A Tax Saving Strategy for Small Business Owners

By Paul Conrad, CPA
Introduction
Thank you for purchasing this Strategy Report and congratulations on taking the first step to reduce your taxes!
There are all kinds of books and resources out there that list all kinds of deductions and credits you can use when preparing your tax return.  There are also all kinds of books and resources out there explaining how incorporating your business can reduce your taxes.  But surprisingly I’ve never seen this strategy in any other book or resource, although I believe it to be the most commonly used strategy by owners of small businesses to reduce their taxes.  Why is that?  Well…I just don’t know why!  It’s almost as if you have to be part of the world of tax preparers to know about it, since the average person can’t learn about it in any other way.

Until now, that is.

In this Strategy Report, I’ll give you some background information on how corporations are formed and how they work.  I’ll give you some examples of how much money you can save using this strategy.  I’ll answer some of the questions you have in the back of your mind about corporations.  And I’ll explain it in such a way that you’ll understand it.  When someone asks you how you saved so much in taxes, you won’t have to answer ‘My tax guy figures that out for me and I just don’t really know’.

To give you some assurance, I use this strategy for most of my clients who own their own small business.  And if you have the chance to talk to any CPAs you’ll find that most of them are using this strategy too or some variation of it.

I’m confident you’ll find this Strategy Report to be very useful in reducing your taxes by thousands of dollars each year.
Why Should You Incorporate Your Business?
There are three reasons to incorporate your business:

1) Income Tax Savings

A corporation, properly formed and used, can save you thousands of dollars in taxes each year.  The majority of this Strategy Report will be spent showing you how this is done.

2) Legal Protections

A corporation is a separate legal entity, formed and monitored by a specific department in the state you live and work in.  Because a corporation is a separate legal entity, its shareholders cannot be held liable for debts of the corporation or for lawsuits brought against the corporation.  Some business owners who are in high risk professions/industries incorporate their business for this reason only.

This protection is not ‘perfect’.  By this I mean that you cannot commit fraud or gross negligence in the name of the corporation and expect the corporation to protect you.  In these cases, a good lawyer will be able to ‘pierce the corporate veil’ and cause you to held personally liable for the debts of the corporation.  Additionally, some professions, such as the medical fields, do not allow the shareholders this same shareholder protection as do most other businesses.  If this is a concern to you, you should consult an attorney.

You should never consider incorporating your business as a substitute for business insurance.  Better to have both insurance and the legal protections a corporation allows.

While we’re on the subject of legal protections and minimizing the inherent risks of your business, it’s helpful to remember that the best ‘insurance’ you can have is to operate your business as straightforward and honest as possible.  Be honest with your customers and solve problems when they are small instead of waiting until they have grown bigger and unmanageable.  Be honest with your vendors and pay them in a reasonable time period.  And be honest with your employees, telling them what you want them to do and compensating them appropriately and timely when the job is finished.

3) Reduced Audit Risk

The statistics vary from year to year, depending on how much emphasis the IRS places on auditing, but in a general sense businesses that are incorporated are audited less than unincorporated businesses.  Less than 1% of corporations are audited, whereas unincorporated businesses reported on personal returns are audited between 2%-5%.  One theory for these statistics might be that the IRS believes that people who incorporate their businesses are more likely to take their business serious and keep proper records, which reduces the chance that the IRS will find large tax underpayments.

I’m not suggesting that you incorporate your business so that you can cheat on your taxes.  Life is too short to worry about whether or not you’ll get caught, let alone the moral implications of cheating!  At the same time we don’t really want the expense and hassle of an IRS audit, so if we are able to reduce our audit risk by incorporating our business, good for us!

When Should You Incorporate Your Business?
Situations are different for different people, but I’ve found some general guidelines to be helpful.  These guidelines are for tax saving purposes only, you may have your own reasons for incorporating your business.

In general, if your business has an annual profit of $20,000 of less, I don’t recommend forming a corporation.  A corporation has certain setup and ongoing costs, and if your annual profit is less than $20,000, you’ll find that the tax savings available to you are less than the setup and ongoing costs of the corporation.  In my experience, $20,000 is about the breakeven point where the tax savings of a corporation equal the setup and ongoing costs.  In a high tax state like California, which charges higher than normal annual fees, the breakeven point for forming a corporation is closer to $30,000 in annual profit.

Another thing to consider is how regular the profits of your business are and the likelihood those profits will continue into the future.  I’ve had instances of clients who formed corporations only to have their business profits drastically drop a year or two after forming the corporation.  In those instances it would have been better to not have formed the corporation in the first place.  (If only we had a crystal ball!).  In that case, there is a formal process for dissolving a corporation, but it would have been better to not have formed the corporation in the first place.

Forming a corporation is best accomplished at the beginning of the year, although any time throughout the year will work.  If its late in the year, such as the last two months or so, I would suggest holding off until the beginning of the next year, for making the transition easier.  If you form a corporation in the middle of a year, all that really means is that your tax preparer will accumulate your business income and expenses from the beginning of the year until the date of the incorporation and show them on your personal income tax return (as was done in the past).  Then your tax preparere will collect your income and expenses from the date of the incorporation through the end of the year and report them on a corporate income tax return.  This is called a short-period return.  After the firs (short-period) return, your tax preparer would report a full 12 months of income and expenses on the corporate tax return.  Timing your incorporation around the beginning of a new year simply allows you to avoid a short-period return.  Convenient, but not necessary.

