Tax Deductions
for Professionals

17t Edition

Stephen Fishman, J.D.



Table of Contents

o To 11T T o 1
Chapter 1 — Tax Deduction BasiCs............coovviiiiiiiiiiiriis s s s s s s s s s s s s s s s s s s e 3
LarNing ODJECHVES .....eiiiiiiiiiiiii ettt e ettt e e e e e e et bttt e e e e e e e anteeeeeaaa e e s e nnnbeeeeeeaeeeaannreeeeaaaeas 3
T a1 (o T U1 i o] o 1SS 3
HOW TaxX DedUCHONS WOTK....... ettt e e e e e e e eeea e e e e e e e e eeeba e e e e aaeaeees 3
Types Of TaX DEAUCHIONS ....coeiiiiiiiiiiiie ettt e e e e ettt e e e e e e s nbe e e eeaaeeeaannbbbeeeaaaeeaanns 3
You Pay Taxes Only 0N YOUF ProfitS ..........oooiiiiiiiiie oo e e eea e 4
You Must Have a Legal Basis for Your DEeAUCHIONS. ..........ouuiiiiiiiee it 4
The Value of @ Tax DeAUCHON.........ccceiiiiieee e 4
Federal and State INCOME TAXES .....uuuuuuuurriuiiiieieiuieeaeeuueeeueeeeeeeeeeeeeeeeeaeeeeeeeesereeseeeesesssssssssssssssssssnnnnns 5
Social Security and MediCare TAXES .......ciiuuuiiiiiiae et e e e e e e e e e e e e e e e e aannbreeeeaaeeaaannes 5
o= I = S T- 1V o TP PPERR 6
What Professionals Can DedUCT.............cooeiiiiiii e 6
St ANt - U EXPENSES ... ———————— 7
OPErating EXPENSES ...ttt 7

L0 T T e | b 0T T 7
INVENTOTY ...ttt 8
Pass-Through TaX DEAUCHION. .........uuuuuiiiiiiiiiiiiiiiiiiieieb bbb e bbbt e eeeeeeseeeseseenbeesenenee 8
Professionals WHhO LOSE MONEY ........coiuiiiiiiiae ettt e ettt e e e e e e et e e e e e e e e nnnnreeeaaaens 8
What IS @n NOL7 ... 8
N[O (o) U A= o Lo = T PPNt 9
NOLS for 2018 Through 2020..........eeeiieiieiee e et e e e et et e e e e e e s s aateeeeeeaaeeaaanaeeeeeaaaeassaannnennes 9

N (@IS (o) a0 2 = 1o Lo N = 1= P PRPRPRPNt 10
Annual Dollar Limit on NOL DedUCHION .........coviviiiiiiiiiceee e 10
Claiming an NOL REfUNG ...ttt e ettt e e e e e e e e eeaaaeeeanes 10
REVIEW QUUESHIONS ...ttt e e e e e oottt et e e e e e e e e ae b eeeeaaaaeesaanbbaneeeaaeeaaannneneas 11
REVIEW ANSWETS ... ettt e e oo e e ettt oo oo e e e e e ettt e e e e aeeeetaan e e eaaeeentannaeeeaeeenssnnnnaaaaaaaees 12
Chapter 2 — Choice of Business Entity.........ccccoiiiiiiiiimminccesri s 13
=TT g1 Lo IO o] [=Tex 1)Y= SRR 13
g (e T U1 i o] o 1R 13
Types Of BUSINESS ENTItIES .....ooiiiieieiiiie e e et e e e e e e e e e e e e e e anns 13
S0lE PropriEtOrShip . ———— 13
Limited Liability CompPany (LLC).......ceiiiiiiiieiee ettt e e e e e ettt e e e e e e s e et e e e e e e e e s annneeeees 14
Limited Liability Partnership (LLP)..........ueeeiiieeeeeeeee ettt a e e e 15

L7 )50 o) 1 110 o 1 15
=T 1= 5= o] 1R SUPR 16
Limiting YOUE LI@DIlITY ... ...eeeeeiiiiiiiiiiiteeeeee ettt eeneneee 17
What IS Liability 2. ... 17
Liability for Professional MalpractiCe ............cuuii i e 18
Liability for BUSINESS DEDLS ........eeiiieiiiiiiii ettt e e ettt e e e e e e e e e e e e e e e e enneeees 18
Other Types Of Li@bility ........cooiiieiieiiii ettt e e et e e e e e e e e e e e e e e e anes 19
The ROIE Of INSUFANCE.......ccc e 20
The Four Ways Business Entities Are TaXed..........ooooiiiiiiiiiiii 20
Tax Treatment ChOICES.......coc i 21
Sole Proprietorship TaxXation .......cocooiiioioeeeeceee e 21
Partnership TaxXation ... ... et e e e e e e e e et e e e e e e e enten e aas 22

S Corporation TaXation .....cccieeeeee e 22

L2 O70T g oToT =140 ) o I 1K= €= 110 o T 23
Comparing TaX TreatMENTtS. ... ...... i e ettt e e e e e e e s e e aae b ee e e e e e e e e e anseaneeeaaaeesaanseeenes 23
B IE= Y B L= [8 1o (o o - PPN 24

L IE= )G =1 L= PRSPPI 24

Owners’ EMPIoYMENt STAtUS ........uueiiiiiiiiiii et e e e e ettt e e e e e e e e ee e e e e e e e e e aanne 28



