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The Tax Man Cometh
JOHN'S DILEMMA

Death and taxes. Most overused phrase in business. Has a certain fatality to it, doesn’t it? As
in, I really can’t change it, taxes are going to happen. True, but just like you can affect the
time of your death by your lifestyle, you can alter the impact of taxes in your life.
Consider John (not his real name of course). John has a successful business that makes
widgets. Every year he gathers all of his tax information and sends it over to his CPA, Dale.
Dale is a nice enough guy. Pleasant, seems knowledgeable. He sends emails on tax updates
throughout the year. Then John waits. And worries.
He remembers what happened last year. His business had a bad year, but somehow he
ended up owing a bunch of tax. And it came at the worst possible time. Not only had the
bad year wiped out his cash, spring was his slow time.
He was stuck with a $50,000 tax bill, and no way to pay it.
Sure, Dale helped him work a payment plan out with the IRS, but they wanted all kinds of
extra financial information. He really hated giving the IRS his bank account information. It
made him feel very vulnerable, like they could come take money anytime the wanted. That
would be a disaster!
John just doesn’t know what he will do if there is a repeat of last year. Doesn’t know if he
can stay in business. Business is better, but with the extra monthly payment to the IRS, with
all of the penalties and interest, there is NO extra cash flow.
John knows he doesn’t understand all the tax stuff, but he just can’t figure out how he could
not have any money and still owe taxes! Dale mentioned something about accrual
accounting, increased inventory and section 179 depreciation, but it went over John’s head.
John wished his business was more like his golf partner Jack. Jack never seems concerned
about his taxes. Sure, he pays taxes, because his business is successful, but nothing ever
seems to surprise Jack. Seems like he’s always in control. How does he do it?
His business isn’t that much different from John’s. Similar size manufacturing business.
What does he know that John doesn’t?
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The Silver Bullet
JACK'S SOLUTION

Jack learned a long time ago that his business finances, including his taxes, could make or
break him. In fact, they did almost break him the first couple of years he was in business. His
business was successful out of the gate, but everything he made, he put back into the
business.
When tax time came, there was no money to pay them. Nobody told him about this! He just
knew how to make money and grow his business. His CPA was no help. Heck, Jack wasn’t
even sure what he was paying the CPA to do, but clearly, it wasn’t working.
Then Jack found the Core Tax Process™ and implemented the tools it provided. Because he
met with his CPA at least twice, sometimes four times, during the year for tax planning
meetings, he knew what his tax bill was going to be in April.
And he used the tools to help him pay the taxes throughout the year, so there was no big
chunk to have to pay. Jack doesn’t dread Spring anymore and has peace of mind knowing
that there will be no nasty surprises.
One of the unexpected benefits of using the Core Tax Process™ was that these tools
allowed him to actually LOWER his tax bill, not just know what the amount was going to be.
He figured that he had lowered his tax bill at least 20% by using the tools correctly.
Now, he had no tax surprises, and none of the worry. He could devote his time to doing what
he was good at (and loved), making widgets and taking care of his customers.

Why You Have Tax Surprises

3

Why You Have Tax Surprises
Most business owners that last past the first couple of years know that they need someone
to prepare their taxes and finances. If you survive the mistakes of your initial lack of
knowledge, you eventually picked up the phone and found help.
But the fact that you have tax surprises isn’t entirely your fault. The truth of the matter is
that until now, there hasn’t been a simple, clear process that ANY business could follow to
prevent tax surprises.
You see, CPA’s are not the most creative folks (believe me!). If they happened to figure out
how to keep one business from having a tax surprise, they didn’t figure out how they did it,
or how to replicate it for other business owners.
So here are the most frequent failures our team has seen. This is compiled from the
experiences of thousands of small businesses just like yours. And simply put, they don’t have
to happen!
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FAILURE #1

New Business / Do It Yourself
As mentioned above, most new businesses don’t rush out and hire an accountant first thing.
In fact, the first time they think about an accountant is when the go to do their personal tax
returns. After all, this is all new, you’ve never done this.
Preparing your personal tax return on TurboTax, you start wondering, what do I about the
business I started last year? Where does that go on the tax return? So it’s too late to hire
someone after the fact, I’ll just do it myself, you say. Besides, I didn’t make any money.
There are lots of tax decisions to make when starting a business. The first major one is what
type of entity to use, Corporation, Partnership, LLC, and how to have it taxed. Once you
make these choices, they are generally unchangeable. Make a mistake here and you’ll be
paying for it for years.
Second major decision is your accounting method. Generally, small businesses have 2
choices, but there are other details, especially if your business deals with inventory or
manufacturing. You can be either a cash basis taxpayer or an accrual basis taxpayer. There
are pros and cons to each.
Unlike with the entity choice, you CAN make a change automatically from an accrual
taxpayer to cash basis. One of the questions we ask when making this decision is, do you
generally have more owed to your (accounts receivable) than you owe to others (accounts
payable)? If the answer is yes, then you probably want to be an accrual basis taxpayer.
Do it yourself, and you’ve just compounded your problem. Yes, you should have hired an
accountant earlier, but there is plenty you can do after the fact, especially in a new business,
to minimize your taxes.

