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TCJA INSPIRES MANY BUSINESS

OWNERS TO RECONSIDER ENTITY CHOICE

or tax years beginning in 2018 and beyond, the

Tax Cuts and Jobs Act (TCJA) created a flat 21%
federal income tax rate for C corporations. Under
prior law, C corporations were taxed at rates as high
as 35%.

Meanwhile, the TCJA also reduced individual income
tax rates, which apply to sole proprietorships and
owners of pass-through entities, including partnerships,
S corporations, and, typically, limited liability
companies (LLCs). The top rate, however, dropped
only slightly, from 39.6% to 37%.

What does all of this mean for business owners?
Among other things, it means now might be a good
time to reconsider your company’s entity choice — if
not this year, then perhaps for the 2020 tax year. On
the surface, switching to (or staying) a C corporation
may seem like a no-brainer. But there are many other
considerations involved.

CONVENTIONAL WISDOM

Under prior tax law, conventional wisdom was

that most small businesses should be set up as sole
proprietorships or pass-through entities to avoid the
double taxation of C corporations. A C corporation
pays entity-level income tax and then shareholders
pay tax on dividends — and on capital gains when
they sell the stock. For pass-through entities, there’s
no federal income tax at the entity level.

Although C corporations are still potentially subject
to double taxation under the TCJA, their new 21%

tax rate helps make up for it. This issue is further
complicated, however, by another provision of the
TCJA that allows noncorporate owners of pass-
through entities to take a deduction equal to as much
as 20% of qualified business income (QBI), subject

to various limits. But, unless Congress extends it, the
break is available only for tax years beginning in 2018
through 2025.

SCENARIOS TO PONDER

There’s no one-size-fits-all answer when deciding how
to structure a business. The best choice depends on
your company’s distinctive circumstances, as well

as your financial situation and objectives as owner.
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For instance, if your business consistently generates
tax losses, there’s no advantage to operating as a
C corporation. Losses from C corporations can’t be
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IS YOUR COMPANY FOCUSED ON GROWTH?

Some companies — particularly start-ups and those in “hot” industries — may turn a profit but hold on to
those bottom-line dollars to fund future growth. For these businesses, operating as a C corporation generally
is advantageous if the corporation is a qualified small business (QSB).

Why? A 100% gain exclusion may be available for QSB stock sale gains. |If QSB status is unavailable,
operating as a C corporation could still be preferred — unless significant qualified business income
deductions would be available at the owner level. (For more on this exclusion, contact us.)

deducted by their owners. So, converting to a
pass-through entity may make sense because, as
their name indicates, these business structures
allow losses to pass through to the owners’ personal
tax returns.

Another example involves companies that
distribute profits to owners. For a profitable business
that does so, operating as a pass-through entity

generally will be better if significant QBI deductions
are available. If not, it’s probably a toss-up in terms
of tax liability.

MANY CONSIDERATIONS

These are only a few of the issues to consider when
rethinking your company’s business structure. We can
help you evaluate your options. ®

CONSIDER THE TAX ADVANTAGES

OF QUALIFIED SMALL BUSINESS STOCK

hile the Tax Cuts and Jobs Act (TCJA) reduced
most ordinary-income tax rates for individuals,

it didn’t change long-term capital gains rates. They
remain at 0%, 15% and 20%.

The capital gains rates now have their own statutory
bracket amounts, but the 0% rate generally applies

to taxpayers in the bottom two ordinary-income tax
brackets (now 10% and 12%). And, you no longer must
be in the top ordinary-income tax bracket (now 37%)
to be subject to the top long-term capital gains rate of

20%. Many taxpayers in the 35% tax bracket also will
be subject to the 20% rate.

So, finding ways to defer or minimize taxes on
investments is still important. One way to do that —
and diversify your portfolio, too — is to invest in
qualified small business (QSB) stock.

QSB DEFINED

To be a QSB, a business must be a C corporation
engaged in an active trade or business and must
not have assets that exceed $50 million when you
purchase the shares.

The corporation must be a QSB on the date the stock
is issued and during substantially all the time you own
the shares. If, however, the corporation’s assets exceed
the $50 million threshold while you're holding the
shares, it won’t cause QSB status to be lost in relation
to your shares.