Table of Contents

Fringe BeNEfits .. ... ettt e e e e e e e e e e e e nneeeeas 30
Allocating ProfitsS @nd LOSSES ....cceeeiiiiiiiiiiiie ettt e et e e e e e e e e et ae e e e e e e e e nneeees 31
DedUCHNG BUSINESS LOSSES .....uuutiitiiiiiiiiiiiiiiiiititibttbbbbteeeeeeeeeee et eeesee bbbt bbb bbb e st e s e s e s e s senssebebneenenes 31
Retaining Earnings in YOUI BUSINESS ..........uuuiuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieieieieseeeeeseeeeebeeeeeeeeeeseseeeseeseseene 32
RS- LT I 3 34
Should You Change Your Business Entity or Tax Treatment? ..., 34
The Cost of Converting to Another BuSineSS FOIM ...........uuiiiiiiiiiiiieeie e 35
Changing Your TaX TreatMeEnt .. ... ..o ettt e e e et a e e e e e e nneeeeeeaaeeeeaanas 36
Automatic Conversion of Your Business ENtity ...........cooooiiiiiiiiiiii e 37
REVIEW QUUESHIONS ...ttt e e e e e oottt et e e e e e e e e ae b et e e e e e e e s e anbbneeeeaaeeaaannneeeas 38
REVIEW ANSWETS ...ttt e ettt oo oo et ettt oo oo e e e et ttta o e e e e eeeeetaan e e e aaeaentannaaeeeaaeennsnnnnaaaaaaaees 39
Chapter 3 — Operating EXPENSES .........cccciiiiiiiiiiiiirrcrsn s s s s s s s s s s s s s s s s s s s s s e e e 41
=TT g1 Lo IO o] [=Tex V=L SRR 41
T (e T 0T i o] o 1SR 41
Requirements for Deducting Operating EXPENSES ........uuuuuuuiriruriiieiieieeeiiiiiieeereereerrerrererrreereree.. 41
OrdiNary AN NECESSAIY .....cceiiiieiiiiiie e ettt ie e e e e e ettt e e e e e e e e aeebeeeeeaaeeaaanssseeeaaaeeaaaanssnneeeaaaaaaaanns 41
LU 13 =TT g o 1= 7= 42
BUSINESS REIAEEA. ... .ttt s bbbt bttt e s s e e e e e e renne 42
== To] g F= o[ S TP PP PP P PP PPPPPPPPPPPPPPINt 43
Operating Expenses That Are Not Deductible ..o 44
Operating Expenses Paid With Paycheck Protection Program Loans............ccccceeiiiiiiiieiiiie e, 44
Forgiven PPP LOAnS @re TaX FrEE ... ... ittt eesessseeeeneennne 44
Deductions for Expenses Paid with Forgiven PPP LO@NS ...........ccooiiiiiiiiiiiiiieieeiieeee e 45
TaX REPOMING ... 45
REVIEW QUESHIONS ...ttt e e e e e e oo ettt e e e e e e s e aebeeeeaaaeeesaanbtaeeeeaaeeaaannseneas 46
REVIEW ANSWET'S ...ttt oottt oo e et ettt oo oo e e e et ttta e e e e eeeeataan e e eaeeeentan e eeeaeeennsnnnaaaaaaaaees 47
Chapter 4 — The Pass-Through Tax Deduction ............cccoeriiiiiiimmmniinsssrs s sssnnees 49
[T g1 Lo IO o] [=Tex 1)Y= TP 49
g (e T 0T i o] o 1SR 49
You Must Have a Pass-Through BUSINESS ... 49
You Must Have Qualified BUSINESS INCOME ..........uuiiiiiiiiiiiiieeee et e e e eeeaa e 50
You Must Have Taxable INCOME ... 50
Deduction for Taxable Income Up to $164,900 ($329,800 if Married)...........ccceovereeriieeneeiieeieeneeee 51
Deduction for Income Above $164,900 ($329,800 if Married) ...........cocieiiiieiiieeciie e 51
Are You a Specified ServiCe BUSINESS?........ccocviiiiiiiiiieieeeeee e 51
Deduction for Specified Service Business Owners (Income Above $164,900/$329,800.................. 53
Deduction for Nonservice Businesses (Income Above $164,900/$329,800).........ccccccvveiireiiieeennen. 54
Taking the Pass-Through DedUCLION ............oooiiiiiiiiii 54
Strategies to Maximize the Pass-Through Deduction................ccuuiiiiiiiiiiiiiiii e 55
Keep Service Business Income Below $214,900/$429,800 Threshold...............ccoeecvuveeeeeeeieeecnnnee. 55
Form an S Corporation and Pay Yourself W-2 Wages..........ccuueiiiiieiiiiiiieiiee e 55
Separating Out NONSErviCe INCOME?....... ... e e e e e e e e e e aanes 56
File @ SEPArate REIUM ... ... uiiiiiiiiiiiiieiiiiiieie ettt e ettt e e e e ee et e e et e sss s et e sssssssssssssssssessssssnsnnnnnes 56
REVIEW QUESHIONS ...ttt e e e e e e oottt et e e e e e e e e ab e et e e e e e e e e e e anbtaeeeeaaeeaaannneneas 58
REVIEW ANSWETS ...ttt ettt e e e e ettt e e e e e e et ttta e e e e e eeeeetaan e e e eaeeaentann e aeeaaeeennsnnnnaaaaaaaees 59
Chapter 5 — Car and Local Travel EXPenSes ..........covviiiiiiiiiiiiisisss s s s s s sss s s s s s s s s s s s ssssnnnnas 61
=TT g1 To IO o] [=Tex V=L SRR 61
g (e T 0T i o] o 1SR 61
Deductible Local Transportation EXPENSES. .......oouuuuiii et e e e e e aaeeees 61
Travel Must Be fOr BUSINESS ...ttt e e e e eeeaaeas 61
Commuting IS NOt DEAUCHDIE. .........coiiiiiee e e e e e e e e e e 62
The Standard Mileage Rate ............eieiiiiieee et e e e e e e e e 63
How the Standard Mileage Rate WOrKS...........ooiiiiiiiiiiie e e e 64
When You Can Use the Standard Mileage Rate............oouuiiiiiiiiiiiii e 64

i



Table of Contents

The Actual EXpense MEthOd ... ... ettt e e e e e e e et e e e eeeeeeennnns 65
How the Actual Expense Method WOrKS...... ..o 65
Record-Keeping ReqUIFEMENTES ...t e e 66
Vehicle Depreciation DeAUCHIONS..........oooiiiii et e e e e e e e e eeeeennns 66
ICT= g To - O - T PSR SRP 69
Other Local Transportation EXPENSES ......cccoiiiiiiiiiieeeeceeee e a e e e e e e e e e e eas 70

Reporting Transportation Expenses on SChedule C .............uuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiireerereeeeeeeerere. 70

