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  Introduction to Tax Deductions


  
     In America there are two tax systems, one for the informed and one for the uninformed. Both are legal.


  —Judge Learned Hand




  Relax


  Relax. Tax law isn’t easy, but this book is.


  This book will not try to explain how to prepare a tax return. This book will not have you struggling with tax forms. This book will not drag you through the confusing, contradictory, confounding world of tax law.


  This book will let you know about hundreds of tax deductions that are available to every small business, every home business, every self-employed individual, every independent contractor, and every gig-economy worker.


  A CPA by the name of George Brown who was interviewed in a business magazine made a statement that has stuck with me for several years and that inspired this book: “You get a raise every time you can legitimately avoid paying a tax on something.” Every tax deduction you find will save you money on your federal income taxes, on your state income taxes, on your self-employment taxes, on local income taxes, and on any other business taxes based on net profit.


  If you really like the challenge of preparing your own tax return, I encourage you to do it. And if you don’t want to struggle with tax forms, leave that miserable job to your tax accountant. Either way, you owe it to yourself to find every tax deduction you can.


  Who Is This Book For?


  This book is for anyone working for himself or herself. This includes sole proprietors, partners in partnerships, members of limited liability companies (LLCs), and people who own their own corporations.


  This book is for shopkeepers, repair people, manufacturers, trades-people, freelancers, professionals, independent contractors, outside contractors, subcontractors, general contractors, contract laborers, entrepreneurs, consultants, mail-order businesses, internet businesses, artists, craftspeople, direct marketers, network marketers, multilevel marketers, free agents, virtual assistants, sales reps, inventors, employers, moonlighters, home businesses, full-time, part-time, sideline, you name it. Unless you are on someone else’s payroll as an employee, you are in business for yourself. You are entitled to all the business deductions in this book.


  This book is for anyone who gets a 1099-NEC (non-employee compensation) form, which is an IRS “information return” that businesses give to individuals who are doing contract work but are not on the payroll as an employee.


  This book is for on-demand workers in the gig economy: drivers, delivery people, house cleaners, service and repair people, and other contract workers getting assignments from smartphone-enabled platforms.


  This book is for employers and for people who own their own corporation and are employees of their own business.


  Investors: This book is for people who invest in their own businesses, but not for people who invest in other people’s businesses. This book is for people who offer investment consulting or financial services or brokering related to investments.


  This book is for traders in securities, people who regularly and repeatedly buy and sell securities (stocks, bonds) as a business. This book is not for people who occasionally invest in stocks or commodities or similar investments, who hold securities long term, who are not in the day-to-day world of buying and selling. These investors are not considered to be in business.


  The difference between a trader who can deduct business expenses and an investor who cannot take the deductions might be a fine distinction in some cases. Investors who have a lot of money at stake, and a potentially large tax bill, are well advised to talk to an experienced accountant.


  Rental income: Rental income may or may not be self-employment income. People who own hotels, motels, bed-and-breakfasts, and similar lodging businesses are self-employed. This income is reported as business income (on Schedule C for sole proprietors), not as rental income on Schedule E, Supplemental Income and Loss. People who manage property and rentals for others are self-employed.


  People who own residential or commercial rental property and people who earn rental income from app-based services such as Airbnb are not usually considered to be self-employed. If, however, you are regularly putting in time on the rentals—collecting rent, maintenance, repairs, tenant services, leases, paperwork—and are treating the activity like a business, particularly keeping good records, the income can be considered as self-employment, and the deductions in this book will apply. The IRS has a guideline that people who devote at least 250 hours a year to rental activity are self-employed. People who spend fewer than 250 hours a year might also qualify depending on the level of involvement in the business. This is something I suggest you discuss with an experienced accountant.


  People earning rental income who do not meet the qualifications for self-employment can still take a lot of the deductions in this book, as rental income on Schedule E.


  Statutory employees and statutory non-employees: One strange category of self-employed individuals, actually two strange categories, are people the IRS calls statutory employees and statutory non-employees. In both of these cases, the “employees” file Schedule C tax forms and can take all of the tax deductions in this book.