Where (Which State) Should I Form My Corporation?
This strategy is for saving Federal income taxes, so to some extent it doesn’t matter which state you live and work in.  This strategy works in all the states.  However, sometimes you’ll hear about someone who incorporated in a state they don’t live in (usually Nevada or Delaware) in an attempt to save state corporate taxes too.  For some types of business this works, but for many people it doesn’t.  There is the misplaced belief that you only have to pay state taxes in the state you form your corporation, and forming a corporation in a state that doesn’t have any corporate income taxes will save you some money.  If only it were that easy!

Most states that have corporate taxes will tax your business if you are ‘doing business’ in that state, no matter where you form your corporation.  As an example, I am a CPA who used to live and work in California, so I was subject to California income taxes, regardless of which state I formed my corporation  My office, my bank accounts, and most of my clients were in California so it would have been hard to say that I wasn’t ‘doing business’ in California.  If I had formed a Nevada corporation, I’d still have to file a California corporate income tax return and pay California taxes in addition to filing some annual reports in Nevada too.  So I saved myself the hassle and incorporated my business in California anyway.  Later in my career I moved to Texas, which meant that I am now subject to Texas corporate taxes, but the situation occurred.  It doesn’t matter which state you incorporate your business, but you should plan on paying taxes in the state where you do business.
Now perhaps you have a business that isn’t so clear cut as to where you are doing business.  Perhaps you have a business selling items over the internet.  Where are your customers?  Hopefully all over the country.  Where do you store your merchandise until you sell it?  Hopefully all over the country or in a state that doesn’t impose corporate taxes on businesses.  Who does the upkeep on your website and where are your bank accounts?  I think you’re getting the idea here.  If you can establish that you are ‘doing business’ in a state that doesn’t require you to pay corporate income taxes, then you can possibly save some money.  Simply living in one state doesn’t mean you have to form your corporation in that state.  Its okay to live in one state and operate your business from a different state.  However, the burden of proof would be on your shoulders to prove that your business is really ‘doing business’ in that other state.  As for myself, it might make sense for me to open up a separate business to handle the items I sell on a website (including this Tax Saving Strategy), since this kind of business is more easily portable to a state that doesn’t have any corporate income taxes.  Hmmm, I’ll have to put pencil to paper and see if that really makes sense!  But its just not as easy as choosing a state that doesn’t have any corporate taxes as the state you form your corporation.
What Kind of Corporation Do I Form?

For tax purposes, there are actually two different kinds of corporations, commonly known as ‘C’ corporations and ‘S’ corporations (sometimes known as Subchapter S corporations).  The names come from the tax codes that determine how they are taxed.  Both corporations give you legal protections, the only difference between them is how they are treated for tax purposes.

‘C’ Corporations

Corporations have been in existence since the 1500’s, when the Queen of England would finance ships in search of treasure in foreign lands.  Because these types of endeavors were very risky (pirates!) and she had her own money on the line, the Queen wanted to limit the liability to the amount of money invested in the ship.  Hence the idea of limited liability for corporations which has survived until today.

A ‘C’ corporation keeps a separate set of books and records and on an annual basis it calculates its profit, completes its own tax return, and pays its own tax at its own tax rates.  For many businesses, this is the best type of corporation to be.  In my experience, this type of corporation is best for a business that has many owners or a net profit of $150,000/year or more.
‘S’ Corporations

Over 35 years ago, various states started to allow a different kind of corporation called the ‘S’ corporation.  At this point in time all the states allow ‘S’ corporations.  In a sense, it’s a cross between the ‘C’ corporation mentioned above and a business that’s not incorporated at all.  Its similar to a ‘C’ corporation in that it has all the legal protections of a ‘C’ corporation.  It also keeps a separate set of books and records and on an annual basis it calculates its profit and completes its own tax return.  However, once the profit is calculated, the ‘S’ corporation doesn’t actually pay any tax.  Instead, the calculated profit flows through to the shareholders, and the shareholders show their proportion of income on their own personal tax returns and pay tax at their own tax rates.  This is a very common type of corporation to form, as proven by the fact that half of all corporations that are formed are ‘S’ corporations.  In my experience, this type of corporation is best for a business that has a net profit of $20,000 to $150,000/year.

The strategy discussed in this report deals mainly with the ‘S’ corporation, and how the proper use of an ‘S’ corporation can save thousands of dollars in taxes each year.

Forming Your Corporation

Corporations are authorized and formed by various departments of the state you live in.  This department is usually called the Secretary of State, Department of Corporations, or some other similar name.  Corporations are not formed by the IRS, although the IRS recognizes corporations formed by the correct state department.

There is nothing really magical about forming a corporation.  You don’t need an attorney to form a corporation for you.  You can contact the appropriate state department directly and fill out the forms for a small fee (usually $100 or so), or you can use a Document Filing Service to do this for you for a modest fee (usually $300-$500 or so).  However, in doing this you will be asked to answer some questions and make some elections that might be confusing to you.  State departments and Document Filing Services generally don’t answer any specific question you have.  Not that they are trying to mean or difficult, but they know that answering your questions crosses the line into the area of giving legal advice, which is an area they can’t or don’t want to enter.

If you feel confident in your ability to answer the questions correctly and make the proper elections, go ahead and save yourself some money.  However, since this is a one-time cost, and can have a large impact in the future, my suggestion is to pay someone to do this for you or at least get some advice beforehand if you decide to do this yourself.

If you decide to form a corporation without using an attorney, I respectfully suggest that you contact me first.  I can recomment a Document Filing Service who is qualified to file documents in any state.  Additionally, I can provide the following services for you:

1) Filing for a Federal tax identification number, used for corporate and payroll taxes.

2) Filing for a state tax identification number, used for payroll taxes.

3) Filing for the ‘S’ election.  All corporations are ‘C’ corporations when formed, and a separate form is filed to change the tax status to an ‘S’ corporation.

