you’re right. You do pay too much tax – 

maybe thousands more per year than the law requires. 

 

You’re almost certainly not taking advantage of every tax 

break you can. Our tax code is thousands of pages long, 

with tens of thousands of pages of regulations. There are 

thousands more pages of IRS guidance, along with volumes 

of court cases interpreting all those laws, regulations, and 

guidance. The sad reality is, there’s probably no one alive 

taking advantage of every tax break they’re entitled to, 

simply because there are so many of them out there. 

 

And most tax advisors aren’t very proactive when it comes 

to saving their clients money. They put the “right” numbers 

in the “right” boxes on the “right forms,” and getting them 

filed by the “right” deadlines. But then they call it a day. 

They do a fine job recording the history you give them. But 

wouldn’t you prefer someone to help you write history? 
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The good news is, you don’t have to feel that way. You just 

need a better plan. And you’ve already taken a giant step in 

that direction, whether you realize it or not. Owning your 

own business is the biggest tax shelter left in America. Now 

you just need to take advantage of what you already have! 

 

In this book, we’re going to talk about some of the biggest 

mistakes that business owners make when it comes to their 

taxes. Then we’re going to talk about how you can solve 

those problems – legally and ethically. 

 

I’m not here to make you an expert on taxes. Albert 

Einstein once said “the hardest thing in the world to 

understand is the income tax,” and if taxes were hard for 

the guy who came up with the theory of relativity, it’s OK 

if they’re hard for the rest of us. You’ll see the word 

“generally” a lot in this book, because the concepts are 

more important than the details or the exceptions. 

 

My goal here is to ask some pointed questions and get you 

to look at your taxes with a new eye. You make choices 

about your tax bill every day. Are you making the right 

choices? Or are you like most business owners and 

professionals, leaving money on the table, wasting money 

on taxes you just don’t have to pay?  

 

Supreme Court Justice Oliver Wendell Holmes once called 

taxes “the price we pay for civilization.” But he never said 

we have to pay retail! This book will help you start finding 

discounts throughout your return. 
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1.  Failing to Plan 
 
 

“There is nothing wrong with a 

strategy to avoid the payment of 

taxes. The Internal Revenue 

Code doesn’t prevent that.”

William H. Rehnquist

 

The first mistake is the biggest mistake of all. It’s failing to 

plan. 

 

I don’t care how good you and your tax preparer are with a 

stack of receipts on April 15. If you didn’t know you could 

write off your kid’s braces as a business expense, there’s 

nothing we can do. 

 

Remember the last time you drove a car? If you’re like 

most people, you probably sat down in the driver’s seat, 

strapped on your seat belt, turned the ignition, put the car in 

reverse, then backed your way to your destination, steering 

by what you could see out the rear view mirror. 

 

Wait a minute… you mean that’s not how you do it? 
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Why Tax Planning?

 

Well, that’s how most tax preparers work. They spend lots 

of time looking back at what you did last year. But they 

don’t spend much time looking forward. They can tell you 

all about what you did yesterday. But they don’t tell you 

what you should do today, or when you should do it or how 

you should do it. 

 

Tax planning, on the other hand, gives business owners like 

you two powerful benefits you can’t get anywhere. 

 

First, it’s the key to your financial defense. As a business 

owner, you have two ways to put cash in your pocket. 

There’s financial offense, which means making more. And 

there’s financial defense, which means spending less. For 

most of you reading this book, spending less is easier than 

making more.  

 

And for most of you reading this book, taxes are your 

biggest expense. So it makes sense to focus your financial 
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defense where you spend the most. Sure, you can save 15% 

on car insurance by switching to GEICO. But how much 

will that really save in the long run? 

 

Second, tax planning guarantees results. You can spend all 

sorts of time, effort, and money promoting your business – 

and that still won’t guarantee results. Or you can set up a 

medical expense reimbursement plan, deduct the cost of 

your teenage daughter’s braces, and guarantee savings. 

 

But those guaranteed results start with planning. You can’t 

ever deduct money you spend on a medical expense 

reimbursement plan if you don’t set it up in the first place. 

 

Now that we understand why planning is so important, let’s 

take a quick look at how the tax system works. This will 

“lay a foundation” for understanding the specific strategies 

we’ll be talking about soon. 

 

Total Income

minus Adjustments

minus Deductions

times Tax Brackets

plus Alt. Min. Tax

minus Tax Credits
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The process starts with income. And this includes pretty 

much everything you’d think the IRS is interested in: 

 

• Earned income from wages, salaries, bonuses, and 

commissions 

 

• Profits and losses from your own business 

 

• Interest and dividends from bank accounts, stocks, 

bonds, and mutual funds 

 

• Capital gains from sales of property 

 

• Income from pensions, IRAs, and annuities 

 

• Alimony received 

 

• Gambling winnings 

 

Even illegal income is taxable. The IRS doesn’t care how 

you make it; they just want their share! The good news, if 

you’re operating most illegal businesses, is that you can 

deduct the same expenses as if you were running a 

legitimate business. For example, if you’re a bookie, you 

can deduct the cost of a cell phone you use to take bets. The 

only exceptions include expenses “contrary to public 

policy” and most businesses involving illegal drugs. 
 

Once you’ve added up total income, it’s time to start 

subtracting “adjustments to income.” These are a group of 

special deductions, listed on the first page of Form 1040, 

that you can take whether you itemize deductions or not: 

 

 IRA contributions 
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 Moving expenses 

 

 ½ of self-employment tax 

 

 Self-employed health insurance 

 

 IRA and self-employed retirement plan contributions 

 

 Alimony payments 

 

 Student loan interest up to $2,500 

 

Total income minus adjustments to income equals adjusted 

gross income” or “AGI.” Adjustments to income are also 

called “above the line” deductions, because you take them 

“above” the line that separates total income from AGI. 

  

Once you’ve determined your adjusted gross income, you 

can take a standard deduction that varies according to your 

filing status. Or you can itemize deductions. Obviously, it 

will pay to take whichever choice gives you greater 

deductions.  
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Standard or Itemized Deductions?

Standard Itemize

Take higher of the two amounts

• Single $  6,300

• HoH $  9,300

• Married/Joint $12,600

• Married/Separate $  6,300

• Medical/dental

• State/local taxes

• Foreign taxes

• Interest

• Casualty/theft losses

• Charitable gifts

• Miscellaneous

 
 

Specific itemized deductions include: 

 

 Medical expenses, to the extent they top 10% of your 

AGI (7.5% if you’re above age 65)  

 

 State and local taxes paid 

 

 Foreign taxes paid 

 

 Mortgage and investment interest 

 

 Casualty and theft losses, to the extent they exceed 10% 

of your AGI 

 

 Charitable gifts 

 

 Miscellaneous itemized deductions, to the extent they 

exceed 2% of your AGI 
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If your total itemized deductions don’t add up to more than 

the standard deduction, just take the standard. For 2014, 

standard deductions are $6,300 for single taxpayers, $9,300 

for heads of households, $12,600 for joint filers, and 

$6,300 each for married couples filing separately. Those 

amounts are high enough that only about a third of 

taxpayers itemize.  

 

For most of us, itemizing doesn’t pay until we buy a home 

and start substituting deductible mortgage interest and 

property taxes for nondeductible rent. Here are the average 

itemized deductions for the five most common categories, 

along with the percentage of taxpayers in each group who 

actually take those deductions. 

 

Itemized Deductions (2011)
AGI Medical

Income 

Taxes

Property

Taxes
Mortgage Charity

$0 – 20,000
$8,494

(4%)

$770

(5%)

$2,991

(5%)

$7,569

(3%)

$1,634

(4%)

$20,001 – 50,000
$7,247

(8%)

$1,500

(20%)

$2,815

(17%)

$7,314

(15%)

$2,281

(15%)

$50,001 – 100,000
$7,352

(12%)

$3,208

(53%)

$3,319

(48%)

$8,645

(44%)

$2,877

(45%)

$100,001 – 200,000
$10,526

(8%)

$6,304

(82%)

$4,713

(78%)

$11,370

(71%)

$3,886

(75%)

$200,001 – 250,000
$18,884

(4%)

$11,526

(93%)

$6,901

(88%)

$15,144

(78%)

$5,726

(87%)

$250,001 – 500,000
$30,133

(2%)

$18,168

(95%)

$9,020

(90%)

$18,790

(77%)

$8,917

(89%)

$500,001 – 1 million
$65,714

(1%)

$40,502

(96%)

$13,870

(91%)

$23,568

(72%)

$18,152

(92%)

$1 million+
$126,198

(<1%)

$203,853

(97%)

$26,329

(92%)

$27,373

(62%)

$134,390

(94%)  
 

Tax deductions reduce your taxable income. If you’re in the 

15% bracket, an extra dollar of deductions cuts your tax by 

15 cents. If you’re in the 35% bracket, that same extra 

dollar of deductions cuts your tax by 35 cents. 
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You can also deduct a personal exemption of $4,050 for 

yourself, your spouse, and any dependents.  

 

BUT – your deductions and personal exemptions start 

phasing out once your income hits certain levels. For 2014, 

those levels are $258,250 for singles and $309,900 for joint 

filers. The “Pease” limit, named for Ohio Congressman 

Bob Pease, costs you three cents of itemized deduction for 

every dollar of income above those amounts. (Bob can’t be 

too happy with that legacy.) And the Personal Exemption 

Phaseout, or “PEP limit,” costs you $50 of personal 

exemption for every $2,500 of income above those 

amounts.  