  Statutory employees include full-time life insurance salespeople; commission truck drivers who deliver laundry, food, or beverages other than milk; individuals working from their own homes who are hired by businesses to do work with materials provided by the businesses, typically seamstresses; and traveling salespeople working full-time selling to businesses (but not to consumers). Statutory employees are subject to regular employee Social Security and Medicare taxes and unemployment insurance, paid by whoever is hiring the employees, but otherwise are treated as outside contractors who can deduct the expenses listed in this book.


  Statutory non-employees are certain commission salespeople: direct sellers, some delivery people selling consumer goods, licensed real estate agents, and some newspaper vendors. The IRS permits these salespeople to be classified as outside contractors if there is a written agreement stating that they are independent contractors and responsible for their own taxes.


  These statutory and non-statutory employees who are not employees for tax purposes occupy an inexplicable corner of tax law, for reasons lost in the dustbin of long-ago legislation. Delivering beverages other than milk? “Curiouser and curiouser,” as Alice said.


  Performers: Independent and freelance actors, singers, musicians, and other performers are self-employed and entitled to all of the deductions in this book.


  Some performers who are hired employees (“qualified performing artists” to use the IRS term), on a payroll with tax deductions and year-end W-2 forms, may be able to write off business-related expenses (the deductions in this book) even though the performers are not self-employed. Performers who meet the following four requirements can file IRS Form 2106, Employee Business Expenses, to claim the tax deductions:


 
	Had total income for the year from all sources, not just performing, of $16,000 or less.


	Worked as a performer for at least two employers during the tax year.


	Was paid $200 or more from at least two employers ($200 or more per employer).


	Incurred business expenses of more than 10% of the income earned from performing.




  Authors and songwriters: If royalties from writing or songwriting are a regular and ongoing source of income, they are considered self-employment income. The income is reported on Schedule C of your tax return, like other sole proprietors. All the deductions in this book apply to you.


  If royalty income is only occasional or a one-shot occurrence, the royalties can be classified as supplemental income on Schedule E, Supplemental Income and Loss. This is an important distinction because self-employment income is subject to self-employment tax, but supplemental income is not. Many of the deductions in this book are also deductible on Schedule E.


  Songwriters who are also performers are generally considered to be self-employed, and the songwriting income is considered self-employment income. Most musician-songwriters combine both incomes under one business, one tax schedule.


  Marijuana businesses: Businesses that grow, process or sell marijuana (or cannabis, the same thing) or products that contain or are made from marijuana, whether recreational or medical, are severely limited in what they can deduct on their federal tax returns, even in states that have legalized marijuana sales. The only expenses that are deductible are the cost of the marijuana and shipping or delivery charges to acquire it, and any state excise taxes levied on the marijuana. No other deductions, deductions allowed for all other types of businesses, can be deducted on your federal tax return.


  Business Legal Structure


  Different legal structures, how your business is legally set up, sometimes have different tax deduction rules. Most of the tax deductions in this book apply to all businesses, but some tax deductions apply to certain types of businesses and not to others. Any deductions that have different rules for different legal structures are labeled in bold. Here is a brief summary of the different legal structures.


  Sole proprietorship: Most one-person businesses are sole proprietor-ships. If you did not incorporate or set up as a limited liability company (LLC), you are automatically a sole proprietor. All the deductions in this book except those specifically for businesses other than sole proprietorships apply to you.


  Partnership: A business owned by two or more people (other than a married couple) that does not set up as a corporation or an LLC is automatically a partnership. A business owned by a legally married couple can be a partnership, following partnership tax rules, or can be what’s known as a joint venture. See below.


  There are three different legal structures that include the word partnership: general partnership, limited partnership, and limited liability partnership. They refer to different types of business arrangements with different tax laws. The typical small business partnership is a general partnership. The deductions in this book apply to all three types of business, but all references to partnerships in this book, unless otherwise specified, are for general partnerships.