Lesson #1
DON’T EVER FILE A BUSINESS RELATED TAX RETURN
YOURSELF. EVER. THERE ARE CRITICAL TAX DECISIONS TO
MAKE IN YOUR EARLY YEARS IN BUSINESS. INVOLVE A TAX
PROFESSIONAL.
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FAILURE #2

Hiring a CPA Only By Referral
So how do you hire a CPA anyway? If you’re like most, you ask your business buddy who
they use. You meet with the prospect, don’t know what really to ask or talk about, but she
sounds nice, so you hire her. After all, it works for your friend, right?
Wrong. Every business is different, and although there are some common, basic things all
businesses share, the devil is in the details. Most CPA’s and tax preparers are generalist. That
is, they work with whoever walks through the door and can write a check.
Small business tax and financial planning has become a very specialized job. There are even
some accountants that only work with specific industries in small business (e.g.
veterinarians). At a minimum, read the included article on How to Hire an Accountant.

Lesson #2
FIND A SPECIALIST, ONE WITH WHICH YOU CAN COMMUNICATE,
THAT WILL TAKE THE TIME TO UNDERSTAND YOUR BUSINESS.
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FAILURE #3

Not Paying the Right Amount
Honestly it took us a while to figure this out. Each year, when we filed our client’s tax
returns, we would provide them quarterly estimates for the next year’s taxes. The amounts
were computed on the minimum amounts necessary to avoid penalties.
The problem was, the vast majority of businesses wouldn’t pay them, leaving them with a
large amount due the following year. Two reasons surfaced as to why they didn’t pay their
quarterly estimates, first they wanted to use the money in their business.
The second reason they didn’t make them is that they were just large amounts. Depending
on the situation when the tax was due every quarter, maybe the business didn’t have the
extra money.
So rather than paying the estimate “short” or late, they just didn’t pay it. “I’ll get it caught up
at year end,” they say.The penalty for not paying in quarterly estimates is relatively small,
and many business owners just viewed it as a cheap “loan”from the government for their
business.
Our solution is simple, pay your estimated taxes in as withholding with your payroll. The
amounts are smaller, and are paid in with each payroll. Most owners don’t notice the
difference. You can either lower your take home pay (net check) or gross up your wages so
that your net check doesn’t change.
There are several considerations depending on your entity, accounting method, etc. so
check with your professional before you implement. This method also opens up a lot of
flexibility to change your tax payments throughout the year to match how much money
your business is making. Bad quarter? No problem, just reduce your withholding.
This has the added benefit of not overpaying your taxes. Since you don’t receive any benefit
from paying in too much taxes before they are due, why do it? Stop giving the government
an interest free loan!
Lastly, using payroll to pay in your taxes assures that you will be paying in a W-2 wage for
yourself. Although not applicable in all situations, most small business owners need to pay
themselves a reasonable salary. Not paying yourself a reasonable salary is a significant audit
red flag with the IRS!

Lesson #3

IF QUARTERLY ESTIMATES DON'T WORK FOR YOU
(AND CHANCES ARE THEY DON'T), USE YOUR
PAYROLL WITHHOLDING TO PAY IN YOUR TAXES.
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FAILURE #4

Meeting Your CPA Once a Year
Let’s face it, talking about taxes is about as much fun as having your teeth cleaned. But you
know what? Having your teeth cleaned sure beats the hell out of a root canal! Your finances
are no different. A small amount of time invested on a regular basis will prevent loads of
pain down the road.
Now imagine that everyone you know waits until the last minute to go to the dentist at the
end of the year. You go into the dentist’s and it’s chaos. Phones ringing off the hook, several
irritable people waiting in the lobby, and the dentist running from patient to patient trying
to squeeze everyone in before the deadline.
Sound familiar? Most CPA’s can’t give you the time your business needs when everybody is
showing up at the same time. There aren’t enough hours. So what do you think happens?
That’s right, the least amount possible.
If you don’t implement anything else, schedule 2 or 3 additional meetings with your
accountant throughout the year. Go put them on your calendar right now. They don’t have
to be in person meetings, phone will work fine.
Make sure that your CPA has your current financial statements, and a projection for the rest
of the year, PRIOR to the meeting. This projection would include any major business
decisions planned, such as equipment purchases, loans, acquisitions, changes in business
strategy, etc..
Prepare for the appointment as if you were having your taxes prepared at year end.
Dedicate a little time here, and I promise it will yield valuable results.
After the meeting, your CPA should prepare you an updated tax projection, including
multiple scenarios if appropriate. Adjust your withholding or quarterly estimates
accordingly. And if something should happen in between meetings, notify your accountant
immediately. Don’t wait, you’re likely to forget!
You’re likely to have to initiate these conversations. Few CPA’s proactively schedule these
meetings. The good news is that they will be happy to meet with you since they usually
charge by the hour!