 

Once you’ve subtracted deductions and personal 

exemptions, you’ll have your “taxable income.” At that 

point, you’ll consult the table of tax brackets to see how 

much to pay.  

 

Tax Brackets (2016)

Rate Single Joint

10% 0 0

15% 9,276 18,551

25% 37,651 75,301

28% 91,151 151,901

33% 190,151 231,451

35% 413,351 413,351

39.6% 415,051 466,951
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If you’re self-employed, and your business is taxed as a 

proprietorship or partnership, you’ll also owe self-

employment tax on your business income. Self-

employment tax replaces the Social Security and Medicare 

you and your employer would pay if you were a regular 

employee. (We’ll talk more about these business entities in 

Chapter Three.) 

 

Some types of income aren’t taxed at the regular rate. For 

example, tax on “qualified corporate dividends” and most 

long-term capital gains is capped at 20%. Tax on 

“unrecaptured Section 1250 gain” (mainly from sales of 

real estate used in your business) is capped at 25%. And tax 

on “collectibles” (art, jewelry, etc.) is capped at 28%. 

 

There’s also a new 3.8% “unearned income Medicare 

contribution” on investment income for single taxpayers 

earning more than $200,000 and joint filers earning more 

than $250,000. (Doesn’t “unearned income Medicare 

contribution” sound better than “tax”?) For purposes of this 

new rule, “investment income” includes interest, dividends, 

capital gains, rental income, royalties, and annuity 

distributions. You might be in the 35% bracket for regular 

income, but pay 23.8% on capital gains – even though 

there’s no such thing as a “23.8% bracket” per se. 

 

The bottom line is that “tax brackets” and “tax rates” aren’t 

as simple as they might appear. Your actual tax rate on any 

particular dollar of income can be quite a bit higher or 

lower than your supposed “tax bracket.” Having fun yet? 

 

Now, here’s where it gets really complicated. That’s 

because, after you go through all those steps to calculate 

your “regular” tax, you get to start all over again and see if 

you owe alternative minimum tax. 
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Alternative minimum tax (“AMT”) is a parallel tax system 

designed to prevent “the rich” from using regular 

deductions to avoid tax entirely. In 2009, it hit 4.5 million 

taxpayers nationwide, primarily in states with high 

income and property taxes. (This included former IRS 

Commissioner Mark Everson, who announced in 2004 that 

he had been hit for the first time.) But the tax wasn’t 

permanently indexed for inflation until the 2013 “fiscal 

cliff” legislation, and it’s become a de facto “flat tax” for 

upper-middle income taxpayers. 

 

The AMT system starts with regular taxable income, then 

adds back specific “preference items.” These include: 

 

 Medical expenses between 7.5% and 10% of AGI (for 

those over 65 who would use the lower threshold) 

 

 State and local taxes deductible on Schedule A 

 

 Home equity interest not used to buy, build, or improve 

your primary residence 

 

 Miscellaneous itemized deductions (entirely) 

 

 Investment interest (figured according to special rules) 

 

 Part of post-1986 accelerated depreciation 

 

 Gains from incentive stock options 

 

 Interest from most “private activity” municipal bonds 

 

Once you’ve determined your AMT income, you’ll subtract 

an exemption of $83,400 (joint filers), $53,600 (single 

filers), or $41,700 (separate filers). These exemptions phase 

out by 25 cents for every dollar of AMTI above $158,900 
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(joint filers), $119,200 (singles), or $79,450 (separate 

filers). Finally, the tax itself is 26% of AMTI up to $92,700 

($185,400 for joint filers) plus 28% of AMTI above those 

amounts (2015). 

 

Okay now, which is higher? Your regular tax, or your 

AMT? Pay that one, thankyouverymuch. 

 

Finally, you’ll subtract any available tax credits. These are 

dollar-for-dollar tax reductions, regardless of your tax 

bracket. So if you’re in the 15% bracket, a dollar’s worth of 

tax credit cuts your tax by a full dollar. If you’re in the 35% 

bracket, an extra dollar’s worth of tax credit cuts your tax 

by the same dollar.  

 

Here are some of the more popular tax credits: 

 

 Child Tax Credit (families with children under 17) 

 

 Earned-Income Tax Credit (low-income working 

families) 

 

 American Opportunity Tax Credit  

 

 Lifetime Learning Tax Credits 

 

 Foreign Tax Credit (That’s right, if you pay foreign 

taxes – or, more likely, if a mutual fund you own 

pays foreign taxes – you can take a deduction or a 

credit, whichever saves more. Generally, it’s the 

credit.) 

 

 Business tax credits (from pass-through entities 

including partnerships and S corporations) 

  

Done! That wasn’t so hard, was it? 
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Ultimately, there are two kinds of dollars in this world: pre-

tax dollars, and after-tax dollars.  

 

Pre-tax dollars are great, because you don’t pay any tax on 

them. Earn a dollar, spend a whole dollar!  

 

And after-tax dollars aren’t bad. If you go to the grocery 

store to buy dinner for your family, the check-out clerk 

won’t turn up her nose and say “sorry, we can’t accept 

these after-tax dollars.” But they’re not as good as pre-tax 

dollars, simply because you don’t get to spend the tax you 

pay on them. 

 

Pre-Tax Dollars

After-Tax Dollars

 

So, here’s the bottom line. You lose every time you spend 

after-tax dollars that could have been pre-tax dollars. We’re 

going to spend the rest of this book talking about how 

proactive planning can turn as many of your after-tax 

dollars as possible into pre-tax dollars. 
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2.  Audit Paranoia 
 

Audit Rates (2014)

0.50%

0.50%

2.10%

1.90%

1.0%

S-Corp

Partnership

Schedule C: $100,000+

Schedule C: $25,000-99,999

Schedule C: $0-24,999

 

The second biggest mistake is nearly as important as the 

first, and that’s fearing, rather than respecting, the IRS. 

Many business owners are simply afraid to take deductions 

they’re entitled to, for fear of raising the proverbial “red 

flag.” 

 

But what does the kind of tax planning we’re talking about 

really do to your odds of being audited? The truth is, most 

experts say it pays to be aggressive. That’s because overall 

audit odds are so low, that most legitimate deductions 

simply aren’t likely to wave “red flags.” 

 

Audit rates peaked in 1972 at one in every 44 returns. But 

lately they’ve dropped to historic lows. For 2014, the 

overall audit rate was just one in every 100 returns.  
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Roughly half of those centered on a single issue, the Earned 

Income Tax Credit for low-income working families. The 

rest focused mainly on small businesses, especially sole 

proprietorships – and industries like pizza parlors and coin-

op laundromats, where there are significant opportunities to 

hide income and skim profits. In fact, the IRS publishes a 

whole series of audit guides you can download from their 

web site that tell you exactly what they’re looking for when 

they audit you! 

 

So, if you do get audited, what then? Well, if you’ve 

properly documented your legitimate deductions, there’s 

little to fear. In fact, about 15% of audits actually result in 

refunds. (Another 20% result in no change either way.) 

 

And if you lose? You’ll get what the IRS calls a “deficiency 

notice,’ which is simply a bill for more tax. If you still think 

you’re right, you can appeal it to the IRS. If you don’t like 

the result you get there, you can appeal to the U.S. Tax 

Court. There’s even a “small claims” division for disputes 

under $50,000. 

 

Just how aggressive can you get before risking actual 

penalties (as opposed to merely paying more tax)? You can 

avoid accuracy-related penalties if you have a “reasonable” 

basis for taking a position on your return.  Generally, this 

means your position has more than one chance in three of 

being accepted by the IRS. You can file Form 8275 or 

8275-R to disclose positions you believe to be contrary to 

law or regulations. But some advisors recommend not 

filing them. Why volunteer information that can attract 

unwanted attention? (Think of this as the tax equivalent of 

calling in an airstrike on your own position.) 

 

Are you worried about getting in real trouble, as in criminal 

prosecution? Don’t. Seriously. For fiscal year 2012, the 
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Service initiated just 5,125 criminal investigations (up from 

4,720 in 2011). That’s an almost unimaginably tiny fraction 

of the 240 million returns they collect in a year. Out of 

those 5,125 investigations, they recommended 3,710 

prosecutions (IRS investigators don't actually prosecute 

offenders themselves; they turn that job over to the 

Department of Justice.) There were 3,390 indictments and 

2,634 convictions — the Feds don't take you to court if 

they're not already pretty sure they can win. In the end, just 

2,466 lucky winners drew all-expense-paid trips to “Club 

Fed.”  

 

In the end, the average American really has nothing to fear 

from the IRS Criminal Investigations unit. As far as most 

of us are concerned, the IRS is just the federal 

government's collection agency, nothing scarier. You've got 

to do something really outrageous to draw one of those 

5,000 investigations. 

 

Sometimes, just changing how you report an item can 

dramatically change your odds of getting audited. Take a 

look at the chart at the beginning of this chapter. You’ll see 

that for 2012, the IRS audited 3.6% of Schedule C 

businesses reporting gross income over $100,000. Yet for 

that same year, they audited just one half of one percent of 

partnerships and S corporations, regardless of how much 

they made. That suggests you can cut your odds of being 

audited by over 86% just by reorganizing your business. 