When Clients ReIMDUISE YOU .....coooiiiieiccce 71

Professionals With BUSINESS ENTItIES.........uuuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieiieeeeeeeeeseesaeaeeeeeeseseeesesresesesenrreereee 7
USING YOUE OWN A5 ..ttt e ettt e e e oottt e e e e e e e s aaet et e e e e e e s e e mnteeeeaaaeeaaannsbeaneaaaaesaaannenens 71
USING @ COMPANY Ca5 ... ittt e e ettt e e e e e e e s e ee e eeeeeaeeaaaannteeeeaaaeaaaannsseseeaaaaeeaaannrnenes 72

REVIEW QUESTIONS ... .ttt ettt ettt ee e s eesss ettt e e s s s s et s s s s s s s s s st s s s s s st sssesssssnnesnnnnnn 74

REVIEW ANSWETS ...ttt ettt e e e e ettt e e e e e e et ttta e e e e e eeeeetaan e e e eaeeaentann e aeeaaeeennsnnnnaaaaaaaees 76

Chapter 6 — Long-Distance Travel EXPENSES ............coovieiiiiiiiiiiiiiniinsssssssssssssssssss s sssss s s s s s s s s s s ssssnsnnnas 79

[T g1 Lo IO o] [=Tex 1)Y= TP 79

T eTo 0T i o o 1SR 79

What IS BUSINESS TIraVEl? ....ccceeiiieeeeeeeeeeeeeeeee e 79
Where IS YOUr TaX HOME?......cco i 80
Your Trip MUst Be fOr BUSINESS.........cociiiiiiiiiiiieieeeeeeeeeeeeee e 81

What Travel Expenses Are DeductiDle ............ e 82
Traveling First Class OF STEEIAgE ... ...uuiii ittt e e e e e et e e e e e e e anneeeeeaaaaens 83
Taking People WIth YOU........ooo i 83

HOW MUCH YOU Can DEAUCE ... .uuutitiiitiiiiiiieiieitaeeteeseteaeeeeeseeeeeessesssssssssseesesssessssssssssssssssssssssssssnnssnnnsnes 84
Travel Within the United States..........ccooviiiiiiiii 84
Travel Outside the United States...........coovviiiiiiii i, 84
L7 ) V7Y 4 1o ) T 86
I\ LT o) 2111 o TP 86
Calculating Time Spent 0N BUSINESS ...t a e e e 87
Limits on Meal EXpense DedUCHION ......... .o e e e e 87

Maximizing Your Business Travel DEdUCHIONS ...........uuuuuiiiiiiiiiiiiiiiiiiiiiiiiiiieiiieseeeeeeeeeeeeeeeeeeeeeeeeeeeeenneee 89
g P2 T 1Y 1= = o PSPPSR 89
o = =T o 1Y I = T PSP 89
MaximizZe YOUr BUSINESS DAYS.......uuuuuuiiiiiiiiiiiiiiiiiiiiiiiiiititeaeeeeeeeeeeeeesesesessbeeebbbeeebeeeeeesssesessseneesnennnes 90
Take Advantage of the Sandwich Day RUIE............ooooiiiiiiie e 90

Travel Expenses Reimbursed by CHENtS ............uiiiiiiii e 91

REVIEW QUESTIONS ... vttt ettt ee e e e e s s s ettt ettt s s s s s s s s s s s s s s st s s s s ssessnnssnnnnnn 92

REVIEW ANSWETS ...ttt e oot e e e e ettt oo oo e e e et ttta e e e e e eeeeetaan e e eeaeeentann e eeeaeeennsnnnaaaaaaaees 93

Chapter 7 — The Home Office Deduction ...........ccovviiiiiiiiiiiiiccc e e e e s s s s e s e e s e e e e e e e e e e e e e e e e ee e 95

=TT g1 To IO o] [=Tex V=L SRR 95

g (e T U1 i o] o 1R 95

Qualifying for the Home Office DedUCHION.........ccoiiiiiiiiiiei e 95
Three Threshold ReqQUINEMENTS. ... .. e e e e e e e e eeeaaa e e e e aeenes 95
One of Five Additional REqQUIFEMENTS .......ccooiiiiiieec s 96
Special Requirement for EMPIOYEES ......ccooiiiiiiicieieeeeeeeeeee e 99

Calculating the Home Office DedUCHION ...........uiiiiiiiiiiiei et e e e e 100
How Much of Your Home Is Used fOr BUSINESS? ..........uuuuuiiiiiiiiiiiiiiiieiiiiiiiirineeeeeeeeeeeeeeerrereennnen. 100
What Expenses Can You DedUCE? .........oooiiiiiiiic e 101

Simplified Home Office Deduction Method ..........cccooiiiiiiiiiieeeee e 104
How the Simple MeEthOO WOTKS .........uuuieiiiiiieiiiiiiiiieeieeeieeeereeeeeeeeeeeeeeesesssaeseeeeeeseeesssesssssssssssssssssnnes 105
Is the Simplified Method @ Good DEal? ...........ooovviiiiiiiiiieeeee 106

How to Deduct HOME OffiCE EXPENSES. ... ..uuuuuiuuiiieeiiriirieruerttieteeeaeererererseeresrereeseerrrrrrrrrerrresrrrrrr 106
RS To L= 0] T T=1 () = 106
LLCs, LLPs, and PartnerShips...........cooouiiiiiiiieeee e et e e e 106

REVIEW QUESTIONS ... uutviiiitiietieiiieeeieeeeeee et tee ettt e e e st asess e sttt et e s st s st s s s s s s s s s s s s s s s s s st e s sssssnssnsnnnnnn 108

REVIEW ANSWETS ...ttt e e e e et ettt a e e e e e e e ettta e e e e eeeeetana e e eeaeeeessan e e eaaaaeennsnnnnaeenn 109

il



Table of Contents

Chapter 8 — Deductions for Outside OffiCes.............ceviiiriiiiiiiiii s 111
T T a1 To IO o] [=Tex 1)Y= PR 111
T (e T 0T i) o 1P 111
If YOU RENE YOUI OffiCE ciiiiiiiiiiiiiieeeeeeee e 111