4) Preparing the first annual statement of officers and directors, if required.  In future years you can use the first statement as a sample of how to prepare it yourself.

I believe you’ll find my pricing for these services to be quite reasonable.

One of the fun parts of forming a corporation is deciding what to call it.  You will probably want to use a name that you’ve already been using, however if you’ve thought about changing the name, now is a good time to do it.  Most states have a name search feature on their Department of Corporation’s website, so I suggest you search your current name and any possible new names first to see if its available or not.  If somebody is already using your prospective name you won’t be able to use it, so its good to have a second choice.

Corporate Structure
One of the most common reasons why business owners avoid forming a corporation for their business is the perceived complexity that corporations require.  They get scared thinking about corporate requirements like shareholders, directors, officers, minutes, stock certificates, corporate tax returns, payroll tax returns, and who knows what else.  Let me put your mind at ease.  While a corporation does have many positions to fill and more paperwork than an unincorporated business, many states allow a small number of people to fill all the required positions.  Some states even allow one person to fill ALL the required positions.  Most of the corporations I deal with are set up using only the business owner and their spouse as the main participants.  And with some help, you can manage (or pay someone to manage) the extra paperwork that’s required too.

First of all, let’s talk about the structure of a corporation:

Shareholders

Every corporation requires somebody to own it.  These people are called shareholders or stockholders.  (Actually there is an exception to this rule, but for our purposes it applies).  In exchange for something of value, the shareholders are given shares of stock in the corporation.  Most people buy shares of stock, either from other shareholders or directly from the corporation.  Other people can be given shares of stock by performing a service for the corporation.  And yet other people are given shares of stock by incorporating their already-existing business and contributing the assets (receivables, inventory, fixed assets, customer lists, etc) to the new corporation.  This is where you fit in, assuming you already have a profitable business.  By forming a corporation, you would give your interest in your old business’ assets to the corporation in exchange for the shares of stock issued by the corporation.

As an example, lets say that Dave has a successful store selling golf supplies.  He has a bank account, merchandise to sell, owns or rent a good location, some equipment (shelves, displays), etc.  When Dave incorporates his business, he has to decide how many shares of stock the corporation will issue (100, 1,000, 100,000 or some other number of shares).  When the incorporation process is finished, he will have exchanged the assets of the business for the newly issued stock of the corporation.  I usually suggest that the shares are split between the business owner and his spouse, so we’ll complete the example by forming the corporation giving Dave 50 shares and his spouse Susan 50 shares out of the total 100 shares that were issued.  At this point, Dave and Susan are the shareholders.  Does it have to be done like this?  No, Dave could have decided that he takes all the stock for incorporating his business.  However, there are tax reasons for including the spouse that I’ll discuss later.  This is the first of many ‘hats’ that they wear regarding their corporation.
The main responsibility of the shareholders is to elect a Board of Directors.

Board of Directors

On an annual basis the shareholders elect a Board of Directors.  Usually the Board of Directors are shareholders too, but this isn’t a requirement.

In our example, Dave uses the voting power of his stock and elects himself (or his spouse Susan) to the Board of Directors.  In a like fashion, Susan uses the voting power of her stock to elect herself (or her spouse Dave) to the Board of Directors.  Again, having both Dave and Susan on the Board of Directors gives them some tax planning opportunities later on, but it certainly isn’t a requirement.  One of them will serve as the Chairman of the Board and since this was originally Dave’s business, they agree to elect Dave as the Chairman.  This is the second ‘hat’ they wear regarding their corporation.

The main responsibilities of the Board of Directors are to hire the officers and to make major decisions and set major policies regarding the corporation.

Officers

There are usually three, sometimes four, corporate officer positions that each corporation must fill.  But don’t think you have to go out and hire some expensive executive in a three piece suit to fill these positions.  You can fill these position yourself.
President/Chief Executive Officer – Responsible for the day to day operations of the corporation, taking direction from the Board of Directors.

Secretary – Responsible for keeping records and minutes regarding the actions of the corporation and the directions the corporation takes.

Treasurer – Responsible for the finances of the corporation.

Vice President – (not required for all corporations).  Usually just sits around doing nothing.  Just kidding.  The Vice President acts as a stand-in for the President if the President isn’t available.

Please keep in mind that being responsible for getting a job done isn’t the same as doing that job yourself.  While I may be responsible for getting the yard work done around my home, that doesn’t mean I can’t pay one of the neighbor kids to do it for me.  I just have to make sure it gets done.  The same thing applies here.  The Treasurer doesn’t have to be the one who actually keeps the books for the corporation.  He/she just has to make sure that somebody keeps the books of the corporation in good order.

So to complete our example, Dave and Susan in their capacity as the Board of Directors hire Dave to be the President and Treasurer, and Susan to be the Vice President and Secretary.  This is now the third ‘hat’ they are wearing in regards to the corporation.

Essentially we’ve been able to fill all the required positions of the corporation with only two people, being a husband and a wife.  Does it have to be a husband and a wife?  No.  This could have been accomplished just as easily with a small group of unrelated business partners.  And in some states, it could have been accomplished with just one person!

Now why are we going to all this trouble?  Its because of this variety of ‘hats’ that Dave and Susan are wearing that gives us the flexibility we need to reduce their taxes, saving them thousands of dollars in the process.