Lesson #4

MEET WITH YOUR CPA 3-4 TIMES A YEAR TO PLAN
AND MANAGE YOUR TAX BILL. COMMUNICATE,
COMMUNICATE, COMMUNICATE.
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FAILURE #5

Multiple Business
Time and again we see this. The small business owner has a “side-business” or partnership
interest. When it starts it’s no big deal. Then something changes, and there is income (or
maybe a large loss) and now it is a big deal. Except that you don’t know that until it’s too
late.
There are huge tax implications of multiple entities. For example, you may have a large loss
in one business that you think will offset the income you made in the other. But there are
limits the IRS puts on losses, and many times you can’t use the losses when you need them.
There are deduction limits on Section 179 depreciation for multiple entities, See Failure # 7.
If you don’t plan carefully, you may limit, or lose entirely, these valuable business
deductions. The point is that the complexity of the tax situation multiplies when you have
more than one business or investment. This includes related entities.
Many small businesses own their real estate in a separate company, which is a good
strategy. Except if you’re not careful, you can cause an unusable loss in the real estate
company that you can’t use to offset the operating company’s income

Lesson #5
IF YOU HAVE MULTIPLE BUSINESSES, MAKE SURE THAT THEY
ARE PART OF THE TAX PLANNING MEETINGS WITH YOUR CPA.
TREAT THEM LIKE YOU WOULD ANY OTHER BUSINESS, HAVE
CURRENT FINANCIAL STATEMENTS, AND COMMUNICATE YOUR
PROJECTED ACTIVITIES FOR THE REMAINDER OF THE YEAR.
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FAILURE #6

Acting Without Consulting
It does absolutely no good to have a professional if you don’t use them. If you are
considering an action, even if it seems minor to you, consult your tax professional BEFORE
you pull the trigger.
I can recall a specifically egregious case where a business had entered into a partnership
with another company out of state. Not only was it bad for his taxes, it was bad for his
business. The owner ended up in a nasty lawsuit a couple of years later to try and get out of
the deal.
But back to the taxes. The deal was a convoluted mess where clearly no one had considered
the tax ramifications. The result was just by entering into this “partnership” our client owed
LOTS of taxes.
And nothing had changed in his business! He wasn’t making more money. He just had an
unintended tax consequence. Had he just sent us a copy to review before he signed it, we
could have advised him. Instead he shows up at the end of the year, and says “Look what I
did!” Ugh.
In fact, this client caused us to stop accepting businesses that don’t follow the Core Tax
Process™. Eventually you run into these situations, and nobody is happy. It just
isn't worth it.

Lesson #6
CONSULT WITH YOUR CPA BEFORE YOU DO ANYTHING OF
SUBSTANCE. INVEST THE FEW MINUTES TO COMMUNICATE AND
ELIMINATE NASTY SURPRISES.
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FAILURE #7

The Depreciation Trap
Section 179 of the Internal Revenue Code has been a God send to small business owners.
You’ve probably heard of it. It allows you to deduct large amounts of equipment in the year
that it is purchased, rather than having to deduct (depreciate) the machinery over long
periods.
What could possibly be bad about that, you say?
Well, growing businesses that purchase lots of equipment eventually plateau. And then
they have a problem. Because you don’t get any further deduction for that equipment after
the first year if you use Section 179. Many growing businesses just get used to the
deduction.
They don’t worry about having a lot of taxable income, because they just say, “I’ll buy some
equipment at the end of the year”. Except when they don’t need to or can’t. Then the
previously deducted equipment is a tax liability.
Most of the time this machinery is financed, meaning you have cash outflow (loan
payments) and no tax deduction (previously deducted). This is the worst of all situations.
As mentioned previously in multiple business (Failure # 5), Section 179 has some special
rules that come into play with multiple entities. There are two serious limitations to
consider. The first is that you can’t take a Section 179 deduction that produces a loss in the
entity. So if you had $175,000 in Section 179 deduction, but only $75,000 in taxable income,
your Section 179 would be limited to the $75,000.
The second limitation is a little more complicated, but basically the annual limit for Section
179 has to be applied at the entity level AND the individual level. So let’s take the scenario
where you have a second company that you own 25%f. They elect Section 179 deduction on
their equipment, but you’ve already maxed out the limit on your personal return.
What happens to that deduction? Lost forever! So I take it back, THAT is the worst of all
cases. All cash out and NO tax deduction!