  Joint venture: A legally married couple who run a business can be a partnership or, at their option, a joint venture. In a joint venture, the two spouses run a single business but file two IRS Schedule Cs with their 1040 joint tax return, each spouse claiming half of the income and half of the expenses. For tax purposes the joint venture is two sole proprietorships, one for each spouse. The rules for joint ventures are the same as the rules for sole proprietorships.


  Limited liability company: There is some confusion about taxation of LLCs because the IRS does not recognize the LLC as a separate business category and there is no federal LLC tax return. LLCs are treated as either sole proprietorships or partnerships, depending on how the LLCs are set up.


  Multi-owner LLCs are taxed as partnerships, and the tax laws for partnerships apply.


  Most one-person LLCs are taxed as sole proprietorships, and the tax laws for sole proprietorships apply. These one-person LLCs file a Schedule C tax form, Profit or Loss from Business, the same tax form used by sole proprietors.


  However, some one-person LLCs choose to file taxes as a partnership, which is very uncommon. There is no tax benefit, and several drawbacks, to being a partnership instead of a sole proprietorship. But if your one-person LLC is structured as a partnership, the deductions in this book that apply to partnerships apply to you.


  All references in the book to one-person LLCs assume that your business is taxed as a sole proprietorship.


  Self-employed individuals: This is not really a legal structure. It is a term that encompasses sole proprietors, partners in partnerships, couples in joint ventures, and owners of one-person LLCs. All of these people are self-employed.


  Corporation: People who structure their businesses as corporations are not what the IRS calls self-employed. They are employees of their businesses. Actually, they are owner-employees. Tax deductions for owner-employees of corporations are sometimes different than for other types of businesses. The rules for C corporations are often different than the rules for S corporations. The A-to-Z listings spell out each difference.


  Also, I’m sure you know this, but a C corporation is different than a Schedule C tax form for self-employed people. Speedy readers might fly by a C, and miss or misread a deduction.


  How to Use This Book to Your Best Advantage


  This guide lists every business tax deduction I have encountered in my thirty years of tax practice, consulting, teaching, and running my own businesses. I let you know what the deductions are and whether they apply to you and your business.


  Tax laws are precise, and I’ve tried to make this book as precise as possible, but without making it so confusing and complicated that it becomes unreadable—like most of the tax guides on the market. I’ve tried to accomplish this task with a three-step system:


  Step One: For each tax deduction, the basic law is noted: Yes, it’s deductible. No, it isn’t deductible. Or maybe, it’s deductible but with exceptions.


  Step Two: Exceptions to the laws, limits or maximums, and any special situations for different types of businesses are highlighted and explained.


  Step Three: If the law is complex, and for people who want more information, I refer you to one of the free IRS publications that have the fine-print details of the laws. However, for most deductions, this step is unnecessary. That’s what this book is for.


  Read carefully: The wording in tax law is important. The words have very specific meanings. Don’t read more into the laws than what is explained here, don’t read between the lines, and don’t make assumptions, as you can easily wind up making assumptions that are inaccurate. Be particularly alert to terms such as “up to” and “as much as,” which mean that the dollar amounts shown are maximums. These terms usually show up in complicated laws with many exceptions.


  If any terminology is confusing or unclear—if you do not understand a word, a definition, or an explanation—it is important that you stop and take the time to understand its meaning before using the information. Misunderstanding tax law can lead to trouble. If you don’t fully understand the concepts, get help from an accountant. Or do your own research—carefully.


  Internet information: If you, like everybody else, are searching the internet for an answer, I want to warn you about tax information on the internet. Many websites have incorrect or out-of-date tax information. Even if you see the information multiple times on multiple sites, do not assume it is correct. Websites often lift information from other sites, sometimes word for word, without bothering to verify its accuracy. Even if you are reading information provided by tax professionals, check to see when the information was written. It might be several years old. If you can’t find a date, don’t trust it.