TimMING Of DEAUCHIONS ...ttt e e e e e ettt e e e e e e s s et e e e e e e e e e s aannnneeaaaaens 111
Improvements and REPAITS .......... it e e e e e e e e ene e e e e e e eeeeaaaas 112
Cost Of MOAIfYING @ LEASE...... e ettt e e ettt et e e e e e e et ee e e e e e e e e e anneneeeeaaaeeaaanns 113
Cost Of CaNCElING @ LEASE .......eeeiiieiiiee ettt e e e e e e ettt e e e e e e e e e nnereeeeaaaeeeaanns 113
If YOU OWN YOUE OFffiCE ..oiiiiiiiiiiiiieiee et 113
OPErating EXPENSES ... .o 113
Improvements and REPAITS .........u it e e e e e e e ee e e e e e e eeeaaaaas 113
SECHON 179 EXPENSING ...eiiiiiiiiiitiii e ettt e e ettt e e e e e e e e ettt be e e e e e e e s aaneseeeeaaeeaaaannebeneeaaaeeaaanns 113
7o LU IS 1T o Yo F- L1 o] o PP 114
Depreciation DEAUCTIONS ...........i ettt e e e e e e e et e e e e e e e e eeenenn e e e eeeeeeeennnns 114
INtEreSt DEAUCTIONS ... ettt e e e e e e ettt e e e e e e e eeeata e e e e eeeeeenennnnn 115
el o 1T YA = V= TP PO P PP P T PP PPPPPPPPPPPPPPPRY 115
If You Lease a Building t0 YOUF PracCtiCe .........oouuiiiiiiiie ettt ea e 116
REVIEW QUESHIONS ...ttt e e e e e e ettt e e e e e e s e nate e e e e e e e e e s s e anbtbaeeeaaeeaaannnnneeas 117
REVIEW ANSWETS ...ttt e et e oo e e et ettt a e e e e e e e ettta e e e e e eeeeneanaa e e e eeeeeessnn e e eaaaaeennsnnnnaaenn 118

Chapter 9 — Deducting LONg-Term ASSEetS .......ccccccuiiiiiimmmmmiiiinsssrne s sssssssss s sessssssssssssssssssas 119
T T a1 To IO o] [=Tex 1)Y= PR 119
T (e T 0T i) o 1P 119
What IS @ LONG-TeIMM ASSEE ... ittt e ettt e e e e e e e sttt e e e e e e e e s s annbeneeeaaaeeaanns 119
Special Rules for Deducting INeEXpensive Property .......cooooioiioiiiiceeceeeeeee e 120

The De Minimis Safe Harbor...........oooo oo 120
Deducting Long-Term Personal Property: Bonus Depreciation, Section 179, Regular Depreciation .. 124
Property Eligible 10 DEAUCT. .........uuuiiiiiiiiiiiiiiiiieiiiiit bbb e e b b eeseeeseseeseeebbeenenee 124
MIXEA-USE PIrOPEITY ...ttt ettt ettt ettt et e e e et e e nnnnen 125
When to Take YOUr DeAUCHION ......... et e e e e e e e e e e e eeeees 125
HOW MUCH YOU Can DEAUCT ... ..uuuuiiiiiiiiiiiiiiiiiteeeiittitaeeeeeeeeseeeesessssessssssssesssssesssssssssssssssssssssssssnnnnes 126
Disposing Of LONG-TEIM Property..........ocuuueiiiiiiiiiie ettt e e e e e e eeeaaeeeaanes 126
Y =To l ad re] o =T o YT OPPPPP PP T PP PPPPPPPPPPPPPPPRY 126
270 LU I =T o Yo = L1 o] o RSP 127
Property That Qualifies for Bonus Depreciation .................uueueiiiiiiiiieiiiiiiiiiiiiiiiiieeeeeeeeeeeereeer. 127
Calculating the BONUS AMOUNL ........oiiiiieitii ettt e e e e e e ettt e e e e e e e s s annereeeeaaaeaaaanns 127
Class-Wide ReQUITEMENT ..o s e e e e e e e e aaas 128
Opting OUt OF the BONUS......coiee ettt e e e e e e s eeeeeaaeeaanns 128
Bonus Depreciation PerCeNtagEs ... . ... i i uuiiiiiiiiiiiiiiiiiiiiiiiiieibbeebeeeeeeeeeeeeeesee e bebebbebbeeeeeeeeeseeeneeeenee 128
SECHON 179 EXPENSING ...eeiiiiiiiiiiitieie e e ettt e e e ettt e e e e e e e e ebb e e e e aaeaaaansasaeeeaaaeeaaaannsesneeaaaeeaaanns 129
Deducting Repairs and IMpProvemMENtS. .........oooiiiiiiiiiie e e e et e e e e e e e eaenna e s 129
REGUIAT DEPIECIATION ... vttt ettt ettt e bttt eeenennenen 130
When to Use Regular Depreciation ... 130
How Regular DepreCiation WOIKS ............uuueeiiiiiiiiiiiiiiiiiiiiieeiiebeeieeeeeeeseeeeeeeeebeeseeeseeeeessseseseesseeeenee 131
First-Year DepreCiation .......... . et e et e e e e e e e et e e e e e e eeaaaaaas 131
(BT o] CoTedE= 1o T 1Y/ 1] 1 Lo o PSP 132
HOW t0 DedUCt LiStEA PrOPEITY.......uueiiiieiiiiiiiiiiieiiiieiiettttebebbeeebeee et seeeeb bbb bbb eeseeeeseeseneennnne 133
L070) 0 0] o TUL =Y g T 17T - 133
(D =To 8t (] g ol ad=T= I o] o= 4 TP P TP P PP PPPPPPPPPPPPPPIRt 133
6= o [PPSR 134
=101 o [ aTe =TT TP PP P PP P P PP PPPPPPPPPPPPRPRPPNt 134
BUIlAING IMPIOVEMENES ...ttt bttt bttt e s e s ee b bebeebnenennne 134
INtANGIDIE ASSELS ..o 135
Tax Reporting and Record KEEPING .......coooiiiiiiiiiiii 136
LeaSING LONG-TEIMN ASSELS ... .uuuuutiiiiiiiiiiitiittiiieebbteetteeebeeeeeeee e et e eeesees bbb e et e b e et e ettt s e s s e st s s essseseesbbbbbnennes 137
Leasing Versus PUICRESING. ... ....uuuuuiiiiiiiiiiiiiiiiieiieitiiieeiee bbbttt s s s e e e esseesseebeenennne 137
REVIEW QUESHIONS ...ttt e e e oo ettt e e e e e e s e aaee e et e e e e e e s s e antbsaeeeaaeeaaannnneneas 139
REVIEW ANSWETS ...ttt e e e e et ettt a e e e e e e e ettta e e e e eeeeetana e e eeaeeeessan e e eaaaaeennsnnnnaeenn 140