Lesson #7

BE CAREFUL HOW YOU USE SECTION 179 AND BONUS
DEPRECIATION. PLAN YOUR PURCHASES CAREFULLY
BETWEEN ENTITIES TO NOT LOSE ANY DEDUCTION.
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FAILURE #8

No Accounting Process
What processes? That’s for big businesses, right? Well, yes, but they can be invaluable to
small businesses as well. Consider the consequences of not having good accounting
processes: employee fraud, incorrect/incomplete financial information, untimely financial
information.
Let’s look at incorrect or incomplete financial information. Everybody just uses Quick Books.
I can tell you from my 20+ years of small business experience, I’ve NEVER seen a
substantially correct self-prepared financial statement from Quick Books. Like NEVER. And
many times, there are obvious inaccuracies.
Like loan payments in interest, but no principal amount. Or personal expenses of the
business owner being deducted as business expenses. Or my personal favorite, loan
proceeds showing as income. I could go on, but you get the point.
Bookkeeping is a lost art (try finding a competent bookkeeper under age 40). They used to
teach it in high school, now you’re lucky if you can find it at vocational schools. After all,
we’ve got Quick Books!!
Accounting software will have you believe that if you can write a check, you can keep your
books. BS! There are too many things to know that the software just doesn’t provide. And a
competent bookkeeper can rob a small business blind if they want to.

Lesson #8
HAVE A CUSTOMIZED ACCOUNTING PROCESS THAT WILL GIVE
YOU TIMELY, ACCURATE FINANCIAL INFORMATION FOR TAX
PLANNING. A GOOD PROCESS WILL ALSO ASSURE THAT YOU ARE
NOT MISSING ANY DEDUCTIBLE EXPENSES, AND ARE PREPARED
FOR ANY EXAMINATION BY THE IRS OR STATE.
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FAILURE #9

Don't Want to Know
You have some tools. You may not know exactly how to use them, but you’ve got
something. Maybe it’s Quick Books or Xero. Heck, you may still use green ledger paper. It
doesn’t matter what you’ve got, start using it.
Many business owners use their lack of understanding as an excuse for doing nothing.
Truthfully, something is better than nothing. You’re not going to be able to implement all of
the tools yourself overnight. So start with what you have.
More than likely, you have someone with which you’re working on taxes. Set up an
appointment with them RIGHT NOW to discuss how to implement these strategies to
eliminate your tax surprises. Accountant won’t call you back? Find a new one. CPA isn’t
interested in using these tools, move on.
I’ve seen business owners take the Core Tax Process™ and do nothing with it. If it isn’t
important to you, there is nothing anybody else can do to make it happen. If you’re not tired
of the stress and anxiety of not knowing what your taxes are, if you aren’t tired of always
being behind the 8 ball with taxes, never quite catching up, then no CPA can help you.
Sticking your proverbial head in the sand is not a strategy. To continue the dentist analogy
before, do you really think deferring the pain is going to be better? No, whatever is going to
happen is going to happen. You either control and manage it, or passively accept it
happening to you.
Be assured, you will have to pay the piper. The tax authorities will catch up, and they have
the best collection tools around.
Let’s face it, nobody wants to pay taxes, but that’s not a realistic option. So are you going to
be the person that accepts that growth requires work and yes, pain? Or are you going to be
king/queen of excuses. Explaining away all of the warning signs until it’s too late.