  The most accurate, reliable tax information on the internet is on the IRS website, IRS.gov, although it can be a challenge to navigate the site. It’s easiest to enter what you’re looking for in a search engine and then look for links to the IRS.gov website. I wouldn’t rely on any other site. Another caution: The website IRS.com is not the Internal Revenue Service. It is a commercial, privately owned site. The IRS web site ends in .gov.


  Although the IRS website and publications are current and accurate, the same cannot always be said of tax information the IRS gives out over the phone or in person. The IRS people do, on occasion, give out totally incorrect information. Tax laws are vastly complicated, and even the experts make mistakes. Do not rely on verbal information unless you can verify it. Ask the IRS person for a reference in one of the agency’s publications, and look it up.


  Expense Categories


  Every deduction listed in this book includes an expense category. The expense category is a guide to help you fill out your tax return, to figure out on what line of the tax return to post each deduction.


  Schedule C, the business tax return for sole proprietors, lists only twenty-five categories of expenses, twenty-five line items. The partnership and corporate tax returns list a similar number of categories. And here we have 475 deductions to combine into twenty-five categories. Where do the 475 deductions go? What categories?


  Some categories are obvious. Interest goes on the Interest line. Advertising goes on the Advertising line. Pencils go on the Office Expenses line. But where do you stick education expenses? Freight? Decorating expenses? Alarm systems? You can use the expense category designations in the book as a guide.


  These expense categories are only a guide. They are not law, not rigid. It is not critical which deductions go on which lines on the tax form. The IRS is not going to be upset if an expense that belongs on one line winds up on another, especially low-cost items. Even I’m not sure whether some deductions should be labeled Office Expenses or Supplies or something else. If you have a deduction you don’t know where to put on the tax return, just pick a reasonable category and put it there.


  It is a good idea to make a worksheet showing which expenses you combined for the tax return and keep it with your copy of your return; no need to send it to the IRS. This will make things a lot easier should you ever face an audit, if you need to check your figures later, or if you are just looking back a year later trying to figure out how to fill out next year’s tax return.


  There is a line on the tax return called Other Expenses, used for deductions that don’t fit into any other category. Many of the deductions in this book are shown as Other Expenses because there wasn’t a more appropriate category on the tax return. Deductions you include in Other Expenses are listed individually, unlike other deductions that are combined on the tax return. The tax return provides a separate area for listing the Other Expenses deductions. List each expense separately, then show the total on the Other Expenses line on the return.


  Just remember that the category you pick is not critical. What is critical is that you take every deduction you are entitled to, regardless of where you put it on the tax return.


  Is Every Possible Tax Deduction Listed?


  This list of 475 deductions is compiled from my studies of tax laws for thirty years (somebody’s got to do it, right?), my background as a CPA, and my experience working directly with hundreds of different businesses of all types.


  But still, I’d be a fool to say that I’ve listed every possible deduction there is. If you have a deduction not listed in this book, and if it meets the basic rules for all deductions (covered below), by all means take it. Or at least ask an accountant about it. And let me know about it too, will you? Maybe the next edition of this book will be called 476 Tax Deductions.


  Isn’t This What You Pay Your Accountant For?


  Here is the most important piece of information in this book: You have to find these deductions yourself. You are the only person who knows the ins and outs of your own business. You cannot rely 100% on your bookkeeper, your accountant, your attorney, your software, or the Internal Revenue Service.


  Any experienced tax accountant will (or certainly should) know about every tax deduction listed in this book. But your accountant can’t possibly take the time to ask you—and his or her 300 other tax clients—about every possible deduction you didn’t know about or failed to include in your records and ledgers. Your accountant, especially during the three hectic months of “tax season,” January 15 to April 15, is preparing a dozen or maybe two dozen tax returns a day. The accountant most likely wants to take your annual totals, totals you yourself have summarized from your records, or totals the accountant pulls off your accounting software, enter them into the computer, push Print, and collect his $300 fee. Next.