Getting the Profits Out of the Business

The main reason for owning any business is to be able to pull money out of the business whenever its profitable.  Before your business was incorporated, you could do this simply by writing yourself a check.  Or maybe you just used the same bank account to pay your business expenses and your personal expenses.  It was just that easy, and for tax purposes it was alright to do this.
But now that you’ve formed a corporation, you can’t simply write yourself a check anymore or pay your personal expenses from the corporation’s bank account.  Remember, a corporation is a separate legal entity, which means that its assets don’t belong to you any more.  The bank account, and all the other assets of the corporation, belong to the corporation, while you own shares of stock in the corporation.  This might sound like a technicality, but its important to heed this advice.  If you treat the corporate bank account and all the other corporate assets as if they are your own assets, you are considered to be co-mingling funds.  If this is the case, then a savvy debtor could assert that you aren’t really operating your corporation like a separate entity, and could look to you to personally satisfy any debts of the corporation.  You will have negated one of the reasons for forming the corporation in the first place, being the limited liability protection that a corporation gives you.  Its very important that you don’t co-mingle funds by mixing up your personal and business expenses in the same bank account.

So if you can’t simply write yourself a check any more, how DO you get the money from the business profits into your own bank account so that you can pay your own personal expenses (and hopefully have some money left over too)?

There are a few ways to get money out of a profitable corporation:

Salary

You pay yourself a salary just like any other employee.  Remember, you hold one of the officer positions of President, Vice-President, Secretary, or Treasurer, and since officers are employees too, you can pay yourself a salary.  Later on in this Strategy Report I’ll talk about the process of paying yourself a salary.

Dividends/Owners Draw

Depending on the type of corporation you have (‘C’ or ‘S’ corporation), the corporation can pay you a dividend or an owners draw.  Both are payments made out of the profits of the corporation to the stockholders.  ‘C’ corporations pay dividends and ‘S’ corporations pay owners draws.  In neither case are taxes withheld from the payment.  I don’t know why the same type of payment is called a different name depending on if the corporation is a ‘C’ or an ‘S’ corporation, but it just is.  In any case, its not that important.
As an example, if you’ve ever owned stock in a public company, such as General Electric, General Motors, or General Mills (generally any public company) you’ve probably received a dividend check.  No taxes were taken out of the check, but you still had to declare that dividend on your personal income tax return and pay income taxes.  If your own business was formed as a ‘C’ corporation, you could do this too, although for tax reasons that I won’t go into, you probably wouldn’t do this.  But you could!

This Strategy Report is assuming you are forming an ‘S’ corporation, so any payments made from the corporation to you that don’t have taxes withheld are called owners draws (sometimes called owners distributions).  Remember, the ‘S’ corporation is usually the best corporation to form for your small business, and that’s the assumption we’re working with.

Shareholder Loans

In some instances, you can loan money to/from the corporation.  If you had to loan the corporation money, for instance the corporation needed to purchase a new truck and didn’t have the money right at that time, you might have loaned the money to the corporation so that the truck could be purchased, and then later on the corporation repays the money to you.  Whenever a corporation owes the stockholder money, repayment of that loan is usually the first way to get the money back out of the corporation and into the hands of the stockholders.  Repaying a loan is not considered taxable income to the taxpayer.

Unfortunately, this solution is not always available.  Once a loan is repaid it’s gone, and you have to use the other ways to get the money out of the corporation.  This usually means taking the money out as either 1) salary, or 2) owners draw.
Now here is where the rubber meets the road.  Here is the reason why you bought this Strategy Report in the first place.  The key to minimizing taxes is using the correct proportion of salary and owners draw as you pull money out of your corporation!  You’ll use both to get the profits out of your ‘S’ corporation and into your own bank account, but the taxes you pay depends greatly on how much of each method you use.

This might be better explained using an example so lets go through an example of Dave’s Golf Supply Business, and the taxes he paid, both before he incorporated his business and after he incorporated his business after correctly structuring the payments as both salary and owners draw.  After the example, I’ll explain how it worked, and how it can work for you.

Dave’s Golf Supply Business – Before Incorporation

Dave and Susan are a fairly normal family with three kids and normal deductions.  Here’s how their tax return would look before incorporating their business, assuming 2006 tax laws:






Income

Social Security

Total






Taxes

(Self-Employment








Taxes)*

Income from the business

$ 80,000

$ 80,000

Less ½ of Social Security Taxes
$ (5,652) **
Itemized Deductions:

Property Taxes


$ (2,000)

Other Taxes (state inc, auto reg)
$ (1,000)

Home Mortgage Interest

$ (8,000)

Charitable Contributions

$ (3,000)

Personal Exemptions


$(16,500)

Taxable Income


$ 43,848

$ 80,000

Income Tax



$ 5,819

Social Security Tax





$ 11,304

Child Credits



$ (3,000)

$          0

Net Tax



$ 2,819

$ 11,304

$14,123

*When you work for someone else and receive a paycheck, Social Security taxes are withheld from your paycheck and called Social Security taxes (duh!).  Whatever amount that is withheld from your paycheck is matched by your employer before being sent off to the Social Security Administration.  When you start your own business, you still pay Social Security taxes, but the name changes to Self-Employment Taxes.  Don’t let this confuse you.  The rates and limits are exactly the same, the only difference being that you have to pay both the employee and the employer portions of the tax.

**Social Security taxes are calculated as $80,000 x 92.35% x 15.3% = $11,304.  Self-employed taxpayers are allowed to deduct 50% of their Social Security taxes as a deduction for calculating their income taxes.  $11,304 x 50% = $5,652.

Result

Dave and Susan end up paying a total of $14,123 in combined income and social security taxes.  Ouch!  Notice how Dave and Susan’s social security taxes end up being FOUR times the amount of their income taxes, $11,304 vs $2,819.  For most people who start their own business, social security taxes end up being the big surprise.  Everybody knows they have to pay income taxes, but few people remember about paying social security taxes.  But this comes as no surprise, because when Dave worked for the Palm Springs Golf Course, they withheld social security taxes from his paycheck, and when he filed his personal income tax return, he didn’t have to pay any more.  What was withheld from his paycheck was the right amount.  Out of sight, out of mind.  But when Dave decided to start his own golf supply business, he quickly learned that he had to pay both income taxes and social security taxes on his annual tax return.  Going self employed doesn’t get you out of paying social security taxes!
Dave’s Golf Supply Business – After Incorporating

Happily, Dave hears that there’s a way to reduce his total tax bill.  He has a brother who’s a CPA, who explains to Dave that there’s a way to pay less taxes by forming a corporation for his business and correctly structuring the payments from the corporation to himself.  Thank goodness Dave has a CPA for a brother!