 

Here’s the bottom line. You should never be afraid to take a 

legitimate deduction. And if your tax professional does 

recommend you shy away from taking advantage of a 

strategy you think you deserve, ask them to explain exactly 

why they say so. And don’t be satisfied with a vague reply 

that it will “raise a red flag.” Remember, it’s your money 

on the table, not theirs. 
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3. Wrong Business Entity 
 

C-Corp?

S-Corp?

Partnership?

Proprietor?

 

The next expensive mistake is choosing the wrong business 

entity.  

 

Most business owners start as sole proprietors, then, as they 

grow, establish a limited liability company or corporation 

to help protect them from business liability. But choosing 

the right business entity involves all sorts of tax 

considerations as well. And many business owners are 

operating with entities that may have been appropriate 

when they were established – but just don’t work as 

effectively now. 

 
There are four ways you can organize your business: 

 A proprietorship is a business you operate yourself, in 

your own name or trade name, with no partners or 

formal entity. You report income and expenses on your 
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personal return and pay income and self-employment 

tax on your profits. These are generally best for startups 

and small businesses with no employees in industries 

with little legal liability. 

 

 A partnership is an association of two or more 

partners. General partners run the business and remain 

liable for partnership debts. Limited partners invest 

capital, but don’t actively manage the business and 

aren’t liable for debts. The partnership files an 

informational return and passes income and expenses 

through to partners. General partner distributions are 

taxed as ordinary income and subject to self-

employment tax; limited partnerships distributions are 

taxed as “passive” income. 

 

 A C corporation is a separate legal “person” organized 

under state law. Your liability for business debts is 

generally limited to your investment in the corporation. 

The corporation files its own return, pays tax on profits, 

and chooses whether or not to pay dividends. Your  

salary is subject to income and employment tax; 

dividends are taxed at preferential rates. These are 

generally best for owners who need limited liability and 

want the broadest range of benefits. However, the 

administrative costs and complexities are also the 

highest. 

 

 An S corporation is a corporation that elects not to pay 

tax itself. Instead, it files an informational return and 

passes income and losses through to shareholders 

according to their ownership. Your salary is subject to 

income tax and employment tax (Social Security and 

Medicare); pass-through profits are subject to ordinary 

income but not employment tax. These are generally 

best for businesses whose owners are active in the 
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business and don’t need to accumulate capital for day-

to-day operations. 
 

 Finally, a limited liability company (LLC) or limited 

liability partnership (LLP) is an association of one or 

more “members” organized under state law. Your 

liability for business debts is limited to your investment 

in the company, and LLCs may offer the strongest asset 

protection of any entity. However, a limited liability 

company is not a distinct entity for tax purposes. 

Single-member LLCs are taxed as proprietors, unless 

you elect to be taxed as a corporation. Multi-member 

LLCs choose to be taxed as partnerships or 

corporations. This flexibility makes LLCs the entity of 

choice for many startup businesses. 

 
I can’t make you an expert in business entities, not in a 

book like this. But I do want to walk through one popular 

choice to illustrate how important this question can be. 

 

If you operate your business as a sole proprietorship, or a 

single-member LLC taxed as a sole proprietorship, you 

may pay as much in self-employment tax as you do in 

income tax. If that’s the case, you might consider setting up 

an S corporation to reduce that tax.  

 

If you’re taxed as a sole proprietor, you’ll report your net 

income on Schedule C. You’ll pay tax at whatever your 

personal rate is. But you’ll also pay self-employment tax, 

of 15.3% on your first $118,500 of “net self-employment 

income” and 2.9% of anything above that. Starting in 2013, 

you’re also subject to a new 0.9% Medicare surtax on 

anything above $200,000 if you’re single, $250,000 if 

you’re married filing jointly, or $125,000 if you’re married 

filing separately.  
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Sole Proprietorship

Report net 

income on 

Schedule C

Pay SE tax up 

to 15.3% on 

income

Pay income

tax on net 

income

 

Let’s say your profit at the end of the year is $80,000.  

You’ll pay regular tax at your regular rate, whatever that is.  

 

You’ll also pay about $11,000 in self-employment tax.  

That self-employment tax replaces the Social Security and 

Medicare tax that your employer would pay and withhold if 

you weren’t self-employed. If you’re like most readers, 

you’re not planning to retire on that Social Security. You’ll 

be delighted if it’s all still there, but you’re not actually 

counting on it in any meaningful way. 
 

What if there was a way you could take part of that Social 

Security contribution and invest it yourself? Do you think 

you could earn more on your money yourself than you can 

with the Social Security Administration? Well, there is, and 

it’s called an S corporation. 
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S-Corporation

Split proceeds 

into “salary” 

and “income”

Pay FICA up to 

15.3% on salary

Avoid FICA/SE 

tax on income

Salary Income

Pay income 

tax on salary 

and income

 

An S corporation is a special corporation that’s taxed 

somewhat like a partnership. The corporation pays you a 

salary for the work you do. Then, if there’s any profit left 

over, it passes the profit through to your personal return, 

and you pay the tax on that income on your own return. So 

the S corporation splits your income into two parts, wages 

and pass-through distributions. 

 

Here’s why the S corporation is so attractive. 

 

You’ll pay the same 15.3% employment tax on your wages 

as you would on your self-employment income. (You’ll 

also pay the extra 0.9% Medicare tax on self-employment 

income exceeding $200,000 or $250,000, depending on 

whether you file alone or jointly.) 

 

BUT – there’s no Social Security or self-employment tax 

due on the dividend pass-through. And that makes a world 

of difference. 
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Employment Tax Comparison

S-Corp FICA

Salary $40,000

FICA $6,120

Net $73,880

Proprietorship SE

Income $80,000

SE Tax $11,304

Net $68,696

S-Corp Saves

$5,184

 

Let’s say your S corporation earns the same $80,000 as 

your proprietorship. If you pay yourself $40,000 in wages, 

you’ll pay about $6,120 in Social Security.  

 

But you’ll avoid employment tax on the income 

distribution. 

 

And that saves you $5,184 in employment tax you would 

have paid without the S-corporation. 

 

The best part here is that you just pay less tax. It’s not like 

buying equipment at the end of the year to get big 

depreciation deductions. That may be a great strategy, but it 

also means spending something on the equipment to get 

that depreciation. It’s not like contributing money to a 

retirement plan to get deductions. That may be another 

great strategy, but it also means you have to take money out 

of your budget to contribute to the plan. 
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Now, you still have to pay yourself a “reasonable 

compensation” for the service you provide as an employee 

– in other words, the salary you would have to pay to hire 

an employee to do the work for you. If you pay yourself 

nothing, or merely a token amount, the IRS can 

recharacterize up to all of your income as wage and hit you 

with some very hefty taxes, interest, and penalties. So don’t 

get greedy! But according to IRS data, the average S 

corporation pays out about 40% of its income in the form 

of salary and 60% in the form of distributions. So you can 

see that there’s at least a possibility for real savings. 
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4. Wrong Retirement Plan 
 

Contribution by Income

0

5,000
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Now let’s talk about the fourth mistake: choosing the 

wrong retirement plan. As the chart above shows, the 

amount you can contribute at any income level varies 

widely according to which type of plan you have. If you 

make $90,000, for example, you can contribute $22,500 to 

a simplified employee pension (SEP), $14,700 to a 

SIMPLE IRA, and $40,000 to a 401(k). (And that’s before 

any catch-up contributions you can start making at age 50.) 

But contribution limits aren’t all you need to know. Which 

plan gives you the best combination of contribution, 

flexibility, and liquidity? 

 

I’m not here to make you an expert on retirement plans. But 

I can help you decide pretty quickly if the plan you have is 

right for you – or if you should be looking for something 

more suited for your specific needs. So bear with me, even 
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if the next few pages look intimidating. These are some 

very powerful strategies. 

 

We’ll assume for the purposes of this discussion that 

you’ve already decided you want to save more than the 

$5,500 you can save in an IRA. We’ll also assume, at least 

for the next few pages, that you want a “traditional” 

arrangement, where you deduct the contributions you make 

now and pay tax on withdrawals. (We’ll address 

alternatives, including Roth arrangements and life 

insurance, towards the end of the chapter.) 
 

Simplified Employee Pension

 

The Simplified Employee Pension, or “SEP,” is the easiest 

plan to set up because it’s just a turbocharged IRA:  

 

 If you’re self-employed, you can contribute and deduct 

up to 25% of your “net self-employment income.”  
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 If your business is incorporated and you’re salaried, 

you can contribute 25% of your “covered 

compensation,” which essentially means your salary.  

 

 The maximum contribution for any single employee 

2016 is $53,000. 

.  

 If you’ve got employees, you’ll have to contribute for 

them, too. You generally have to contribute the same 

percentage for your employees as you do for yourself. 

However, if your income is significantly higher than 

that of your employees, you can use what’s called an 

“integrated” formula to make extra contributions for 

higher incomes. 

 

 The money goes straight into regular IRA accounts you 

set up for yourself and your employees. There’s no 

annual administration or paperwork required.  

 

 SEP assets accumulate tax-deferred over time. You’ll 

pay tax at ordinary income rates when you withdraw 

them in retirement. There are penalties for early 

withdrawals before age 59½, and for failing to take 

required minimum distributions beginning at age 70½. 

 

The SEP is easy to adopt, easy to maintain, and flexible. If 

there’s no money to contribute, you just don’t contribute. 