v



Table of Contents

Chapter 10 — Start-Up EXPENSES..........cccvviiiiiiiiiiiiiisss s s ssssssssssssssssssssss s s s s s s s s s s s s sssssssssssssssssssssnnnnas 141
=TT a1 Lo IO o] [=Tex 1)Y= PRSP 141
T (e T U1 i) o 1P 141
What Are Start-Up EXPENSES? .....cooieiieeeeeeeeeeee e 141
Starting @ NEW PracCliCe. .......coii ettt e e e e e st e e e e e e e e annbbneeeaaeeeaanns 141

CommON Start-Up EXPENSES. ....ciiiiieiiieieee e a e s s e e e e s s s s e a e 141
Costs That Are Not Start-Up EXPENSES .....ccoeiiiiiiiieeeeeceee e 142
BUuying @n EXIStING PraCtiCe. ... . ... uuuiiiiiiiiiiiiiiiiiiiiiiiiiieteieeeeeeee bbbt bbb e e e e e e e e esseeeseebbeeebeenenee 143
Expanding an EXiStING PracCtiCe...........uuuuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiii ettt eeeeenneeeseereeeeee 143
When Does a Professional Practice Begin? ...........ooo it 144
HOW t0 DedUCt Start-Up EXPENSES .......uuuuiiiiiiiiiiiiiiiiiiiieieritrttteeeeereeseeereseeeeeesseeerrreeesrerereresesrerrrrrrnrnne 144
Who Gets Start-Up DedUCtIONS ..........ccoviiieieeieeeee e 145
If Your Practice Doesn't Last 15 YEaIS ......ccoui ittt 145
Organizational EXPENSES ......cciiiuiiiiiiiee et ettt e e e e e ettt e e e e e e s e e neeaeeeaaaeeaaannnbbreeeaaaeeaaann 145
REVIEW QUESHIONS ...ttt e e e e e e e ekttt et e e e e e e s e anb e e e e e e e e e e e e aannbseeeeaaeesaannnnnneas 147
REVIEW ANSWETS ...ttt et e e e e et ettt oo e e e et ettt e e e e e eeeeeeaaa e e eeeaeeessan e e eaaeaeeensnnnnaaenn 148

Chapter 11 — Medical EXPENSES..........ccceiiiiiiiiiiirisress s s ss s s s s s s s sssss s s s s s s s s s s s s s s s s s s s s s s s s s s s s s snsssnnnnnas 149
T T a1 To IO o] [=Tex 1)Y= PR 149
T (e T 0T i) o 1P 149
The Affordable Care ACE (ACA) ... ... ittt e e e e e e e e et e et e e e e e e s e annreeeeaaaeeeaaanns 149

Federal Individual Health Insurance Mandate Terminated ..................uuvviiiiiiiiiiiiiiiiiiiiiiiiiiieiieieeens 149
ACA Health INSUrance RUIES.............cooviiiiiiiiiiec e 150
State Health Insurance EXChanges ............euiiiiiiioiie e 150
(00T T =l 0] o] [ L= oA =TT o L 151
Health Insurance Premium Tax CredifS...... ..o it a e e e 152
The Personal Deduction for Medical EXPENSES ..........cccvviiiiiiiiiieeeeeeeeeeeee e 152
Self-Employed Health Insurance DedUCHION ............oiiiiiiiiiiee e a e e 153
Business INCOME LiMiItation..........oooo oot e e e e e e e e e e e e e eeeeannns 154
Designating YOour Plan SPONSOT ........ciiiiiiiiiiieaa e ettt e e e e e e e ettt e e e e e e e s aaanbbbeeeeaaeesaaannsneeeaaaaeaaannns 154
No Other Health INSUranCe COVEIAgE .........ueiiiiiiiiiiiiiiie ettt ettt e e e e e e et eeaaaeeaaanes 154
TaX REPOMING ..o 154
Deducting Health Insurance as an Employee Fringe Benefit ... 155
Deducting Health Insurance Costs Paid on Behalf of EMpIOYEEs...............uvvvviveviviireieiiiiiniiiiinnnnnns 155
Sole Proprietors, LLCs, S Corporations, Partnerships, and LLPS...............cooiiiiiiiiiie . 155
L2 O70 T3 00T =1 4] 1 -, 156
EMPIOYING YOUR SPOUSE. ... ...uiiiiiiiiiee ettt e ettt e e e e e ettt e e e e e e e s e ntt et eeeaaeeaaannnenaeeeaaaeaaaann 156
Tax Credits for Employee Health INSUFANCE ............ooiiiiiiiiiiie e 157
Sick and Family Leave Tax Credits for the Self-Employed............c.oeeiiiiiiiiiiiie e 157
Credits for April 1, 2021 Through September 30, 2021 .......cccooiiiiiiieeeeeeeeeeee e 158
Credits for April 1, 2020 Through March 31, 2021 ......ccooiiiiieeeeeeeeeeeeee e 158
Adopting a Health Reimbursement Arrangement............oooo 159
Spousal Health Reimbursement ACCOUNTS.......ccooiiiiiiiiiiecce e 159
What Expenses May Be ReiMbUIrsed? ............uueiiiiiiiiiee e 160
How to Establish @ Spousal HRA .........uuiiiiiiiiiiiiiiiiiiiiiiiiiiiieeieeeeeeeeeeeeeeeeeeeseseeeeeeeessseesssssssssssssssnnees 160
Sample SPOUSAl HRA .. ... 160
Individual Coverage HRAS (ICHRAS) ......eiiiiiiiiee ettt e e e et e e e e e e nneeeeas 161
Qualified Small Employer HRAS (QSEHRAS) ......coiiiiiiiiiiee ettt e e e e e 162
Health SAVINGS ACCOUNTS ... ...ttt e e e e e e e et e e e e e e e s e nnaaeeeeaaaaeeaanneenes 164
What Are Health Savings ACCOUNTS? .......cooi it e e e e e e e e eeeaaaeas 164
EStablishing @n HSA ...ttt e e e e e e st e e e e e e e e s annereeeeaaaeeaanns 164
Making Contributions t0 YOUr HSA ... ... et e e e e e 165
Deducting HSA ContribDULIONS. .......ooiiiiiee et e e e e e e e e e e e eaes 166
Withdrawing HSA FUNGS ......oiiiieeie ettt e e e e e e s et e e e e e e e nnreeeeaaaeas 166
Are HSAS @ GOOA DBAIT ......cooeiieeeeeeeeeeeeeeeeeee e 167
HSAS fOr EMPIOYEES.....coi ittt e ettt e e e e e e e sttt e e e e e e e e e annereeeaaaaeeaannns 168
Tax REPOMNG FOr HSAS ...ttt e et e e e e e e s st et e e e e e e e s annrneeeaaans 169