So Dave takes his brother’s advice and forms a corporation for his golf supply business.  Remember, when you form a corporation you have two primary ways of getting the profits out of the corporation, being 1) salary and 2) owners draw (assuming there aren’t any loans in the records that can be repaid).  The corporation still makes the same net profit of $80,000, only this time we’ll have the corporation pay Dave a salary of $30,000 and an owners draw of $50,000.  Here’s what Dave and Susan’s tax return would now look like:






Income

Social Security
Total






Taxes

(Self-Employment








Taxes)

Salary




$ 30,000
$ 30,000

Owners Draw



$ 50,000

Itemized Deductions:

Property Taxes


$ (2,000)

Other Taxes (state inc, auto reg)
$ (1,000)

Home Mortgage Interest

$ (8,000)

Charitable Giving


$ (3,000)

Personal Exemptions


$(16,500)

Taxable Income


$ 49,500
$ 30,000

Income Tax



$   6,674

Social Security Tax




$ 4,590*

Child Credits



$ (3,000)
$        0

Net Tax



$  3,674
$ 4,590

$ 8,264

*Social Security taxes are calculated as $30,000 x 15.3% = $4,590.  Because Dave paid himself a salary, the social security taxes were withheld from his paycheck and the corporation wrote a separate check and passed them onto the IRS.

Result:

Dave ends up paying a total of $8,264 in combined income and social security taxes, which is a savings of $5,859 over what he paid before he incorporated his business.  Wow!  Dave didn’t sell any more golf balls, golf clubs, golf shirts, or other golf equipment, and didn’t work any more hours than before, but was able to save a significant amount of money, just by forming a corporation for his business and correctly structuring how he paid himself.

How Did This Happen?

It all comes down to the tax code and its treatment of different kinds of income.  Essentially the tax code takes income and divides it into two large buckets; bucket one being income that is taxed for both income tax purposes and social security purposes, and bucket two which is income that is taxed for income tax purposes only.  The best way to describe this is to give you some examples.

Bucket One

There aren’t many examples of this kind of income, but most taxpayers live in this category.  Income you earn in the form of 1) a salary and 2) the profit from an unincorporated business is it.  Remember back in the day when you got a paycheck from an employer?  If you looked at it you should have noticed that both income taxes and social security taxes were withheld.  And if you were the sole proprietor of your own business, when your tax guy prepared your tax return or you did it yourself with one of the many tax preparation software packages out there (and they are all pretty good), there should have been an extra form called Form SE that calculated your social security taxes.  In the previous example Dave’s income of $80,000 was subject to both income and social security taxes.
Bucket Two

Apparently Congress feels that for certain kinds of income you don’t have to work as hard for it.  It is more passive in nature.  (The word ‘passive’ has a different, more technical definition in tax laws, but for the sake of our example it’s the best descriptive word I could find).  It just sort of happens without any effort on our part.  We know this isn’t exactly true, but that’s how the tax code is written.  This kind of income is still income so it’s subject to income taxes, but it’s not subject to social security taxes.

When I say this to people in tax planning meetings they usually have a scrunched up face which tells me they don’t quite understand, and I’m guessing the same thing is happening to you, so some examples might help.

When you received interest on a bank account, you had to declare it on your income tax return and pay income taxes on it, right?  Yes.  But did you pay social security taxes on it too?  Usually my clients roll their eyes to the ceiling as they start to think.  The answer is no.

How about that dividend from that stock you bought last year?  Income taxes?  Yes.  But social security taxes?  Um…..No.

What about when you sold that stock and (hopefully) made a profit?  Income taxes?  Yes.  Social security taxes?  No.
What about the rental income on that rental property you own?  Or when you sold that property for a profit?  Income taxes?  Yes.  Social security taxes?  Usually by now the client has figured out the pattern and will answer with a definitive ‘no’.

The point to be had here is that there are actually many kinds of income that is taxable for income tax purposes but not for social security taxes.

So how does this relate back to our strategy of saving money when we form a Subchapter S corporation for our business?  Here’s how:  When Dave was a sole proprietor all of his income was taxed as Bucket One income, and he paid both income tax and social security tax on the whole amount.  A lot of tax!  But after he formed a Subchapter S corporation and learned how to pay himself some Salary and some Owner’s Draw, he was able to shift a large portion of his income from Bucket One income into Bucket Two income and was able to save the social security taxes on the Bucket Two income.  For whatever reason, current tax law says that Owner’s Draws are taxed like Bucket Two income, and for the savvy taxpayer, this represents a very large tax saving situation.
Pretty nifty, huh!

Now I know what you are all thinking!  If we can save so much money by doing this, can we save even more money by reclassifying even more money from the Salary (Bucket One) category in the Owner’s Draw (Bucket Two) category?  Why not pay Dave a very small salary of $1,000 and take all the rest as Owner’s Draw?  Or why pay Dave a salary at all?  Can we just call ALL the money he pulls out of the corporation Owner’s Draw?