But remember, the contribution is limited to a percentage of 

your covered compensation. So, for example, if you set up 

an S corporation to limit your self-employment tax, you’ll 

also limit your SEP contribution because it’s based on that 

lower salary amount. 
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SIMPLE IRA

 

The next step up the retirement plan ladder is the SIMPLE 

IRA. This is another “turbocharged” IRA that lets you 

contribute more than the usual $5,500 limit:  

 

 You and your employees can “defer” and deduct 100% 

of your income up to $12,500. If your income is under 

$50,000, that may be more than you could sock away 

with a SEP.  

 

 If you’re 50 or older you can make an extra $3,000 

“catch up” contribution.  

 

 But – you have to match everyone’s deferral or make 

profit-sharing contributions. You can match employee 

contributions dollar-for-dollar up to 3% of their pay, or 

contribute 2% of everyone’s pay whether they choose to 

defer or not. If you choose the match, you can reduce it 

as low as 1% for two years out of five.  
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 The money goes straight into employee IRAs. You can 

designate a single financial institution to hold the 

money, or let your employees choose where to hold 

their accounts. 

 

 There’s no set-up charge or annual administration fee. 

 

 SIMPLE assets accumulate tax-deferred over time. 

You’ll pay tax at ordinary income rates when you 

withdraw them in retirement. There are penalties for 

early withdrawals before age 59½, and failing to take 

required minimum distributions beginning at age 70½. 

 

The SIMPLE IRA may be best for part-time or sideline 

businesses earning less than $50,000, because the flat 

$12,500 contribution is higher than the 25% SEP 

contribution for incomes up to $50,000.  

 

401(k)
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The next step up the retirement plan ladder is the 401(k). 

Most people think of 401(k)s as retirement plans for bigger 

businesses. But you can set up a 401(k) for any size 

business. In fact, you can even set up what’s called a “solo” 

or “individual” 401(k) just for yourself. 

 

The 401(k) is a true “qualified” plan. This means you’ll set 

up a trust, adopt a written plan agreement, and choose a 

trustee. But the 401(k) lets you contribute far more money, 

far more flexibly, than either the SEP or the SIMPLE. 

 

 You and your employees can “defer” and deduct 100% 

of your income up to $18,000. If you’re 50 or older, 

you can make an extra $6,000 “catch up” contribution. 

 

 You can choose to match contributions, or make 

“profit-sharing” contributions up to 25% of everyone’s 

pay. (If you operate as an S corporation, you can 

contribute up to 25% of your salary, but not any pass-

through distributions.) That’s the same percentage you 

can save in your SEP – on top of the $18,000 deferral. 

 

 The maximum contribution for 2016 is $53,000 per 

person, plus any “catch up” contributions.  

 

 You can offer yourself and your employees loans, 

hardship withdrawals, and all the bells and whistles 

“the big boys” offer their employees. 

 

 You can use “cross-testing” to skew profit-sharing 

contributions to favored employees. “Age weighted” 

plans allocate more to older employees (on the theory 

that they have less time to save for retirement); 

“integrated” and “super-integrated” plans allocate more 

to higher-paid employees (on the theory that they get no 

benefit from Social Security for their income above the 



33  

 

Diane Gardner, EA, CTC 

Social Security wage base); and “rate group” plans 

divide employees into groups (such as managers, 

administrators, and salespeople) and make different 

contributions for each group. 

 

 401(k) assets accumulate tax-deferred over time. You’ll 

pay tax at ordinary income rates when you withdraw 

them in retirement. There are penalties for early 

withdrawals before age 59½, and failing to take 

required minimum distributions beginning at age 70½. 

 

The downside? 401(k)s are true “qualified” plans, which 

makes them harder to administer than SEPs or SIMPLEs. 

You have to establish a qualified-plan trust to hold plan 

assets. The trust will have to file Form 5500, an 

informational return reporting contributions and assets, 

every year. And there are complicated anti-discrimination 

and “top-heavy” rules to keep you from stuffing your own 

account while you stiff your employees.  

 

However, if the 401(k) really does make sense, there are 

three alternatives that might make administration easier: 

 

 A “SIMPLE” 401(k) avoids nondiscrimination and top-

heavy rules in exchange for guaranteed employer 

contributions. You and your employees can defer 25% 

of covered compensation up to the SIMPLE plan 

contribution limits. Your business has to contribute 2% 

of covered comp or match contributions up to 3% of 

covered comp. This works if you want a true 401(k), 

but you’re afraid your employees won’t contribute 

enough to let you make meaningful deferrals. You can 

also convert an existing 401(k) to a SIMPLE 401(k). 

 

 A “Safe Harbor” 401(k) avoids nondiscrimination (but 

not top-heavy) rules in exchange for bigger employee 
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contributions. You and your employees can defer up to 

the regular 401(k) limit. You can either: 1) contribute 

3% of covered comp; or 2) match contributions dollar-

for-dollar up to 3% of covered comp and fifty-cents-on-

the-dollar for contributions between 3% and 5% of 

covered comp. You can even make extra profit sharing 

contributions on top of the required contributions. 

 

 If you operate your business all by yourself, with no 

employees other than your spouse, you can establish an 

“individual” 401(k) with less red tape. 

 
Finally, if you want to contribute more than the $53,000 

limit for SEPs or 401(k)s, you might consider a defined 

benefit plan. This is your father’s retirement plan – the 

traditional “pension plan” that so many employers have 

stopped offering because they can’t afford it anymore. 

However, it can still be a great choice for older, highly 

compensated business owners with few employees. 
 

Defined Benefit Contributions

Age Regular DB 412(i)

45 $80,278 $164,970

50 $133,131 $258,019

55 $211,448 $395,634

60 $236,910 $450,112

Projections based on retirement at age 62 with $165,000 annual pretax 

income.
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 Defined benefit plans let you guarantee up to $210,000 

in annual income (2106 limit).  

 

 You can contribute – and deduct – as much as you need 

to finance that benefit. You’ll calculate those 

contributions according to your age, your desired 

retirement age, your current income, and various 

actuarial factors.  

 

 A 412(i) plan (sometimes called a 412(e) plan), which 

is funded entirely with life insurance or annuities, lets 

you contribute even more.  

 

The biggest problem with the defined benefit plan is the 

required annual contributions. If your business doesn’t have 

the money, you still have to pay. However, you can 

combine a defined benefit plan with a 401(k) or SEP to 

give yourself a little more flexibility. Let’s say you could 

contribute up to $100,000 to a defined benefit plan, but 

you’re not confident you can commit to that much every 

year. You might set up a defined benefit plan with a 

$50,000 contribution, then pair it with 401(k) for another 

$50,000. If business is poor in a particular year, you can 

choose to skip the 401(k) that year. 

 

So, now that we’ve covered the menu of traditional 

employer-sponsored retirement plans, let’s throw another 

wrench into the mix. Do you even want or need a 

traditional plan? Or would you be better off with an 

alternative? Perhaps even giving up the current tax break? 

 

All of the plans we’ve discussed so far assume that you’re 

better off taking a tax deduction for plan contributions now, 

as they go in the plan, then letting plan assets accumulate 
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tax-free over time, and then paying tax on withdrawals, at 

ordinary income rates, when you need them for retirement.  

 

That’s a great strategy if your tax rate is higher now than it 

will be in retirement. You benefit now by avoiding tax on 

contributions, which puts more to work for you today. And 

you benefit later by paying less tax on withdrawals. 

 

But that traditional pattern doesn’t always hold true. Maybe 

you’re young, just starting your career, and your income is 

low. Maybe you’re transitioning from one career or 

business to another, and your income is temporarily low. 

Maybe you think that tax rates in general will rise. (Today’s 

top marginal rate may seem high at 39.6%, but that’s 

actually quite low by historical standards.) Sometimes, 

contributing to a traditional retirement plan creates a 

ticking tax time bomb and actually costs you money over 

the long run. 

 

Here are two alternatives you might consider if standard 

qualified plans don’t fit the bill: 

 

 “Roth” accounts take the traditional defer-now, pay-

later arrangement and turn it on its head. The basic 

Roth IRA doesn’t give you any deduction for 

contributions you make today. But your withdrawals are 

generally tax-free so long as they’ve “aged” at least five 

years. Tax-free income sounds great, right? However, 

contributions are limited to $5,500 per year ($6,500 if 

you’re 50 or older), and you can’t contribute at all if 

your income is over $131,000 (single filers) or 

$193,000 (joint filers). (If your income is above those 

limits, you can still fund a Roth by contributing the 

maximum to a nondeductible traditional IRA, then 

immediately convert it to a Roth.) 
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If you sponsor a 401(k), you can choose to designate 

your salary deferrals up to $18,000 as “Roth” deferrals. 

You won’t get any deduction today, but your 

withdrawals down the road will be tax-free. (Any 

employer contributions will continue to be treated as 

deductible now and taxable later.) 

 

If you have a SEP, you can create a backdoor “Roth 

SEP” by making a regular deductible SEP contribution, 

then immediately converting it to a Roth. Roth 

conversions in general are a subject for another book – I 

just want you to be aware that the possibility exists. 