Table of Contents

REVIEW QUESTIONS ... .uuiiiiiiiiiiiieiiieeeeeeeetteee ettt e e s e se s e sttt et e st s e s st e s s s st s s s s s st s s s s s s s e s sssssenssnsnnnnnnn 170
REVIEW ANSWETS ...ttt e e e e et ettt a e e e e e e e ettta e e e e e eeeeetaaa e e e aaeeeessnn e e aaaaaeeennnnnnaeenn 171
(07 1 F 101 (=T Il =Y 41 o N 173
T T a1 To IO o] [=Tex 1)Y= PRSP 173
T (e T 0T i) o 1P 173
Wat 1S INVENTOIY 2 ..ottt et e e e e e ettt e e e e e e e e e aat e e e e e e e e e e s e anteneeeaaaeaaannns 173
SUPPLIES Are NOt INVENTOTY ... 174
TaTorTe (=T a1 e= IS TU o] o) =T TP PPPPPPP 174
Deducting INVENTOrY COSES .......uueiiiiie ittt e e e e e e e et e e e e e e e e annaneeeeaaaaesaaannnnees 175
Nonincidental Materials and Supplies DedUCLION ............uuuuriuiiiiiiiiiiiieiiiiiiiieeeeeeereereeereeerreeeer 175
Books and Records Deduction for INVENTOIY.............uiiiiiiiee e 175
MaiNtaiNING @N INVENTOY ... ..uiiiiiiiiiiitt ittt ettt esesseenbebbebbnennee 176
REVIEW QUESTIONS ... .tutuiiiiiiiiiiieiiieieieeeettteteee ettt et e e s e e s e st et e st s s st st s s st s s s s s s s s s s s s s s s st e s ssesssnsnsnnnnnnnn 177
REVIEW ANSWETS ...ttt e oo e e et ettt e e e a2 e e e ettt e e e e e eeeeeeana e e e eaeeeessan e e aaaaaeennsnnnnaeann 178
Chapter 13 — More DedUCHIONS...........ccoceiiiiiiircceecrrr s s s e e e 179
T T a1 To IO o] [=Tex 1)Y= PR 179
T (e T U1 i) o 1P 179
AGVEITISING .« 179
GOOAWIIl AQVEITISING ...eeeeeeeeeiieiiee ettt e ettt e e e e e e e ettt bt e e e e e e e s e annbseeeeaaeeaaaanntneeeaaaeaaann 179
GIVEAWAY HBIMIS .ottt e ettt et e e e e e e et bbbt et e e e e e e e anteeeeeeaae e e e aneraeeeaaaeeaann 180
Website Development and Mainte@nancCe ...........cooooiiiiiiiiii e 180
Permanent SIgNS ........ooiii oottt e e e e e ettt e e e e e e e e rr e et e e e e e e e e e anereneeaaaeaaann 180
BUSINESS Bad DEbtS. ... ..ot e e e e e e e an 180
Three Requirements for DedUCHoN.............ccoiiiiiiii 181
APPIYING the RUIES ....coiiiiiiiiiiiii 182
CaASUAILY LOSSES ...t i e ettt oottt et e e e e e e e e bt ee e e e e e e e e e nnaeeeeeeaaeeeaaannrreeaeaaeeaaann 184
AMOUNE OFf DEAUCLION ...coiiiiiiiiieeeeeeee e 184
Charitable ContriDULIONS. ......ciiiiieeee s a e e e e e e e 186
ContribULIONS Of IMONEY ..ottt e e e e e e et e e e e e e e e e e nnebereeaaaeeaanns 186
ContribUtioNS Of PrOPEITY ...ttt e e e e et e e e e e e e s eeeeaaaeeeanns 186
CoNtribULIONS Of SEIVICES ... 187
L0701 14 11 o TP OPPPRRRPR 187
Disabled ACCESS TAX CFEAIt.......uuuuuuuuiuieiiiiiieiiieietieeeeeeaereeeeeeeeeeeeeeeeeeseseeeeeeseeeeeessssesssssssssssssssssssssnnnnes 188
Use of Credit by Health Care Providers.............ooiiiiiiiiieeee e a e 188
AMOUNE OF Credit.....oeiiiiiiiiiiieeeeeeeeeeee e 188
License Fees, Dues, and SUDSCHPLIONS.........cooiiiiiiiiei e 188
Lo [0 Tor= Y o] g I b o 1T LT PSP 189
Entering @ NeW ProfeSSiON...........oii ittt e ettt e e e e e e s e e e e aaaeeaanns 189
Minimum Educational ReqQUIrEMENtS ......... i e e e e eeeeennas 189
Traveling fOr EQUCATION .......coii ittt e e e e e e st e e e e e e e e s e nnreeeeaaaens 190
Entertainment and MeEaIS ... 190
g1 =Y = L 1T o | PP 190
ST PP 190
1 192
INSUraNCe fOr YOUT PraCliCe.......cccviiiiiiiiiiiieeeee e 193
Homeowners’ Insurance for Your HOme OffiCE.........uuuuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieeeseseeeeeesneserennennnee 193

L0 | [T TU T oo 193
INterest 0N BUSINESS LOGANS ..ottt e e e ettt e e e e e e e eeeesna e e aeeeeenennnns 193
[ o0 LY O Tt PP PPPPPPPPPRt 194
L7 1 - 1 T 194
LOANS 1O BUY @ PraCliC ... .uuuiiiiiiiiiiiiiiiieiiieee ittt e e bbb enbbenennne 194
Loans From Relatives and FRIENdS............. i e e e 194
Interest YOU Cant DEAUCT..........oooviiiiiiieieee e 194
Limitation on Deducting Interest by Larger BUSINESSES..........uuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiieeeeeeereneeenenneeees 195
Keeping Track of Borrowed MONEY .............eiiiiiiiiiiiiiiii et e e e e e e e e e 195

vi



Table of Contents

Legal and ProfesSional SEIVICES .......coiiuiiiiiiie ettt e e e e e e e e e e e e e e e nnneeees 195
BUYING LONG-TEIMN PrOPEITY ... .uiiiiiiiiiiiiiiiiiiiteieeeetbtbeeee bbbttt bbbt bbbt e et sesessssssseennenennne 195
SArtiNg @ PractiCe ........eeiiiieiie ettt e e e e e e e e e e e e anns 196
ACCOUNTING FEES ..ottt 196

1= T PP 196
TaToTe] o TSI = = U PPPUR 196
Self-EMPIOYMENT TAXES ..ceiiiiiiiiiiiie e e e ettt e e e e ettt e e e e e saaeeeteeeeaaeaaaanbseeeeaaeeeaaannennneeaaaesaaanns 196
= g o) [0} 0 4=] o 1A 1= V= TP PP P PP PP T P PP PPPPPPPPPPPPPPRY 196
ST 1= TS 1= (- 197
REAI PrOPEITY TAXES ....utttiiiiiiiiiiiiitiitiieeeeettteb bbbttt e e s bbbttt ettt st s et s e s es bbb bbbt e eeennnennnes 197
L1 =Y 1= (3 197

REVIEW QUESHIONS ...ttt e e e e e e ettt e e e e e e e s s nnbe e e e e e e e e e e s e annbsneeeaaeesaannnneneas 199

REVIEW ANSWETS ...ttt ettt e e e e et ettt e oo e e e e e ettta e e e e e eeeeeeaaa e e e eaaeeessan e e aaeaeeeensnnnnaeann 200

Chapter 14 — Hiring Employees and Independent Contractors.............ccoeeeiiiiiiiicicesnnssssss s s 201

T T o1 To IO o] [=Tex 1)Y= PRSP 201

T (e T 0T o) o 1P 201

Employees Versus Independent CONraCIOrS. ... ....uuuuuuuuueeierieirieerririireiereeeeeeeererreereeereresrrrererrrr. 201

Tax Deductions and Credits for Employee Pay and Benefits ... 203
EMPIOYEE PAY ...ttt ettt ettt £ttt et b ettt e et et et ittt e s nnnrnnnes 203
)Y o | B =Y T T T TP PP P PP PP PPPPPPPPPPPPPPPRY 204
STALE PAYTOIl TAXES. ... etteiieieeiiiiie et ee e ettt e e e ettt e e e e e e s e e abb bt e e e e e e e s aanntseeeeaaeaesaaannbneeaaaaeaaaanns 205
Employee Fringe BeNEfitS ..........ue i e 206
Employee Retention Credit ... ... ...ttt e e e e e e e e e e e e e 206
Payroll Tax Credits for COVID-19 Sick and Family Leave..............ccoiieiiiiiiiiiiiiiieeeiieeeee e 208

REIMBDUISING EMPIOYEES ... ettt bbbttt bbbttt s s ee b bbb e benbesenenee 210
Reimbursement Under an Accountable PIan ..............uuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieeieeeeeeeeeeeeeeneeeeeeeeeneee 210
No Deduction for Unreimbursed Employee EXPENSES ..........uuuvviiiiiiiiiiiiiiiiiiiiiiiiiiiiiieneenenernneneeennee 211

(=T aT o) [0} TaTe I o8 [ =10 11 VTP TP PO TP P P PP PPPPPPPPPPPPPRt 211
Employing YOUr Children ..... ..ottt e e e e e et e e e e e e e s annnaeeeeeaaeeaanns 212
EMPIOYING YOUR SPOUSE. ... ...eieiiiiiiieee ittt ettt e e e e e ettt e e e e e e e s antb et eeaaaeeeaannnnnseeeaaaeaaaanns 213
Rules to Follow When Employing Your Family ..............uuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiieiieeeseeeeeeeeeeeeeeeneeeeeees 213

Tax Deductions When You Hire Independent Contractors...........ccccceeveeeeieeiiee 214
NO DEAUCLIONS FOF IS TAXES. .. uuuuuuuuuuruuiuiuretrieeeuesttreeresaeseeseaessssessesesssssseesesssssssessssssssssssssnssnssnnnnns 215
Paying Independent Contractors’ EXPENSES ........ooiuuiiiiiiieae ittt e e e e e e e 215

REVIEW QUESHIONS ...ttt e e e e e e ettt e e e e e e e e aab e e e e e e e e e e s s aanbbseeeeaaeeaaannnnneeas 217

REVIEW ANSWETS ...ttt oo e et e ettt e e e e e e et ettt e e e e e eeeeeeaaa e e eaeeeeessan e e aaaeaeeennnnnnaeenn 218

Chapter 15 — Professionals Who INCOrporate ............ccceeeeiiiiiiiinsss s s s s 219

=TT g1 To IO o] [=Te1 1)Y= PRSP 219

T (e T 0T i) o 1P 219

AUtoMatic EMPIOYEE STALUS ....coii ittt e e e e st e e e e e e e s e eeeaaaens 219

L 1YL aTo I o TU ] == | PR 220
The Tax Treatment of Compensation Versus Distributions .............cccccoe 220
C Corporations and the Advantages of Employee Compensation.............ccoooeeeiiiiieieieeiiiieeeeeeeen 221
S Corporations and the Advantages of Corporate Distributions .............ccoooviiiiiiiiiiii e, 224