Lesson #9

USE THE TOOLS YOU HAVE. START SMALL, LIKE
SCHEDULING AN APPOINTMENT WITH YOUR CPA OR TAX
PREPARER, AND BUILD FROM THERE. ALL OF THE
PROCESSES, COMMUNICATION, AND PLANNING IN THE
WORLD WON’T MAKE A DIFFERENCE IF YOU AREN’T
GOING TO DO YOUR PART.
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FAILURE #10

Wrong Accounting Method
As I mentioned in Failure # 1, choosing an accounting method is a key tax tool. The cash
method of accounting says that you count it as income when you receive the money, and
deduct an expense when you write the check or charge the card.
Simple and straight forward. And for that reason, many business owners choose it. It’s
something they understand. For many businesses that is just fine.
But for some businesses, cash accounting doesn’t make tax sense, and in some cases, the
IRS won’t allow you to use it. If you have inventory in your business, for instance, you usually
must use the accrual method of accounting.
So what is accrual accounting? It is the attempt to match income and expenses to when
they are incurred. For instance, if you sell on credit, income is created when you send the
invoice to your customer, not when you receive payment.
That seems unfair, you say. Paying tax on income you haven’t received. Well, it works the
opposite as well. The expense is incurred when you receive the service or good, not when
you pay for it.
Because changing methods is limited, careful consideration should be made to determine
which will make most sense for your business OVER TIME. This is not something you want
to just consider what your business looks like now.
Inventory poses a separate problem. Because the IRS forces you to use the accrual method,
you can only deduct inventory when you actually sell it. So as your inventory grows, you
don’t get a tax deduction for it. Effectively paying for inventory in “after-tax” dollars. Ouch.
There are several methods for valuing inventory that are available. Traditionally, small
businesses use “Lower of Cost of Market”, which means you get to value your inventory at
cost (what you paid for it) or market value, if the price has dropped since you purchased it.
Most of the times inventory prices don’t drop, but businesses that deal with commodities
may be able to take advantage of this.
Another alternative, Last In First Out (LIFO), helps businesses that have generally increasing
inventory prices. In this method of valuing inventory, you deduct the inventory that you
most recently purchased, taking advantage of the higher price/cost. Otherwise you would
have to deduct the earliest purchased, a method known as First in First Out (FIFO),
meaning your deducting older, cheaper inventory.

Lesson #10

ACCOUNTING METHODS MATTER. DON’T GLOSS OVER
THESE CHOICES, THEY CAN HAVE SIGNIFICANT,
CUMULATIVE IMPACT ON HOW MUCH YOU PAY IN TAXES.
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FAILURE #1

Mixing Business & Personal Expenses
Worst idea EVER. Best case is you’ve missed legitimate deductions. Worst case is you’ve
filed a fraudulent tax return and opened yourself up to unlimited years of audit. Many new
businesses think it is easier to just use one bank account or credit card.
Don’t. Setup a separate bank account in whatever legal entity you choose.
Although you can use your social security number to setup the bank account, I strongly
suggest that you obtain an Employer Identification Number (EIN) from the IRS for the
business entity. This can be done online using the IRS online SS-4 application.
WARNING: You will be asked to tell the IRS how the entity will be taxed when you complete
this form. Do NOT do it if you haven’t discussed with your CPA to determine how you want
to be taxed. This can have long-term adverse effects.
You will still be personally liable for a business credit card, but keeping your expenses
separate is critical. Do not use a personal credit card. At the very least, have one credit card
that is solely used for business deductions, no personal expenses charged on it.
If you have more than one business, even if one is small, keep separate records. Have
separate bank accounts and credit cards. Not keeping them separate has potential
consequences, see Failure # 7 The Depreciation Trap and Failure #12
Shareholder/Partnership Basis.

Lesson #11
DON’T MIX BUSINESS AND PERSONAL EXPENSES,EVER.
SEPARATE BANK ACCOUNTS, SEPARATE CREDIT CARDS.
PREFERABLY, EACH BUSINESS NEEDS ITS OWN SET.
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FAILURE #12

Shareholder / Partnership Basis
This is a complicated issue that you should not tackle by yourself. Truthfully, I’ve seen many
tax preparers make serious mistakes with this stuff, and they supposedly know what they’re
doing.
Basically, the IRS limits the amounts you can deduct based upon several factors. One of
them being, generally you can’t lose more than you put into a venture. You can’t take a
$100,000 loss if you only put $50,000 into a business. That makes sense.
But there are a lot of exceptions and provisions, such as loans to/from shareholders to the
company. Or bank loans for the business, especially if they are made into the company
directly. Don’t do it right, and you lose the ability to deduct the losses.
Partnerships are even worse. They have a lot more flexibility than corporations with sharing
income and losses. In one case I had a client that came to us with a loss that no one could
take because of the way the partnership was drawn up. My guess was that nobody looked at
the document when they created it. In the end they lost $70,000 that was NOT deductible.
Ouch!

Lesson #12
ALWAYS HAVE PARTNERSHIP AND OPERATING AGREEMENTS
REVIEWED BY YOUR CPA. MAKE SURE SOMEONE, PREFERABLY
YOUR CPA, IS KEEPING A RUNNING TOTAL OF YOUR CORRECT
TAX BASIS IN YOUR ENTITIES.
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