  If you are expecting an accountant to actually sit down with you, discuss tax deductions in detail, study your business and your records, and find you savings, you should plan to do this well before tax preparation time. Even then, you really should not expect an accountant who does not work day to day in your business to be able to rattle off every possible tax deduction you may be entitled to.


  Instead, spend a few hours with this book. Skim the A-to-Z list of deductions, and spot the ones that may apply to you. Then, if needed, ask your accountant about them. Your accountant will be of much greater help, and much greater value, if you first go through these 475 deductions before seeing the accountant. And by doing a little homework, you may significantly reduce the accounting fees.


  Well-known tax attorney Julian Block said it best: “The informed client gets the best advice.”


  Will Your Deductions Trigger an Audit?


  Are you afraid to take certain deductions because you fear they may trigger an audit? Welcome to the club. There are thousands of small businesses paying millions of dollars in taxes they don’t owe, year after year, simply out of fear of being audited.


  “Don’t take the home business deduction, it’ll guarantee an audit.” What home business owner hasn’t heard that? It is a myth. The home deduction does not invite an audit. And the same applies to most tax deductions.


  But yes, there are a few tax deductions that are red flags, ones likely to bounce your return out of the computer, to put that nasty gleam in the eye of some IRS auditor, deductions that are likely to invite an audit, and yes, ones you may want to skip or at least be careful about when preparing your tax return.


  Deductions that are likely to invite an audit are marked in bold IRS Red Flag Audit Warning in the A-to-Z list. They include large travel deductions; deductions for expenses not typically associated with your type of business; deductions for items of a personal or recreational nature; any large deductions out of line with the amount of income you are reporting. Although a home business deduction does not trigger an audit, a large home deduction combined with a small income does increase your chances of being audited.


  What will increase your odds of being audited is not so much the deductions but other things on your tax return: Loss year after year, especially for people who also have earnings from a job. An occupation targeted by the IRS because of potential “abuse” (ease of cheating), particularly businesses that deal in cash such as laundromats, car washes, and hair salons. Barter transactions. Any dealings in bitcoins or other cryptocurrency. Failing to report income that was reported to the IRS on a W-2 or a 1099 form. Claiming your dog as a dependent. Telling the IRS that the income tax is unconstitutional.


  If you discover from reading this book that you have a tax deduction that may cause you trouble, it is up to you to decide how “aggressive” you want to be or how safe you want to be when claiming the tax deduction. I think this book will help you make those decisions. But I recommend that you talk to a tax accountant about your concerns. Any good accountant should be able to help you stay within your comfort zone.


  I think that is the real key: your comfort. No amount of money is worth destroying your peace of mind. No tax saving is worth high blood pressure. But short of a sleepless night of IRS worries, if you are entitled to a tax deduction, take it. The laws were written to allow these deductions. The IRS says, Take the deductions, you don’t owe the tax. If the government in its wisdom is allowing a deduction, you in your wisdom should take it.


  When in Doubt, Deduct


  Even after all the studying, talking to experts, and getting deep into the Internal Revenue Code, sometimes you still cannot be positive that a particular deduction is or isn’t legitimate. The IRS says one thing, the Tax Court says the exact opposite, and your congressman, who dreamed up the law, is still on vacation. What do you do?


  The answer depends on your own personality, how comfortable or uncomfortable you would be if you have to face an audit, and how much is at stake. If you are only going to save a few bucks but might get a Dear Taxpayer letter from the IRS, and maybe open up a Pandora’s box you’d rather stay closed, it’s not worth the risk.


  But if you have nothing to hide and lots to save, I personally would go for it. Your chance of being audited, no matter what you deduct, is extraordinarily small. If you do get audited, the worst that can happen is the IRS will say “no dice” and demand the back taxes you’d owe anyway, plus interest. There is usually no penalty for making an honest mistake or a reasonable, though incorrect, interpretation of the law.