Unfortunately it doesn’t work that way.  For this strategy to work there needs to be a reasonable amount paid as Salary.  The real difficulty is determining what ‘reasonable’ means.  While the tax code makes extensive lists of what kind of income is taxed or not and what kind of expenses are deductible or not, it never tells you what the best strategies are for paying the least amount of tax.  It’s not Congress’ job or the IRS’s job to tell you strategies to decrease your taxes.  It’s been left to CPAs to work out in real life situations what is reasonable and what isn’t.  And back in the when CPAs first started to use this strategy over 40 years ago, some of them were very aggressive and used a very low Salary in the strategy.  The IRS challenged the low salaries being used with the intent of discrediting the strategy completely.  And if the salary was too low, they were successful in doing this.  However, whenever a court found the amount of salary to be reasonable, the strategy was upheld.

So what is a reasonable amount of salary to pay?  I wish there was a formula to help us out, but there isn’t.  In my experience, several factors come into play.  What is the proportion of salary to owners draw?  What is the dollar amount of each?  And what is the total profit of the business?

In general I tell clients that they should split the payout of the profit of the corporation equally between salary and owners draw until the salary reaches $30,000.  After this point you can add to the owners draw without adding to the salary.  Hence in our example we paid Dave $30,000 of salary and $50,000 of owners draw.  If the profit of your corporation consistently exceeds $150,000 to $200,000, you might consider a different type of entity for your business, since other strategies come into play that will probably save you even more money.  But that is not the focus of this Strategy Report.  Assuming your business makes a net profit between $30,000 and $150,000 the guideline I mention above is good.
Because there is no set formula for calculating the proportion of salary to owners draw, you can get a lot of opinions on this, even from CPAs.  Ask five CPAs what amount should be paid out as salary and you’ll get seven answers.  Keep in mind that CPAs are people too, and in any large group of people you’ll find some of them to be conservative and some aggressive.  I’ve asked fellow CPAs what they feel a reasonable amount of salary is, and the range of answers included amounts much higher than my own and amounts much less than my own.  My humble guideline above is about in the middle of what you’ll find most CPAs to be doing.  Not too conservative as to give away all the tax savings, but not so aggressive as to jeopardize the strategy completely.  We don’t want to be greedy but we do like the idea of saving some money.

Costs to Consider

Most of the good things in life have a ‘cost’ attached to it, and so does this strategy:

Formation Cost

It will cost you some money to form the corporation.  You can pay an attorney to do this, use a document filing service to do this, or if you are intrepid enough you can do it yourself by filing the appropriate forms with the Secretary of State (sometimes known as the Secretary of Corporations) department in the state you live in.

Paying an attorney is the most expensive way to do this, but you get the benefit of his/her expertise in this area.  This will probably cost from $1000-$2500 plus the cost of the state filing fees.  A document filing service will probably cost from $300-$750 plus the cost of the state filing fees.  While this is much cheaper than an attorney, you don’t get much legal advice and might struggle answering some of the questions along the way.  Filing the forms yourself with the Secretary of State might cost you $100 plus filing fees, but you won’t get any help at all in areas you are uncomfortable.  Personally I like using a document filing service with a knowledgeable CPA helping you along the way.  This is a one-time cost.
Accounting/Bookkeeping Cost

Forming any type of entity usually requires some additional tax returns, and that means keeping detailed books and records.  Just the thought of this might make you groan.  (Personally I like doing this, which is why I do what I do and why you don’t).  However, keeping accurate books and records is vital to forming a corporation.

When your business was unincorporated, your recordkeeping might have been as simple as keeping a running total of the cash in your checkbook.  At the end of the year you leafed through it page by page for all the business income and expenses and made a list that you gave to your tax preparer or used yourself to prepare your tax returns.  And that was okay.

But that doesn’t work for a corporation.  Therefore I would suggest you 1) buy some accounting software and learn how to use it, or 2) pay someone to do this for you.  The ‘cost’ of doing this yourself is your time; the cost of paying someone depends on the number of transactions you have (deposits, checks, credit card charges, etc) and represents real money you have to pay to someone else.  At least paying someone else is tax deductible.  I suggest learning to do this on your own.  This will save you some money, and my experience is that people who do their own bookkeeping know their records better and can spot mistakes easier.  A good accounting software program should cost you $200 or less if you decide to do this yourself.  Having said all that, if you just don’t want to do your own accounting, then you’re better off paying someone else to do it.
Tax Return Preparation Fees

While you might feel comfortable preparing your own personal income tax returns, I wouldn’t suggest you prepare your own business tax returns.  They require a higher level of reporting including a Balance Sheet and a Profit/Loss statement.  They are just too complex for someone who doesn’t prepare them for a living.  So add this cost into the annual cost of your corporation.  If you give a tax preparer a clean set of books, he/she can probably prepare a business tax return for $1,000 or less.
Payroll Tax Handling

As you’ve learned, this strategy only works when you pay yourself a salary, and that means handling payroll and payroll taxes.  If your business already has employees, then you are probably familiar with what this means.  You might even have a payroll system already in place to handle this for you, such as Paychex, ADP, or some other payroll service.  In that case you’d simply put yourself on the payroll like all the other employees.  No big deal.  If your business never had employees before now you’ll have to start.  This might mean paying someone to handle this for you, or you might try handling this yourself.  In general I advise clients that 1) if they only have one employee, being themselves, 2) if they can pay themselves a set amount on a regular basis, such as weekly, semi-monthly, monthly, or even quarterly, 3) they are intrepid enough to learn how to do this, and 4) price is a concern, then you can consider handling the payroll yourself.  One word of caution: this is the area of a corporation that requires the greatest amount of detailed paperwork.  Besides issuing paychecks, you have to prepare quarterly Federal and state payroll tax reports, issue W-2s and prepare year-end payroll tax reports.  It’s best to pay someone to handle this for you if paperwork is not your strongpoint.  But whether or not you do it yourself or pay someone to do it for you, it has to be done.  Good payroll services like Paychex and ADP are nicely priced for the business owner who can’t or doesn’t want to handle these requirements themselves.
Reduced Social Security Benefits