Employee Fringe BENEfitS ..........eiiiiiiii e 226
Qualified Fringe BeNefitS......... et a e e 226
Types Of FINGE BENEFILS .....coiiiiiieeeie e e e e e e e e e s 227
Tax-Free Benefits for S Corporation EMplOyees............ccoviviiiiiiiiiii 229
Benefits That Are Not Tax DeducCtiDIE ............uuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieeeeee e eeerereeeseeennee 230

ST T =Y g ] Lo [ I =T T 230
Only Bona Fide Loans Are Recognized by the IRS...........coooii e, 230
BeIOW-MArKet LOANS ... ..ottt e e e e e ettt e e e e e e e eeean e e e aaaeeeeennnnns 231

REVIEW QUESHIONS ...ttt e e e oo ettt e e e e e e s e aaee e et e e e e e e s s e antbsaeeeaaeeaaannnneneas 232

REVIEW ANSWETS ...ttt oot e e e e ettt e e e e e et ettt e e e e e eeeeetaaa e e e aeeeeessan e e aaaaaeeensnnnnaeenn 233

vii



Table of Contents

Chapter 16 — How You Pay BUSIiness EXPENSES ...........ccovviiiiiiiiiiiisiin s s ssssssss s s s s s s s ssnsnnnas 235
=TT a1 Lo IO o] [=Tex 1)Y= PRSP 235

T (e T U1 i) o 1P 235
YOUN PractiCe PayS ......cccoviiiiiiiiiiiiiiiiie 235
BLIE= Y I == L0 =T oL USSP 236
Documentation REQUITEMENTS ... ...ooiii et e e e e e e e e eeaeeaa e e e e e e e eeeannnas 236
Using Personal Funds to Pay for Business EXPENSES.........cooiuiiiiiiiai i 237
LLCs, Partnerships, and LLPS.........c.ooooiiiii e 237
L0750 o) =1 110 o1 239
Your Client REIMDUISES YOU .....ccciiiiiiiiiiiiiieee et e e 240
ACCOUNTADIE PIANS ...ttt e e e e e e et et e e e e e e eeetta e e e e aeeeeeennnnan 241
What Is an Accountable Plan? ..........ooo oo 241
Time Limit to Make Adequate ACCOUNTING ........oooiiiiiiiiiii 241
Payments Not Made Under an Accountable Plan ...............uuuiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeees 242
REVIEW QUESTIONS ... ..ttt e et e s e e s s sttt e st s s st sttt s s s s s s s s s s s s s s s s e s ssssenssssnnnnnen 243
REVIEW ANSWETS ...ttt et e e e e et ettt oo e e e et ettt e e e e e eeeeeeaaa e e eeeaeeessan e e eaaeaeeensnnnnaaenn 244
(00 =T o =T e Al | T U Lo OO 245
T T a1 To IO o] [=Tex 1)Y= PR 245

T (e T 0T i) o 1P 245
ANATOMY Of AN AUIL ...ttt e e e e e e sttt e e e e e e e e e nnnneeaaaeeas 245
How Small Business Owners Get in Trouble With the IRS...............uuviiiiiiiiiiiiiiiieeeeens 245
Records Available 10 AUITOIS ... ..o e e e e e e e e e e eeeannnas 245

Tax Shelters, Scams, aNd SCHEMES...........iiiiii et e e e e e e e eeees 246
TaX SHEIEIS .o 246

Tax Scams and SChEMES .........ccoi i 247
REVIEW QUESTIONS ... .uuiiiiiiiiiiiieiiieeeeeeeetteee ettt e e s e se s e sttt et e st s e s st e s s s st s s s s s st s s s s s s s e s sssssenssnsnnnnnnn 249
REVIEW ANSWETS ...ttt et e e e e et ettt oo e e e et ettt e e e e e eeeeeeaaa e e eeeaeeessan e e eaaeaeeensnnnnaaenn 250
Chapter 18 — Record Keeping and ACCOUNLING.........ccoiimmmmmiiiiniisemnrie s ssssss s 251
=TT g1 To IO o] [=Te1 1)Y= PRSP 251

T (e T 0T i) o 1P 251
RECOIAING YOUP EXPEINSES ....uutiiiiitititiiiiittiiteeeittbttebeeeeeeeeeeeeee st et e e s ee e e ettt et e st e s e s s ssesebebeebnbenennes 251
YOUr ACCOUNTING SYSIEIM ......eiiiiiiei ittt e e e ettt e e e e e e ettt e e e e e e e e s s e nbbeeeeeaaeeaaannaseeeeaaaeesaaannnnnneaaaans 251
DocumMeENting YOUr DEAUCHIONS. ... .uuuutiiiiiiiitiiiiieiiieetbtbbbeebeee ettt e bbbttt st et s s e s essnseebsenenee 252
What Supporting Documents Do YOU NEEd?..........cooiiiiiiiiiieeeee e 252
Automobile Mileage and EXpense RECOIS ...........coouiviiiiiiiiiiiiii 254
Travel and Gift EXPENSES........ccooiiiiieieeeeee e 256

Y C=To l ad re] o =T 4 |V TP PP PP PP PP T PP PPPPPPPPPPRPPPPRY 258
HOW LONG t0 KEEP YOUI RECOIS ......uutiiiiiiiiiiiiiiiiietiieettibteiet bbbttt eseeeseneenne 258
What If You Don’t Have Proper Tax ReCOrds?........ccuvviiiiiiiiiiieeee e 258
ACCOUNtING METNOAS ....oooiiiiiiiiiiiii 259
Cash METNOM ... . —————— 259
ACCIUAl METNOM. ... ettt e e e e et e e e e e e e eattn e e e e e aeeeeeennnnn 260

1= (== 1 PSP 260
REVIEW QUESTIONS ... ..ttt e et e s e e s s sttt e st s s st sttt s s s s s s s s s s s s s s s s e s ssssenssssnnnnnen 262
REVIEW ANSWETS ...ttt et e e e e et ettt oo e e e et ettt e e e e e eeeeeeaaa e e eeeaeeessan e e eaaeaeeensnnnnaaenn 263
L] X1 YOO 265
L T =N 269

viil