  I want to make one thing clear throughout this book. If any deduction is questionable, if there is any doubt, any disagreement, any IRS opposition, I spell that out in the description of the deduction. You will not be caught by surprise, you will not have to wonder whether a certain deduction can lead to possible trouble.


  Tax Loopholes and Tax Secrets


  Tax laws are often carelessly written. Every time a new tax law comes out, clever accountants and eagle-eyed lawyers find holes in the laws, find unintended deductions, and find ways around the laws neither Congress nor the IRS intended: tax “loopholes.”


  Some of these tax loopholes are legitimate, some are not, and some are what we call “gray” or questionable areas of tax law. In this book, every tax loophole that applies to business is listed and explained, so you will know which ones are legitimate deductions, which ones are questionable, and which ones are not deductible.


  Do you want to know about tax secrets? There are none. There are no secrets in tax law. There are, however, legitimate tax deductions that few people know about, sort of a secret I guess. Every “secret” deduction that applies to business is in this book.


  What isn’t in this book are “tax avoidance” schemes, “abusive” tax shelters, tax scams, or dubious deductions that will get you audited. We are not out to deceive the Internal Revenue Service or anyone else. Some of the deductions listed in this book may be “tax loopholes” or “tax secrets,” but they are genuine, acceptable, IRS-approved tax deductions. And each and every one is money in your pocket that stays in your pocket.


  Federal versus State Laws


  The laws explained in this book are federal tax laws for preparing your federal tax return. Many states have the exact same laws as the IRS, and most business deductions allowed on your federal return are allowed on your state return. But that is not guaranteed. You should study the instructions that come with your state tax forms or state tax publications or ask an accountant. You might find additional state deductions the IRS does not allow, and save even more money on your state taxes.


  Keeping Records


  Many legitimate tax deductions are lost because people don’t know about them. That’s the reason for this book. But many tax deductions are lost simply because people failed to record them. People who do not keep good records cheat themselves out of deductions because they didn’t write them down. Recordkeeping is, in fact, the very heart of taking advantage of tax deductions.


  If you don’t have a good set of financial records, STOP. If you do not have a good system for recording every business expense, STOP. Get a set of paper ledgers, or set up a spreadsheet, or get accounting software or a smartphone app, and learn how to use it. If you are confused or don’t understand recordkeeping, hire an accountant or a bookkeeper to help you set up your records and teach you the basics. Or read my book Small Time Operator: How to Start Your Own Business, Keep Your Books, Pay Your Taxes, and Stay Out of Trouble. There is an entire section devoted to setting up and keeping good financial records.


  Get receipts for everything you possibly can, set up a good filing system for the receipts, and keep the receipts at least three years. Three years from the date you file your tax return is the IRS statute of limitations for most audits. Receipts are your best proof if the IRS ever challenges a deduction. If you don’t have receipts, make notes about expenses or keep a business diary. Print copies of your bank statement and debit and credit card charges. Record mileage. And don’t forget all those tiny out-of-pocket expenses. Even small purchases can add up to a significant tax deduction.


  The IRS says that business records can be kept on paper or stored on your computer or disk or flash drive, or on the internet or a provider’s server or cloud, as long as the information can be retrieved if the IRS requests it.


  When Can You Take a Deduction?


  Most deductions are taken the year you incur the expense. But there are exceptions to this rule. Some prepaid expenses are deducted the year they apply to, regardless of when they are paid. Some expenses are depreciated or amortized, which means they are written off over several years. In the A-to-Z list of deductions, any expense that cannot be deducted currently is explained.


  Before starting a business: Expenses incurred before a business is actually open and earning income come under different deduction laws than expenses after the business is operating. These expenses are known as “Startup” expenses, though they really are pre-Startup expenses. Startup expenses, and when they can be deducted, are explained in the A-to-Z list.


  Cash Method versus Accrual Accounting


  Part of understanding when an expense can be deducted requires you to know about the two methods of accounting allowed by the IRS: the cash method and the accrual method. Almost all small businesses choose the cash method because it is easy to understand and requires much simpler recordkeeping.