TWO TAX ADVANTAGES
QSBs offer investors two valuable tax advantages:
1.Up to a 100% exclusion of gain. Generally,

taxpayers selling QSB stock are allowed to exclude a
portion of their gain if they’ve held the stock for more



than five years. The amount of the exclusion depends
on the acquisition date. The exclusion is 100% for
stock acquired on or after Sept. 28, 2010. So, if you
purchase QSB stock in 2019, you can enjoy a 100%
exclusion if you hold it until sometime in 2024.
(The specific date, of course, depends on the date
you purchase the stock.)

2. Tax-free gain rollovers. If you don’t want to
hold the QSB stock for five years, you still have the
opportunity to enjoy a tax benefit: Within 60 days

of selling the stock, you can buy other QSB stock
with the proceeds and defer the tax on your gain until
you dispose of the new stock. The rolled-over gain

VACATION HOMES: DO YOU

UNDERSTAND THE TAX NUANCES?

reduces your basis in the new stock. For determining
long-term capital gains treatment, the new stock’s
holding period includes the holding period of the
stock you sold.

MORE TO THINK ABOUT

Additional requirements and limits apply to these
breaks. For example, there are many types of businesses
that don’t qualify as QSBs, ranging from various
professional fields to financial services to hospitality
and more. Before investing, it’s important to also
consider nontax factors, such as your risk tolerance,
time horizon and overall investment goals. Contact

us to learn more. M

wning a vacation home can offer tax breaks,

but they may differ from those associated with
a primary residence. The key is whether a vacation
home is used solely for personal enjoyment or is also
rented out to tenants.

SORTING IT OUT

If your vacation home is not rented out, or if you rent
it out for no more than 14 days a year, the tax benefits
are essentially the same as those you’d receive if you
own your primary residence. In this scenario, you'd
generally be able to deduct your mortgage interest and
real estate taxes on Schedule A of your federal income
tax return, up to certain limits. Also, you may exclude
all your rental income.

But the rules are different if you rent out your
vacation home for 15 or more days annually. First,
the rental income must be reported. Second, in this
scenario, the IRS considers your vacation home to be
an investment property and, thus, allows deductions
related to the rental of the property, with certain
limitations. In addition to mortgage interest and

real estate taxes, these deductions generally include
insurance, utilities, housekeeping, repairs and
depreciation. Also, the deduction for certain categories
of expenses cannot exceed the rental income.

If you exceed this number of days of rentals and

use your vacation home for personal use, these
deductions will be limited by the ratio of actual rental
days to the total days of use of the home. Suppose, for
example, that you personally use your vacation home
for 25 days and rent it for 75 days in a year, so the
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home is used for 100 total days. Here, you would
be allowed to deduct 75% of the expenses listed
above as rental expenses. Be aware that a portion of
the mortgage interest and real estate taxes may be
deductible on Schedule A. In certain circumstances,
however, the personal portion of your mortgage
interest may not be deductible.

BOTTOM LINE

If you want to maximize the tax benefits of your
vacation home, limit your personal use of the home
to no more than 14 days or 10% of the total rental
days. If you want to personally use the home more
than this, you can still realize some limited tax
benefits. Contact our firm for details about your
specific situation. M



ENSURING YOUR LONG-TERM
CARE POLICY IS TAX-QUALIFIED

long-term care insurance policy supplements your

traditional health insurance by covering services that
assist you or a loved one with one or more activities of
daily living. Such activities include eating, bathing, dressing,
toileting and transferring (in and out of bed, for example).

Long-term care
coverage 1s relatively
expensive, but it may
be possible to reduce
the cost by purchasing
a tax-qualified policy.
Generally, benefits

. paid in accordance
with a policy are tax-free. In addition, if a policy is
tax-qualified, your premiums are deductible (as medical
expenses) up to a specified limit if you quality.

LONC-TERM
CARE 9

To qualify, a policy must:

B Be guaranteed renewable and noncancelable
regardless of health,

B Not delay coverage of pre-existing conditions more
than six months,

B Not condition eligibility on prior hospitalization,

B Not exclude coverage based on a diagnosis of
Alzheimer’s disease, dementia, or similar conditions
or illnesses, and

B Require a physician’s certification that you're either
unable to perform at least two of six ADLs or you have
a severe cognitive impairment and that this condition
has lasted or is expected to last at least 90 days.

It’s important to weigh the pros and cons of tax-qualified
policies. The primary advantage is the premium deduction.
But keep in mind that medical expenses are deductible
only if you itemize and only to the extent they exceed 10%
of your adjusted gross income for 2019, so some people
don’t have enough medical expenses to benefit from this
advantage. It’s also important to weigh any potential tax
benefits against the advantages of nonqualified policies,
which may have less stringent eligibility requirements. M
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