 

 Permanent life insurance policies that include a cash 

value can offer several significant tax breaks for 

supplemental retirement savings. There’s no deduction 

for premiums you pay into the contract. But policy cash 

values grow tax-deferred. And you can take cash from 

your policy, tax-free, by withdrawing your original 

premiums and then borrowing against remaining cash 

values. You’ll pay (nondeductible) interest on your 

loan, but earn it back on your cash value. Many insurers 

offer “wash loan” provisions that let you borrow against 

your policy with little or no out-of-pocket costs. 

. 

These advantages aren’t completely unlimited. If you 

stuff too much cash into the policy in the first seven 

years, it’s considered a “modified endowment contract” 

and all withdrawals are taxed as ordinary income until 

you exhaust your inside buildup.  

 

Insurers offer three main types of cash-value policies 

with three different investment profiles to suit different 

investors. The key is finding a policy that matches your 

investment temperament: 
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 “Whole life” resembles a bank CD in a tax-

advantaged wrapper, with required annual 

premiums and strong guarantees. Remember when 

we said the defined benefit pension was your 

father’s pension plan? Well, this is your father’s life 

insurance. 

 

 “Universal life” resembles a bond fund in a tax-

advantaged wrapper, with flexible premiums but 

less strong guarantees. 

 

 “Variable life” lets you invest cash values in a 

series of “subaccounts” resembling mutual funds in 

a tax-deferred wrapper. You can choose “variable 

whole life” with required premiums and stronger 

guarantees, or “variable universal life” contracts 

with flexible premiums and less strong guarantees. 

 

Once again, I’m not here to make you an expert in 

retirement plans or alternatives. My goal is simply to open 

your eyes to the wide variety of plans and options so that 

you can evaluate if the plan you have now is really the right 

plan for you. 
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5. Missing Family Employment 
 

Family Employment

• Children age 7+

• First $6,300 tax-free

• Next $9,275 taxed at 10%

• “Reasonable” wages

• Written job description, timesheet, check

• Account in child’s name

• FICA/FUTA savings

 

Now let’s talk about the fifth mistake: missing family 

employment. Hiring your children and grandchildren can 

be a great way to cut taxes on your income by shifting it to 

someone who pays less. 

 

 Yes, there’s a minimum age. They have to be at least 

seven years old.  

 

 Their first $6,300 of earned income is taxed at zero. 

That’s because $6,300 is the standard deduction for a 

single taxpayer – even if you claim them as your 

dependent. Their next $9,275 of taxable income is taxed 

at just 10%. That may be more income than you would 

have expected you would be able to shift downstream. 

 

 You have to pay them a “reasonable” wage for the 

service they perform. The Tax Court says a “reasonable 
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wage” is what you’d pay a commercial vendor for the 

same service, with an adjustment made for the child’s 

age and experience. So, if your 12-year-old son cuts 

grass for your rental properties, pay him what a 

landscaping service might charge. If your 15-year-old 

helps keep your books, pay him a bit less than a 

bookkeeping service might charge. Does anyone have a 

teenager who helps with your web site? What would 

you pay a commercial designer for that service? 

 

 To audit-proof your return, write out a job description 

and keep a timesheet.  

 

 Pay by check, so you can document the payment.  

 

 You have to deposit the check into an account in the 

child’s name. But it doesn’t have to be his pizza-and-

Nintendo fund. It can be a Roth IRA for decades of tax-

free growth. It can be a Section 529 college savings 

plan. Or it can be a custodial account that you control 

until they turn 21. Now, you can’t use money in a 

custodial account for your obligations of parental 

support. But private and parochial school aren’t 

obligations of parental support. Sleepaway summer 

camp isn’t an obligation of parental support. 

 

Let’s say your teenage daughter wants to spend two weeks 

at horse camp. You can earn the fee yourself, pay tax on it, 

and pay for camp with after-tax dollars. Or you can pay her 

to work in your business, deposit the check in her custodial 

account, and then, as custodian, stroke the check to the 

camp. Hiring your daughter effectively lets you deduct her 

camp as a business expense. 

 

If you hire your child to work in an unincorporated 

business, you don’t have to withhold for Social Security 
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until they turn 18. So this really is tax-free money. You’ll 

still have to jump through some paperwork hoops, like 

issuing a W-2 at the end of the year and reporting their 

income on their own return if the income is enough to 

require them to file themselves. But this is painless 

compared to the tax you’ll waste if you don’t take 

advantage of this strategy. 
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6. Missing Medical Benefits 
 

Now let’s talk about health-care costs. Surveys used to 

show that taxes used to be small business owners’ biggest 

concern. Now it’s rising health care costs. 

 

If you pay for your own health insurance, you can deduct it 

as an adjustment to income on Page 1 of Form 1040. If you 

itemize deductions, you can deduct unreimbursed medical 

and dental expenses on Schedule A, if they total more than 

10% of your adjusted gross income. But most of us just 

don’t spend that much on our healthcare. So we wind up 

losing thousands in otherwise legitimate deductions.  

 

What if there was a way to write off medical bills as 

business expenses? There is, and it’s called a Medical 

Expense Reimbursement Plan, or Section 105 Plan. 

 

“Employee” Benefit Plan

Sole Proprietorship Hire Spouse

Partnership
Hire Spouse 
(if <5% owner)

C-Corporation Hire Self

S-Corporation
>2% Shareholders/

Spouses Ineligible  
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The first thing you need to know about a MERP is that it’s 

an employee benefit plan. That means (spoiler alert) it 

requires an employee: 

 

 If your business is taxed as a sole proprietorship, you’re 

considered self-employed. You can’t establish the plan 

for yourself. However, if you’re married, you can hire 

your spouse. 

 

 If your business is taxed as a partnership, you’re also 

considered self-employed. Again, you can’t establish 

the plan for yourself. However, you can still hire your 

spouse so long as he or she owns less than 5% of the 

business. 

 

 If your business is taxed as an S corporation, both you 

and your spouse are considered self-employed. This 

means you’ll need another source of income, not taxed 

as an S corporation, to establish the plan. (Alternatively, 

you can establish a health savings account, which we’ll 

discuss in a few pages, to give yourself most of the 

same benefit as the 105 plan.) 

 

 If your business is taxed as a “C” corporation, you 

qualify as your own employee, so you can simply hire 

yourself.  

 

If you’re married, and you choose to hire your spouse, you 

don’t even have to pay him or her a salary. You can 

compensate them in the form of benefits only, which avoids 

the hassle of filing payroll returns. The main requirement 

here is that the benefits you pay have to be “reasonable 

compensation” for the service they perform. If your spouse 

works an hour a month filing invoices for you, you’ll 

probably have a hard time convincing an auditor that that’s 

“reasonable” for $4,000 worth of LASIK surgery! 
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Eligible Expenses

• Major medical, LTC, Medicare, “Medigap”

• Co-pays, deductibles, prescriptions

• Dental, vision, and chiropractic

• Braces, fertility treatments, special schools

• Nonprescription medications and supplies

 

Once the plan is in place, you can reimburse your employee 

for any medical expense they incur for themselves, their 

spouse, and their dependents.  

 

 This includes any kind of health insurance, including 

major medical, long-term care (up to specific IRS 

limits), Medicare premiums, and even Medigap 

coverage. 

 

 It includes all your copays, deductibles, “co-insurance,’ 

and other amounts insurance doesn’t pay. 

 

 It includes all your prescription drugs. 

 

 It includes expenses for things like dental care, vision 

care, and chiropractic care that traditional insurance 

might not cover. 

 



46  

  
www.AdeptBusiness.biz 

 It includes some really “big-ticket” items like braces for 

your kids’ teeth, fertility treatments, and special schools 

for learning-disabled children. Let’s say your physician 

diagnoses your 8-year-old son with ADHD, and 

prescribes tai kwon do lessons. Guess what – those 

lessons are now tax-deductible! 

 

 It even includes over-the-counter medications and 

supplies, so long as they’re actually prescribed by a 

physician. 

 

One big advantage of the MERP is that it works with any 

insurance policy. You don’t have to buy special coverage. 

You can use a MERP with insurance you buy on your own 

or insurance you buy through an exchange. If your spouse 

gets coverage from their employer, you can even set up a 

MERP in your business to cover whatever out-of-pocket 

expenses your spouse’s insurance doesn’t cover. 

 

Let’s assume you’re a sole proprietor with two kids and 

you’ve hired your husband to work for your business. The 

plan lets you reimburse your husband/employee for all 

medical and dental expenses he incurs for himself – his 

spouse (which brings you into the plan) – and his 

dependents, the kids.  

 

This includes all the expenses listed above.  

 

The best part is, this is money you’d spend anyway, 

whether you got a deduction or not. You’ll spend your 

money on glasses or your kids’ braces whether it’s 

deductible or not. The MERP just lets you move it from 

someplace on your return where you certainly can’t deduct 

all of it (and probably can’t deduct any of it), to a place 

where you can. 
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The “Paperwork”

• Written plan document

• Verify bona fide employment

• Benefits = “reasonable compensation”

• Document payments

• Third-party administrator?

 
 

Okay, how do you make it work? Well, for starters, you’ll 

need a written plan document. (We can help with that.)  

 

If you’ve hired your spouse, you’ll need to be able to verify 

that they qualify as a bona fide “employee.” That means 

you need to direct the work they perform for the business, 

the same as you would direct the work that any other 

employee performs.  

 

Here’s one important requirement that the IRS will pay 

attention to in the unlikely event you get audited. You do 

have to run the payments through the actual business. You 

can’t just pay medical bills out of the family personal 

account, total them up at the end of the year, and throw 

them on the business return.  