  Under the cash method, also called cash basis, expenses are recorded when paid (though with some exceptions). Purchases and commitments you’ve made but haven’t yet paid for are not recorded in your expense records and are not deducted on your tax return until paid.


  The cash method does not mean that all your transactions are in cash. Don’t let the word cash confuse you. The cash method has nothing to do with how you pay your bills, only when you can deduct payments. Any business with annual sales of $31 million or less can use either the cash method or accrual method, your choice.


  Under the accrual method, all expenses are recorded whether paid or not. An expense you incur this year but do not pay until next year is recorded as this year’s expense and taken as a tax deduction this year, not next year when the bill is paid. It is the exact opposite of the cash method, much more complicated, and for most small businesses unnecessary.


  Every IRS law is guaranteed to have exceptions, and the cash method is, well, no exception. Certain expenses cannot be deducted when paid, even for cash-method businesses. When you look up an expense item in the A-to-Z list, the entry will tell you if the expense cannot be deducted currently and when it can be deducted.


  Structuring Transactions to Your Best Tax Advantage


  Some business expenses are deductible, and some aren’t. Often simply the way you structure a deal, the way you word a contract, or how you describe an expense can mean the difference between something that is deductible and something that isn’t.


  Throughout the book, I try to warn you about expenditures that can be interpreted or structured in different ways so that you’ll be able to make the tax laws work for you. And it is perfectly legal. Large corporations hire $400-per-hour tax attorneys to do nothing but find ways around the taxes they don’t want to pay. You get to buy this book. But don’t be afraid to quiz your tax accountant about any expense that may want a little “reworking.”


  Regardless of the wording or the deductibility of an expense, business transactions should not solely be tax motivated. How many times have you heard about some business that is losing money or making a worthless purchase or spending frivolously but, hey, it’s a tax write-off? After thirty years of dealing with tax laws, I still don’t find logic in this strategy. The concept of incurring an expense solely as a tax write-off is, when you get right down to it, ridiculous. The expense will always be greater than the write-off the expense brings. That must be obvious. (A tax write-off and a tax deduction are the same thing.) Make sure an expense has a real purpose independent of tax consequences. Then figure out how to structure the deal to your best tax advantage. Don’t let the taxes wag the dog.


  Timing Transactions to Your Best Tax Advantage: Year-End Strategies


  As the end of the year approaches, you can plan your business transactions to increase or decrease your profit, and therefore increase or decrease the taxes you will pay. Within limits, you can postpone or accelerate purchases and other business expenses.


  For example, if you are thinking of buying a new computer, you can buy it in December for a deduction this year, or buy it in January for a deduction next year. You can do the same with most office equipment, machinery, inventory, supplies, maintenance, and repairs.


  If you are on the cash method of accounting, you can prepay some of next year’s expenses and get a deduction this year instead of next year. Or you can postpone paying some of this year’s bills until next year if you would rather get the deduction next year.


  If the current year is a low-income year, and if you already have enough deductions to bring your taxes down and keep your tax bracket at the minimum, you would probably benefit from postponing expenses to next year. If, on the other hand, this is a high-income year and you could use more deductions to reduce your tax burden, accelerating expenses, spending the money this year instead of next year, may be the best tax strategy.


  You have right up to December 31 to make a purchase or expenditure that you can deduct for the current year. Once it’s New Year’s Day, it’s too late.


  Year-end payments: Checks that are mailed or delivered by December 31 can be deducted the year written, even if cashed in the new year. Automatic payments and any other bills paid electronically are deducted the year the payment is processed. Expenses on debit cards are deducted the year incurred.


  Expenses charged to credit cards (MasterCard, VISA, Discover, American Express) are deducted the year the expense is incurred, even if paid next year. But expenses on charge cards issued by individual stores and gasoline companies cannot be deducted until paid (except for businesses on the accrual method of accounting). This curious rule is typical of a lot of IRS laws: unnecessarily complicated regulations that business owners hate and tax accountants love.