Most of my clients don’t consider this to be a ‘cost’, but in the spirit of full disclosure I like to mention it anyway.  Since this strategy reduces your social security taxes, it’s a natural occurrence that your social security benefit will be less when you retire.  Social security benefits are based on how long you worked and how much taxes were paid into the social security system by you (and your employers).  The more you pay, the larger the benefit will be when you retire, and vice versa.  However, there comes a point in time, usually when you reach middle age, when your benefit is pretty well established, and it won’t go up significantly if you continue to pay social security taxes into the system.  Nor will it go down significantly if you stop paying social security taxes completely.  It reaches a point of diminishing returns.

You know how you get that letter from the Social Security Administration each year that tells you what your monthly benefit will be when you retire?  Handy information to know.  But did you know that the letter assumes that you’ll make the same amount of income each year and continue to pay the same amount of social security taxes into the system until you retire?  Unfortunately the letter doesn’t tell you what your monthly benefit will be if you stop paying social security taxes completely, or if you drastically reduce the taxes you pay during your lifetime by using the strategy outlined in this report.  But there is a way you can figure this out.  If you go to the Social Security website (www.ssa.gov) and use the calculator for figuring your benefit (option 2 is the best of the 3 calculators), you can leave the field blank which asks you for your future earnings, and let the website tell you what your benefit will be in you stop paying social security tax altogether.  Or if you reduce your earnings to $30,000.  Or if you win the lottery.  Or…or…or, I think you get the point.
In any case, you might find that the current tax savings (multiplied by the number of remaining years in your career) far outweigh the amount of monthly benefit you’ll be giving up in your retirement.  Besides, you have no idea what social security will look like when you retire.  Personally I suspect the social security system will still be around for a long time, but the benefits will probably be minimized and will be taxed more and more when you receive them.  It’s like having five birds in your hand versus the one bird in the bush when you retire!

So is this really a ‘cost’?  I’ll let you decide that for yourself.  All I ask is that you take your spouse on a nice vacation each year with the money you are saving (especially if he/she is the one doing your bookkeeping for you!) and then save the rest for your retirement.
Making It All Work

Hopefully the tax savings discussed here has piqued your interest.  Maybe you’re even ready to take the plunge and form a corporation for your small business.  Good for you!  Let me take some time to give you some hints to make this easier for you.

Corporate Minutes

This is probably the least understood aspect of the requirements of a corporation, and the most neglected.  What exactly are ‘minutes’ anyway?  When do I have to do this?  And what happens to them once I’ve done them?  Let me assure you, keeping minutes is not a difficult or time-consuming project.

Basically minutes are a record of a meeting.  Your corporation is required by law to have at least two meetings each year, being the Stockholders’ meeting and the Board of Directors’ meeting.  In reality you probably meet much more often than that with your fellow stockholders and directors to discuss the business, usually over the dinner table or some other informal setting.  But you have to keep a record of such meetings at least once a year by writing up a summary of who attended the meeting and what was discussed.  Many attorneys can do this for you.  They’ll give you a checklist of items commonly discussed at these types of meetings, and using that checklist they’ll prepare the minutes for you.  Minutes are usually a few pages in length with a place for you to sign at the bottom.  You might consider paying someone to do this the first year, just to see what minutes typically look like.  A good document filing service will include in their service the minutes for the first year.  After the first year you can always take those minutes and re-type them into a word processing program, change a few dates and sentences, and voila’, you have your own prepared minutes at no cost!
The reason most people neglect to do this is that the minutes don’t go anywhere after you prepare them.  You don’t send them to the IRS or your state department of corporations or any place else.  All you have to do is file them away in your corporate book.  When you were incorporated, you should have been given a book or a binder with all your incorporation documents in it.  There was probably a tab or space in the book/binder for you to file away your corporate minutes.  Just punch holes in your pages and file them away.  It’s really that simple.

Now let’s take this requirement to keep minutes and turn it into a tax saving deduction.  While you are required to have at least two annual meetings, you don’t have to have them on the same day each year or in the same place.  Instead of having them around your kitchen table, you might consider timing the meetings around a business trip you’re already planning on taking.  (I seriously doubt that Microsoft has their annual meetings around Bill Gates’ kitchen table).  Let’s say you are planning on attending a trade show.  Many times these shows are held at resort areas and you wouldn’t mind staying a few extra days to do some sightseeing.  Why not extend your stay by a few days and time your meetings to coincide with the extra days you stayed at the resort?  Meetings don’t have to take all day, leaving you the majority of the day to go sightseeing.  Essentially you are using the requirement for having meetings as a way of turning personal expenses into a business expense.  Even if you don’t use corporate meetings as justification of extending a business trip, at least take your spouse out to a nice dinner twice a year and write off the cost of the meal as a meeting expense.

A word of caution: don’t go overboard with this strategy.  If you are ever audited, travel expenses are one area auditors routinely scrutinize and you don’t want to give the IRS any reason to adjust your return.  One client of mine took a long trip through Europe and wanted to write it off as a business expense.  My answer on that question was don’t do it.

One thing to be aware of: there are people who monitor when new corporations are formed and shortly thereafter will send the owners an official looking letter reminding them of the requirement to prepare their annual minutes.  The letter is so official looking that it appears as if it was sent by the Secretary of State in their state.  And I’m sure it was intended to look that way.  For the low payment of $100 or so, the letter writer will prepare your minutes for you.  Don’t be fooled by these types of letters.  They aren’t sent by any governmental agency and you don’t have to pay the $100 to have your minutes prepared.  Do them yourselves and save the money.
Quarterly Estimated Tax Payments

If you’ve been self employed for any time at all you’ve probably learned something about making quarterly estimated tax payments.  But for those of you who haven’t been self employed before, here’s how they work.