 

This means you have two choices. You can pay health-care 

providers directly out of the business account. Or you can 

reimburse your employees for expenses they pay out of  
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their personal funds. Let’s say your husband needs to pick 

up a prescription. He can use his own money, and you can 

reimburse him. Or he can use a business credit card and 

charge it to the business directly. 

 

There’s generally no need for an outside third-party 

administrator, or “TPA,” if you’ve simply hired your 

spouse to write off your own family’s medical expenses. 

However, you will need a TPA if you’re reimbursing 

nonfamily employees in order to avoid violating medical 

privacy rules.  

 

There’s no pre-funding required. You don’t have to open a 

special bank or investment account, like with Health 

Savings Accounts or flex-spending plans. You don’t have to 

decide up front how much you want to contribute to the 

plan, like you do with flexible spending accounts, and 

there’s no “use it or lose it” rule. The MERP is really just 

an accounting device that lets you recharacterize your 

family medical bills as a business expense. 

 

The MERP doesn’t just help you save income tax. It also 

helps you save self-employment tax. Remember, when you 

work for yourself, you pay a special self-employment tax, 

which replaces the Social Security and Medicare taxes that 

you and your employer would share on your salary. That 

self-employment tax is based on your “net self-employment 

earnings” – but when you set up a MERP, the deduction 

reduces that self-employment income. 
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MERP Requirements

• Must cover “eligible employees”

• Exclusions

– Under age 25

– Under 35 hours/week

– Under 9 months/year

– Under 3 years service

– Collective bargaining agreement

• Excise tax on Form 720

 

Now, here’s the bad news. If you have non-family 

employees, you have to include them too. Now, you can 

exclude employees under age 25, who work less than 35 

hours per week, less than nine months per year, or who 

have worked for you less than three years. You can also 

exclude employees covered by a collective bargaining 

agreement that includes health benefits. But still, having 

non-family employees may make it too expensive to 

reimburse everyone as generously as you’d cover your own 

family.  

 

Obamacare also imposes a pesky new excise tax 

requirement on MERPs called the “Patient Centered 

Outcomes Research Trust Fund Fee,” or PCORI fee. For 

plans operating in 2016, that means a $2.17 per person tax, 

reported on IRS Form 720, and due by July 31, 2017 
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Yes, you heard that right. Two bucks. Eight quarters. You 

can’t even buy a decent cup of coffee for that much. But the 

statutory penalty for failing to file that report can be as high 

as $10,000. And while it’s not likely the IRS will ever 

actually impose that fine, you still want to make sure you 

dot your “i’s” and cross your “t’s.” 

 

Health Savings Accounts 
 

Health Savings Accounts

1. “High deductible health plan”

- $1,300+ deductible (individual coverage)

- $2,600+ deductible (family coverage)

Plus

2. Tax-deductible “Health Savings Account”

- Contribute & deduct up to $3,350/$6,750 per year

- Account grows tax-free

- Tax-free withdrawals for qualified expenses

 

If a Medical Expense Reimbursement Plan isn’t appropriate 

– either because you don’t have a spouse to hire, or you 

have non-family employees you would have to cover – 

consider establishing a Health Savings Account. These 

arrangements combine a high-deductible health plan with a 

tax-free savings account to cover unreimbursed costs. 

 

To qualify, you’ll need to be covered by a “high deductible 

health plan.” This means the deductible is at least $1,300 
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for single coverage or $2,600 for family coverage. Neither 

you nor your spouse can be covered by a “non-high 

deductible health plan” or by Medicare. The plan can’t 

cover any expense, other than certain preventive care 

benefits, until you satisfy the annual deductible. You’re not 

eligible if you’re covered by a separate plan or rider 

offering prescription drug benefits before the minimum 

annual deductible is satisfied. 

 

Once you’ve established your eligibility, you can open a 

deductible “health savings account” to cover out-of-pocket 

expenses not covered by your insurance. For 2016, you can 

contribute up to $3,350 if you have individual coverage or 

$6,750 if you have family coverage. (If you’re 55 or older, 

you can save an extra $1,000 per year.)  

 

HSAs are easy to open. Most banks, brokerage firms, and 

insurance companies offer them. Many times you can even 

get a debit card to charge expenses directly to the account. 

 

Once you’re up and running, you can use your account for 

most kinds of health insurance, including COBRA 

continuation and long-term care (but not “Medigap” 

coverage). You can also use it for the same sort of expenses 

as a MERP – copays, deductibles, prescriptions, and other 

out-of-pocket costs.  

 

Withdrawals are tax-free so long as you use them for 

“qualified medical costs.” Withdrawals not used for 

qualified medical costs are subject to regular income tax 

plus a 20% penalty.  

 

After your death, your account passes to your specified 

beneficiary. If your beneficiary is your spouse, they can 

treat it as their own HSA. If not, your beneficiary will pay 
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ordinary tax on the account proceeds (but not the 20% 

penalty). 

 

The Health Savings Account isn’t quite as powerful or 

flexible as the MERP. You’ve got specific dollar limits on 

what you can contribute to the account, which might not 

match your out-of-pocket costs. And there’s no self-

employment tax advantage as there is with a MERP. But 

Health Savings Accounts can still help cut your overall 

health-care costs by giving you bigger tax deductions. 
 

Flexible Spending Accounts 

 

Flexible spending accounts (“FSAs”) let you set aside pre-

tax dollars for a variety of nontaxable fringe benefits, 

including health and disability insurance and medical 

expense reimbursement. Plan contributions avoid federal 

income and FICA tax. 

 

The new Obamacare rules let you contribute up to $2,550 

per year to your account. Before Obamacare, there were no 

contribution limits at all. Many observers have called the 

new $2,550 limit a tax in disguise, especially for older 

workers with expensive prescriptions who tend to 

contribute more to their accounts. 

 

Once the money is in the account, you can use it for most 

medical expenses. However, nonprescription drugs and 

supplies, long-term care coverage, and associated expenses 

are not eligible FSA expenses. 

 

Your employer deducts plan contributions from your 

paycheck and deposits them into your account until you 

claim your reimbursements. 
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When you enroll, you have to choose how much to 

contribute each pay period. You generally can’t change 

your contribution amount in the middle of the plan year 

unless there’s a change in your “family status.” Eligible 

changes include marriage or divorce; birth, adoption, or 

death of a child; spousal employment; change in a 

dependent’s student status; and the like. 

 

You can claim your full year’s reimbursement as soon as 

you incur qualifying expenses, whether you’ve fully funded 

your account for that amount or not. 

 

Historically, FSA rules have required you to use your 

account balance by the end of the year or forfeit it. 

However, many employers' plans have taken advantage of a 

subsequent ruling that lets them amend their plans to 

provide a 2½ month grace period immediately following 

the end of the year. 
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7. Missing a Home Office 
 

Home Office

 

Home office expenses are probably the most misunderstood 

deduction in the entire tax code. For years, taxpayers feared 

it guaranteed them an audit. Plenty of tax professionals 

were happy to go along with that myth. (Maybe they 

thought it made their jobs easier!) But the U.S. Supreme 

Court made it easier to qualify for the deduction back in 

1994, and Congress made it even easier in 2007. So now 

your deduction is far less likely to attract attention.  

 

Your home office is deductible if: 

 

 It’s your “principal place of business,” 

 

 You use it to meet clients, patients, or prospects in the 

normal course of your trade or business, or 
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 It’s a separate structure not attached to your dwelling 

unit. 

 

Most deductible home offices qualify under Rule #1. IRS 

Publication 587 says your home office qualifies as your 

principal place of business if:  

 

1. you use it “exclusively and regularly for 

administrative or management activities of your 

trade or business,” and  

 

2. “you have no other fixed location where you 

conduct substantial administrative or management 

activities of your trade or business.”  

 

This is true even if you have another office, so long as you 

don’t use it more than occasionally for administrative or 

management activities.  

 

Example: You’re a real estate agent and you have a 

desk at your broker’s office. Your home office qualifies 

as your principal place of business so long as you use it 

to manage your business and keep your books, and you 

don’t regularly do that at your desk at the broker. 

 

Your home office doesn’t have to be an entire room. You 

can use part of a room as long as it meets the requirements. 

You can also claim a workshop, a studio, or any other 

“separately identifiable” space you use to store products or 

samples. If you use it for more than one business, both have 

to qualify to take the deduction. 

 

You have to use your office regularly and exclusively for 

business. “Regularly” generally means 10-12 hours per 

week. To prove your deduction, keep a log and take photos 

to record your business use.  
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Once you’ve qualified, you can start deducting expenses. If 

your business is taxed as a proprietorship, you’ll use Form 

8829. If you’re taxed as a partnership or corporation, 

there’s no separate form, which helps you “fly under the 

radar.”  

 

“Business Use Percentage”

180

2400

 

 Start by calculating the “business use percentage” of 

your home. You can divide by the number of rooms if 

they’re roughly equal, or calculate the exact percentage 

of the home’s square footage the office occupies. If you 

use the second method, you can exclude common areas 

like halls and stairs to boost the overall business use 

percentage. 

 

 Next, you’ll deduct your business use percentage of 

your rent or your mortgage interest and property taxes. 