  Paying Business Expenses: You or Your Business?


  Who actually pays for a business expense—you the owner, or the business itself—can affect the deductibility of the expense. Much depends on how the business is structured.


  If your business is a sole proprietorship, a one-person LLC, or a joint venture (married couple in business together), it does not matter whether you or your business pays the bills. If an expense is business related, your business gets the deduction. Cash you pay out of your pocket for a business expense is deductible. You can make business purchases on a personal credit card or debit card and get a business deduction. The card does not have to be in the business name. You can write a check on your personal bank account for business-related purchases and deduct them as business expenses. Your business vehicle does not have to be registered in the business name. A building or other business location that you own or rent does not have to be in the business name. You still get the deduction.


  If your business is a partnership, corporation, or multi-owner LLC, the laws are very different. Business deductions are sometimes disallowed when claimed by the owners of the business instead of by the company itself. Try not to pay business expenses out of your personal funds. If you do pay any business expenses out of your own pocket or from your personal credit or debit card, have the business reimburse you so that the business itself can claim the deductions. But be careful: Business reimbursements have their own set of IRS rules, requiring a written reimbursement policy, called an “accountable plan.” See Reimbursements in the A-to-Z list.


  Multiple Businesses


  If you have more than one business, the IRS requires that you keep separate records and file separate tax forms for each business. You could instead choose to have only one business with different “departments” or “divisions.” With one business, you need to keep only one set of records and file one tax return.


  If you do set up separate businesses, shared expenses that apply to both businesses such as office space, computer, telephone, or employees working for both businesses should be prorated between the businesses, 50–50 or any other split that reasonably approximates usage.


  Home-Based Businesses


  As far as the IRS is concerned, a home-based business is no different than any other business. Home business owners file business tax returns, report the earnings as business income, and deduct business expenses. The expenses that home-based businesses can deduct are exactly the same as the expenses every other business can deduct, with one important exception: the home itself.


  If you use part of your home for business—your office, workshop, store, warehouse, or whatever you are using your home for—the cost of the space (the rent or, if you own your home, the depreciation) and some of the expenses directly related to the space such as utilities and maintenance can be deducted only if the space meets special IRS requirements. The requirements are explained under Home Expenses in the A-to-Z listing.


  The requirements are not difficult to understand and are very easy to meet for most home-based businesses. Still, lots of home businesses do not take the deduction because of a widespread belief that deducting your home office or workspace is likely to lead to an audit. Which is not true. The IRS does not audit home businesses any more than other small businesses, at least not home businesses that report a profit.


  The IRS is more likely to audit a home business if the business has a loss, especially if the loss is offsetting other income and reducing income taxes. Auditors are suspicious, often correctly, that the money-losing home business is not really a business at all but a hobby or some pursuit or fun project that you’re trying to write off on your tax return. The IRS is also more likely to audit a home business, or any business for that matter, that takes large deductions for expenses like travel and other “fun” types of expenses, the red flag deductions in the A-to-Z listings.


  So the message here, and throughout the book, is: Don’t worry about the IRS. Deduct everything you are entitled to.


  I mention this in the Home Expenses listing, but it bears repeating: If you do not qualify for the home expense deduction, it does not prohibit you from operating your business out of your home or deducting business expenses. It only means that one possibly large expense, the cost of the home itself and the expenses related to the home, such as utilities, are not deductible on your federal income taxes. You can still deduct all legitimate business expenses other than those directly related to the business space.


  There actually is one other tax deduction, in addition to the home expense deduction, that is limited for home businesses. The cost of a landline telephone into the home cannot, in some cases, be deducted. It’s a mean-spirited little law that’s getting slowly obsolete as more and more businesses are switching to smartphones and internet-connected phones, which do not come under this landline law. See Telephones in the A-to-Z listing.


  Other business use of the home: The home expenses deduction applies not just to businesses that are home based but also to any business where the owner of the business uses his or her home for business purposes. Many mobile businesses, businesses that travel to customers, quality for the home
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