When you are an employee receiving a paycheck, you had income taxes withheld from your check, and when you filed your tax return you either received a refund or had to pay more, depending on your circumstances.  For the most part your taxes were paid through payroll deduction.

When you are self employed and don’t receive a paycheck with taxes withheld, you are required to estimate your annual tax bill and send in 1/4th of that amount about each three months.  When you file your return, either you get a refund if the quarterly payments were too much or you have to pay if the quarterly payments weren’t enough.

Now when you form an ‘S’ Corporation, you will be paying yourself some of the profits as salary (subject to tax withholding) and the rest of the profits as owners draw (not subject to tax withholding).  Does this mean that you withhold income taxes from the salary and make quarterly payments based on the owners draw?  Well, you could handle it that way.  However, most of my clients handle it differently.
They handle it one of two ways:

1) Withhold income taxes from the salary.  You can have enough income taxes withheld from the salary so that you don’t have to make the quarterly payments, or

2) Make larger quarterly estimated payments.  You can deposit enough income taxes with the quarterly payments so that you don’t have to have income taxes withheld from your salary.

The IRS doesn’t really care how it’s done, so you can choose which way to do this depending on your own circumstances and/or preference.  Maybe you’d like to pay a small amount with each paycheck.  In that case pay all your taxes by payroll deduction.  And if you like to hold onto your money until the last possible moment, you might consider making quarterly estimated tax payments instead.  Whatever works for you.

Quarterly estimated tax payments are made using a Form 1040-ES voucher and are made by April 15, June 15, September 15 of the current year and January 15 of the following year.  Income tax payments made by payroll system are deducted from your paycheck each time you pay yourself and are forwarded onto the IRS usually on a monthly or quarterly basis.

Registered Agents

Each corporation is required to have somebody designated as the registered agent.  This sounds more complex than what it really is.  All it really means is that the department of corporations in your state wants to have a person’s name in that state on file in case they have to send you any important documents or, heaven forbid, serve the corporation with a lawsuit.  They don’t want to have to chase you down if you live in a separate state from the state you’ve incorporated in, so they require somebody in that state to act as the official contact person.  Lots of attorneys will do this for you; most of them will charge a fee to do it.  I always tell clients that if you live in the same state as where you formed your corporation (which is most of the time) you can act as your own registered agent and save yourself the money.
One Last Comment About Corporate Credit

Where I live we hear radio commercials which claim that forming your own corporation can qualify you for credit up to $50,000.  I get asked the question all the time, ‘Is this really true’?  Sounds like a pretty good deal.  While this isn’t part of the strategy to reduce your taxes, it does pertain to a corporation, so I’ll address this issue.

Let me answer this question with another question.  Let’s say you are a bank and have money to loan.  A new customer comes into your bank in the afternoon and tells you that just this morning he formed a corporation and now he wants you to loan him some money.  Would you do it?  Not without doing some extra research you wouldn’t.  You’d want to know how long he’s been in business, what kind of assets does the corporation have to use as collateral, and is the customer willing to sign a personal guarantee to repay the money if the corporation defaults on the loan.

Forming a corporation doesn’t magically give you access to credit you didn’t have before.

So how do the radio commercials make this claim?  What actually happens is that the company making the radio commercials doesn’t help you form a new corporation, but they sell you the stock of a corporation they’ve already formed.  Before they ever met you they formed some corporations and built up some credit in them over time, and then you show up on the scene and they sell you the stock of this corporation that’s already been in existence for a year or two.  You are buying the stock of an already-formed corporation, at a premium, for the ability of having some already-existing credit.  And maybe this is valuable to you.  If so, go ahead and do it.  Nothing wrong or illegal about it.  Just don’t come crying to me when you thought you could buy stuff you couldn’t buy before and it turns out you STILL can’t buy that same stuff!
Just be aware that forming a NEW corporation doesn’t give you any more credit than what you already had.

So What Do You Do Now?

Hopefully by reading this Strategy Report you’ve learned some of the tax benefits of forming your own corporation.  There are more strategies and tax deductions available, but it’s worth incorporating your business if you only use this one strategy.

What are some other strategies you could explore?  Depending on your circumstances, you might consider:

Retirement Plans – Open a company retirement plan which creates an immediate deduction for the corporation and allows you to save money for the employees’ retirement, even if you are the corporation’s only employee.

Employee Benefit Plans – Some employee benefit plans are only tax deductible if you are a corporation, such as group insurance plans, employee education plans, child care plans, and child adoption plans.

Deferred Compensation Plans – Set aside money for key employees (like yourself!) as an enticement for hiring those employees (like yourself!).

Perhaps you’ve already decided to form a corporation for your business.  Your next step would be to actually start the process of forming the corporation.  Many attorneys will gladly do this for you and if you can find a good deal, go for it.  Or you could try it yourself using a Document Filing Service.  The one I use I found in an advertisement in the Journal of Accountancy magazine.  You might try looking for one using an internet search engine or in the yellow pages for one.  Just be aware that forming your own corporation is only the first step in this tax saving strategy.  You’ll still need to prepare and file some additional tax forms to get the results you want and expect.
Again, let me thank you for purchasing this Strategy Report and congratulate you for taking the time to read it and learn how to pay less taxes in the future.  After reading this report, if you have questions, please feel free to contact me at pconradcpa@yahoo.com.

Good luck, and be sure to let me know what you did with the money you saved!