(Deducting those expenses on your business return can 

save you more than on your personal return. For 

example, if you’re subject to AMT, you lose your 
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property tax deduction. If your AGI is over $305,050, 

the Pease limits cut your itemized deductions. Claiming 

a home office lets you rescue that lost deduction, at 

least for the part of the home you use for business.) 

 

 You’ll depreciate the business use percentage of your 

home’s basis (excluding land) over 39 years as 

nonresidential property.  

 

 Finally, you’ll deduct your business use percentage of 

utilities, repairs, insurance, garbage pickup, and 

security.  

 

Are there any expenses you can allocate directly to your 

home office? Maybe you spent extra to renovate the room 

itself. Maybe you have especially high electric bills for 

home office equipment? You can claim those as “direct” 

expenses. 

 

You can also deduct the cost of furnishing, carpeting, and 

decorating your home office.  But be reasonable! If you 

buy a Picasso at auction, you don’t get to deduct it just 

because it’s in your office! 

 

You can use home office expenses to reduce taxable 

income and self-employment income from your business, 

but not below zero. If your home office expenses in a 

particular year are more than your net income from your 

business, you can carry forward the difference to future 

years. 

 

When you sell your home, you’ll have to recapture any 

depreciation you claimed or could have claimed after May 

6, 1997. You can still claim the usual $250,000 or $500,000 

tax-free exclusion for space you use for your office unless 

it’s a “separate dwelling unit.” 
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If this all seems like too much work, there’s a new “safe 

harbor” method that lets you claim a flat $5 per square foot 

(regardless of your actual expenses) for up to 300 square 

feet of qualifying home office space (regardless of what 

percentage it occupies in your home). If you use the safe 

harbor, you’ll continue to deduct your mortgage interest 

and property tax on Schedule A. However, you’ll forego 

any depreciation deduction. And if the safe harbor 

deduction reduces your business income below zero, 

there’s no carrying forward the loss.  

 

The safe harbor is certainly easier than the traditional 

method. However, using it might not let you claim nearly 

as much as the traditional method. The only way to know is 

to run the numbers and calculate the deduction both ways. 

 

Claiming a home office can also boost your car and truck 

deductions. That’s because it can minimize or even 

eliminate nondeductible commuting miles for that business.  

 

Example: You’re a real estate agent with a desk at your 

broker’s office. If you don’t have a home office, your 

trip from home to the office is a nondeductible 

commute. However, if you have a home office, and you 

start your workday in that office, your “commute” is the 

trip to the home office, and your trip from home to your 

desk at the broker is a deductible trip from one business 

location to another. 
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8. Missing Car & Truck Expenses 
 

Now let’s talk about the most common mistake that 

business owners and professionals make with vehicle 

expenses – specifically, calculating them the wrong way.  

 

You know that you can calculate your “actual expenses” for 

operating your vehicle. Or you can use a much easier 

standard allowance. For 2016, the allowance is 54 cents per 

mile. Sounds pretty good, right? Well, it might surprise you 

to see how much it really costs to operate your car. And it’s 

almost never 54 cents per mile!  

 

Every year, AAA researches vehicle operating costs. As the 

chart shows, if you’re taking the standard deduction for a 

car that costs more than 54 cents/mile, you’re losing money 

every time you turn the key.  

 

AAA Driving Costs Survey (2016)

Vehicle Cents/Mile

Small Sedan 44.9

Medium Sedan 58.1

Large Sedan 71.0

4WD SUV 70.8

Minivan 62.5

Figures assume 15,000 miles/year; $2.86/gallon gas
 

 



62  

  
www.AdeptBusiness.biz 

Your first step involves calculating your “business use 

percentage” (BUP) for your vehicle. The IRS divides your 

trips into three categories: 1) business; 2) commuting; and 

3) personal. Ordinary commuting and personal trips are 

nondeductible. Trips from home to your first business stop 

and trips from your last business stop to home are personal. 

(Daily trips to the bank, post office, and similar stops 

where you perform no service don’t qualify as “business.”) 

 

Oh, and because you’ll ask – yes, you can deduct the cost 

of plastering your name and logo on your vehicle. But the 

IRS specifically says it won’t convert personal or 

commuting miles into deductible business miles. Sorry! 

 

Now that we know what qualifies as “business” miles, the 

IRS gives you four ways to track them. All four require you 

to keep “adequate records or other sufficient evidence” to 

support your business use. This means logging mileage at 

least weekly and keeping receipts for all expenses over $75. 

 

1. “Brute Force” method: Record every business mile 

you drive for the year. Divide your business mileage by 

your total mileage for the year to calculate BUP. (If you 

use more than one car for business, this is the method 

you have to use. I know, what a hassle.) 

 

2. “90 days” method: Record your business miles for a 

“typical” 90-day period. Divide that amount by your 

total mileage for that period to calculate BUP, then use 

that percentage for the entire year. 

 

3. “First Week” method: Record your business miles for 

the first week of each month. Divide that amount by 

your total miles for that period and use it for the entire 

month. 
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4. “Simplified” method: Record your starting and ending 

mileage for a 90-day period. Record your personal and 

commuting miles for that period, and assume all the 

rest of your miles are for business. Calculate your BUP 

and use it for the entire year. (This is the easiest method 

if most of your miles are for business.) 

 

Travel between temporary business stops is deductible. So, 

for example, if you leave home, make six business stops, 

meet a prospect for dinner, then drive home, your mileage 

between your first stop and the restaurant is deductible. 

However, if you have a regular business stop (one that you 

make at least 8 to 10 times in a six-month period) that you 

expect to last less than a year, you can count those as 

business miles, too. If home is your principal place of 

business, then all business trips are deductible. 

 

Once you’ve calculated your BUP, you have two ways to 

calculate your deduction. 

 

1. The mileage allowance – which is 54 cents/mile for 

2016, plus parking, tolls, and your BUP of interest on 

your car loan and state and local personal property tax 

on the vehicle. (While we’re at it, the allowance for 

charitable use of the vehicle is capped at just 14 

cents/mile, and for medical and moving use, 23.5 

cents/mile.) 

 

2. The “actual expense” method, where you deduct your 

full BUP of all expenses. These include: 

 

 Depreciation and interest (if you’ve bought) 

 

 Lease payments (if you’ve leased) 
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 Insurance 

 

 Gasoline, oil, and car washes 

 

 Tires, maintenance, repairs 

 

 License and registration fees 

 

 Personal property tax 

 

 Parking and tolls 

 

Which one saves the most? Easy – try them both and see. 

Generally, the more you drive, the more the allowance 

saves. That’s because the allowance assumes 14 cents/mile 

for depreciation – and as your miles climb, that “assumed” 

amount can be far more than your actual depreciation. If 

you’re a real road warrior, logging 30,000 or more business 

miles per year, you’ll almost certainly come out ahead with 

the allowance, no matter what you drive  

 

Okay. What if you’ve been taking the mileage allowance 

(because it’s easier, or because your tax preparer told you it 

was all the same), and you discover you ought to be taking 

actual expenses. What now? Well, if you’re taking the 

allowance now, you can switch to the “actual expense” 

method if you own your car – but not if you lease.  

 

Unfortunately, the reverse isn’t true. You can’t switch from 

actual expenses to the mileage allowance. You also can’t 

use the allowance if you use five or more vehicles in your 

business, or you use your vehicle for hire (taxi, Lyft, Uber, 

etc.). 
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9. Missing Meals and Entertainment 
 

Meals/Entertainment

 

Now let’s take a minute to discuss some fun deductions for 

meals and entertainment.  

 

The concept here is that you can deduct the cost of meals 

you host with a bona fide business purpose. This means 

conversations with clients, prospects, referral sources, and 

business colleagues. And let me ask you – when do you 

ever eat with someone who’s not a client, prospect, referral 

source, or business colleague? If you’re in a business like 

real estate, insurance, or investments, where you’re 

marketing yourself, the answer might be “never.” Be as 

inclusive as you can with what you define as bona fide 

business discussion! 
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The general rule is, you can deduct 50% of your meals and 

entertainment, so long as it isn’t “lavish or extraordinary.” 

The IRS knows you have to eat, so you can’t deduct it all.  

But they’ll meet you halfway. You can deduct the cost of 

food, drinks, taxes, and tips. (Yes, that includes the coat 

check and valet parker.) 

 

You generally can’t deduct the cost of meals you eat with 

your spouse unless you’re traveling together for business. 

However, you can include the cost of a spouse or other 

“closely connected” person if your guest brings their 

spouse. 

 

Documenting expenses is probably easier than you think. 

You don’t need receipts for expenses under $75. But you do 

need to record five pieces of information in your business 

diary or records. (Credit card statements work for the first 

three as long as you corroborate them with the fourth and 

fifth in some sort of diary or log): 

 

1. How much you spent 

 

2. When you spent it 

 

3. Where you spent it 

 

4. Your business relationship with your guest (prospect, 

client, referral source, vendor, etc.) 

 

5. The business purpose of the meal 

 

Do you entertain at home? Do you ever discuss business 

when you do? (Of course.) Are you deducting those meals, 

too? (Probably not.) There’s no requirement that you have 

to eat out to deduct the costs of a meal. So don’t forget to 

deduct home entertainment expenses too! If you invite up 
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to a dozen guests, use the same rules as if you were eating 

out. If you invite more than 12 guests, you can deduct 

“reasonable” costs if your primary purpose is business. 

Include employees; let guests know your business purpose; 

discuss and display your product or service to support your 

deduction. 

 

You can deduct the cost of meals that you furnish 

employees (and yourself, unless you’re taxed as a 

proprietor) for the convenience of the business and not for 

compensation. These include meals you furnish on-

premises to let employees stay available for emergency 

calls, meals you furnish during short lunch periods (up to 

45 minutes), meals you furnish where there aren’t adequate 

eating places near the workplace, and any meals you 

furnish to over 50% of employees. You can also deduct off-

premises meals you provide as part of required business 

meetings. 

 

You can deduct 100%, rather than the usual 50%, of your 

expenses for meals and entertainment for sales seminars 

and similar events where the meal is integral to the 

presentation or the business. (If you’re a Somali pirate, for 

example, you can deduct 100% of the cost of meals you 

provide to crews you hold hostage on your ship.) 

 

You can also deduct entertainment expenses for events like 

ball games, movies, or concerts, if they take place directly 

before or after substantial, bona fide discussion directly 

related to the active conduct of your business. You can 

deduct the face value of tickets to events, food and 

beverages, parking, taxes, and tips. 

 

Oh, and you can deduct 100% of the cost of sporting events 

you organize to benefit charity or for employee recreation. 
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While we’re on the topic of hospitality, let’s talk about 

business gifts. Gifts you give to business associates are 

deductible up to $25 if you can show a business purpose for 

the expense or business benefit to be gained. (Married 

couples count as one person for this rule—you can’t 

deduct $25 for each.) This includes your family and friends 

if they qualify as bona fide clients, prospects, or referral 

sources. Gifts are nontaxable to the recipient. 

 

 If you give gifts of entertainment or sporting tickets, 

you can choose to deduct up to $25 as a gift, or 50% 

of the cost as an entertainment expense. If tickets 

you give cost more than $50, you’ll save more by 

counting them as entertainment. 

 

 If you give a gift to a group of recipients, such as a 

family or an office, you can deduct $25 for each 

member of the group.  

 

 Advertising specialties like pens and other 

tchotchkes with a value up to $4 each are deductible 

as advertising expenses and don’t count against the 

$25 per person annual limit for business gifts. 

Contest prizes you give to customers (but not 

employees) also qualify. 
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10. Missing Our Help 
 

Now that you see how business owners miss out on tax 

breaks, let’s talk about the final mistake. And that is 

(drumroll, please) failing to take advantage of our help. 

 

Way back in Chapter One, we talked about how most tax 

professionals drive using the rearview mirror. They do a 

fine job recording the history you give them – but they 

don’t do much, if anything, to help you write a new history 

– one that costs you less in the taxes we all hate to pay. 

 

In the course of reading this book, you’ve probably found 

some things you aren’t doing as effectively as you could be. 

Maybe you’re operating your business in the wrong entity. 

Maybe you’re missing a home office deduction you really 

deserve. Maybe you’re missing out on car and truck 

deductions, or meals and entertainment.  

 

And you probably haven’t done any real planning at all. 

(That’s OK – most of my new clients haven’t, simply 

because they don’t realize how important it really is.) 

 

If that’s the case, then isn’t it about time you stop driving in 

the rearview mirror? Isn’t it time you stop settling for just 

recording history? 

 

That’s where we come in. 

 

We give you the plan you need to stop wasting thousands of 

dollars in tax you don’t have to pay. 

 

We’ll sit down with you and your most recent returns. 

We’ll take the time to walk through those returns, item by 

item by item. We’ll look at how you make your money and 
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where you spend it. Then we’ll tie it all together in a 

comprehensive plan that helps you accomplish your goals 

in the most tax-efficient way possible.   

 

You’ll be satisfied knowing you’re doing everything the 

law allows to get that tax bill off your back. And you’ll rest 

easy knowing everything we recommend is court-tested 

and IRS-approved. 

 

We can’t promise how much you’ll save until we sit down 

with you and your returns. But we can promise you’ll save 

more than if you keep driving with the rearview mirror! 

 

So please, call us with your questions. Come to us for a 

plan. You have nothing to lose but taxes, and possibly 

thousands to gain. Why would you wait to make that call? 
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About the Author 
 

Diane Gardner, Your Tax Coach, is the best-selling 
author of ‘Stand Apart’ and ‘Why Didn’t My CPA Tell Me About 
That?’.   She has been working in the accounting field with small 
businesses since 1982.  She is the founder of Adept Business 
Solutions and Tax Pro Solutions which meet the needs of her 
clients by providing accounting and tax planning services. 

Diane is a graduate of San Jose University where she 
majored in accounting.  She is a licensed Enrolled Agent (EA) 
which allows her to prepare income tax returns in all 50 states.  
Diane is also a QuickBooks Pro-advisor, an Accredited Tax 
Preparer (ATP) and a Certified Tax Coach (CTC).  Certified Tax 
Coaches are an elite group of professionals who focus on 
helping businesses and individuals pay the least amount of tax 
that is legally possible.   

Diane has worked hard to make her businesses stand 
apart from other accounting and tax professionals by specializing 
as a tax coach. Her personal goal is to make sure business 
owners are NOT overpaying their taxes.  

One of her main goals is to be sure her clients are 
paying the least amount of tax they can legally pay.  This is 
accomplished through pro-active tax planning.  Her clients 
generally realize an average tax savings between $5,000 and 
$50,000/year.      

Her clients also benefit from her knowledge of marketing 
which she shares freely.  She writes articles, presents seminars, 
and offers coaching services so her clients can benefit from this 
information.  She is also the leader of the Business Breakthrough 
Mastermind Group. 

Why does she do all of this for other entrepreneurs?  
Because she cares about people!  She feels it is rewarding to 
grow her own business, share that information with other 
businesses, and then watch them grow too while minimizing 
taxes 

Diane has written five books, with her most recent one 
focusing on 20 areas where entrepreneurs overpay their taxes. 
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For more information about any of the information Diane 
has presented, you may reach her by calling (800) 841-0212 or 
(208) 687-0508 or by going to her websites:  

 
www.adeptbusiness.biz 

or 
 www.taxcoach4you.com .  

 
You may also email her at diane@adeptbusiness.biz or 
diane@taxcoach4you.com .    

 
Diane is married, has a daughter and one grandchild.  

She enjoys reading, camping, picnics in the woods with her 
husband, Dutch oven cooking, and spending time with her 
family.  She is active in her church and serves on the board of 
the Twin Lakes Friends Camp.   

She is also active in the Rathdrum, Post Falls, Hayden, 
and Spirit Lake Chambers of Commerce.  

 
 
 
 
 

 
 
 
 
 
 
 
 
 
 

http://www.adeptbusiness.biz/
http://www.taxcoach4you.com/
mailto:diane@adeptbusiness.biz
mailto:diane@taxcoach4you.com
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How do you choose the best accountant for your 

business? Is your accountant pro-active and always on 

the lookout to save you taxes?? 

 

ACT NOW and you can claim your FREE copy of Diane’s 

latest book, “Stop Overpaying Your Taxes!” and discover 

if you are missing valuable tax write offs for your business. 

 

How can you get a copy of this book?  You can order it on 

Amazon or you can claim your FREE copy by simply 

contacting Diane and requesting a copy of this book. 

 

 

 

Limited Time Offer! 
 

Be one of the first 25 people to contact 
Diane and receive a FREE copy of her 
latest book, “Stop Overpaying Your 

Taxes!” 
 

Email: diane@adeptbusiness.biz 
Or 

Mail: Adept Business Solutions 
PO Box 1132 

Rathdrum, ID 83858 
Or  

Call: (208) 687-0508 
 

 

 

This is a limited time offer so act quickly to claim 

your copy!   

mailto:diane@adeptbusiness.biz
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Do you need a speaker or expert 
interview for an upcoming business group 
event, live event, webinar, or tele-seminar? 
 

Diane is available as a speaker for your upcoming live 
meetings or events, podcast or radio show, or, as an expert 
interview for your tele-seminar, webinar, or live event for your 
coaching group members or clients.  She is also available to 
speak at business group events such as Chambers of 
Commerce, Rotary, etc. 
 

Why should you look into Diane and TaxCoach4You 
as a topic of interest for your members or clients? 

 
She knows how hard it is to come up with new and 

interesting topics on a regular basis.  How do you keep your 
members coming back and wanting more?  Most people have 
never heard of a tax coach or how working with a tax coach can 
save them thousands of dollars in taxes each year.  This is a 
topic that will excite any business owner and one they likely 
haven’t heard before. 
 

Diane is available to speak on the following topics: 
 Pro-active tax planning – Are You Paying Too 

Much Income Tax?  Learn the 8 tax deductions 

most often missed by business owners. 

 Are You Utilizing the Proper Entity for Your 

Business? – Many business owners are 

overpaying their taxes simply by not choosing 

the proper business entity type. 

 Does Your Business Stand Apart? – Find out 

how you can stand apart from your competition 

and increase the lifetime value of your 

customers or clients. 

 Five Simple Steps to Business Growth and 

Success – Implement these simple steps and 

watch your business grow!  
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How do you book Diane as a guest?   
 
Contact information: 
 
Diane Gardner   
PO Box 1132 
Rathdrum, ID 83858 
diane@adeptbusiness.biz  
www.taxcoach4you.com  

 
(208) 687-0508    (800) 841-0212 

 

 
 
 

 
 
  

mailto:diane@adeptbusiness.biz
http://www.taxcoach4you.com/
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