ANSWERS!

Tax Guide to Deducting
Long-Term Care Insurance
Premiums

Long-term care costs can be substantial, and neither
Medicare nor Medicaid provide comprehensive
coverage for most people. Long-term care insurance
can help protect your finances, and there may be
ways to deduct the premiums, depending on your
business structure.

Here are four key points to consider:

1. C corporations can provide long-term care
insurance as a fully deductible, tax-free
benefit to owners.

2. Sole proprietors or single-member LLCs
with a spouse as the only employee may be
able to deduct 100 percent of the premiums
through a Section 105-HRA plan.

3. S corporation owners, partners, and other
sole proprietors may be able to deduct
premiums subject to age-based limits.

4. If you don’t qualify for business-related
deductions, you might deduct premiums as
itemized deductions subject to age-based
limits and the 7.5 percent floor.
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Smart Solutions That
Decrease Social Security and
Medicare Taxes

Here are some important updates and strategies regarding
Social Security and Medicare taxes that may significantly
impact your business.

For 2024, the Social Security tax ceiling increased to
$168,600, resulting in a maximum Social Security tax of
$20,906 for high-earners. The Social Security
Administration projects this ceiling to rise annually,
reaching $242,700 or more by 2033. Additionally, the
government adds a 2.9 percent Medicare tax to all wages
and self-employment income, with an extra 0.9% for
high-income earners.

If you’re self-employed, these taxes can be particularly
burdensome. Here are three strategies that can potentially
reduce your tax liability:

1. Operate as an S corporation. This structure
allows the corporation to pay you a reasonable
salary and distribute the remaining profits to you,
exempt from self-employment taxes.

2. Leverage community property rules. Married
filers living in community property states can use
IRS rules to eliminate or create a spouse
partnership in order to reduce self-employment
taxes.

3. Avoid the husband-wife partnership
classification. With close attention to partnership
attributes, you can avoid the husband-wife
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partnership classification and reduce overall self-
employment taxes.

Each of these strategies has specific requirements and
potential trade-offs.

What Happens When You Die
and Your S Corporation
Owns the Rental?

You may own an S corporation with a rental property as
its sole asset.

A common concern with this approach is what happens
when the owner passes away, specifically regarding the
step-up in basis.

Here’s good news. While technically the rental property
itself doesn’t receive a step-up in basis upon your death,
your heirs will achieve the same outcome. It works like
this:

® Your heirs inherit the S corporation stock at its
stepped-up fair market value.

® When the S corporation sells the rental property,
it recognizes a gain.

® The gain on the rental property increases your
heirs’ basis in the S corporation stock.

® Upon liquidation of the S corporation, your heirs
recognize a capital loss that offsets the earlier
gain.

The result is that your heirs can potentially sell the
property without incurring any federal income tax
liability, effectively achieving the same outcome as they
would with a traditional rental property basis step-up.

Reduce Taxes by Using the
Best Cryptocurrency
Accounting Method

Consider this happy scenario: You purchased one Bitcoin
for $15,000 14 months ago and another six months later
for $40,000. Today, you sell one Bitcoin for $60,000.
You’re a genius! But is your taxable gain $45,000 or
$20,000?

It all depends on your crypto accounting method.

Many crypto owners are enjoying substantial gains at a
time of surging cryptocurrency prices. When you sell
multiple crypto units in the same year, you reduce your
taxable gains using a crypto accounting method that
provides the highest possible tax basis for each unit sold,
resulting in the lowest taxable profit.

As you might expect, the default method approved by the
IRS doesn’t always provide the highest basis, resulting in
higher taxes. The IRS made FIFO (first in, first out) the
default method. It requires you to calculate your basis in
chronological order for each crypto unit sold. With FIFO,
your basis in the above example is $15,000, and your
taxable profit is $45,000.

You can use a method other than FIFO. The other
methods are called “specific identification methods” and
include HIFO (highest in, first out) and LIFO (last in,
first out). With HIFO, you are deemed to sell the crypto
units with the highest cost basis first; your basis in the
above example would be $40,000, and your taxable profit
only $20,000.

Because HIFO sells your crypto with the highest cost
basis first, it ordinarily results in the lowest capital gains
and the largest capital losses. But using HIFO can cause
loss of long-term capital gains treatment if you have not
held the crypto for more than one year.

Using HIFO or LIFO is more complicated than using
FIFO. You must keep records showing
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® the date and time you acquired each crypto unit,

® your basis and the fair market value of each unit
at the time it was acquired,

® the date and time each unit was sold or disposed
of, and

® the fair market value of each unit when sold or
disposed of.

If you lack adequate records, the IRS will default to the
FIFO method during an audit, which could result in more
taxable profit.

It’s next to impossible to manually create the needed
crypto records, particularly if you have many trades.
Most crypto owners use specialized crypto tax software
that automates the basis and gain/loss calculations and
can even fill out the required tax forms.

You can change your crypto accounting method from
year to year without obtaining IRS permission—for
example, you can change from FIFO to a specific
identification method such as HIFO. You don’t have to
disclose which method you use on your tax return.

Avoid the Hidden Dangers of
the Accumulated Earnings
Penalty Tax

If you run your business as a regular C corporation,
beware of the accumulated earnings tax (AET).

The IRS can use the AET to penalize C corporations that
retain earnings in the business rather than pay them to
shareholders as taxable dividends. When retaining
earnings, the C corporation first pays the corporate tax of
21 percent on those earnings.

When the corporation distributes those already taxed
earnings to shareholders, the shareholders include those
distributed earnings as dividends in their taxable income,
where they are taxed again at the shareholders’ capital
gains rate.

The AET is a flat 20 percent tax. It is a penalty tax
imposed after an audit in which the IRS concludes that
the corporation paid out insufficient dividends when
compared with the amount of income accumulated by the
corporation.

You have AET exposure when your C corporation has
large balances in retained earnings, cash, marketable
securities, or loans to shareholders reported on its
balance sheet on IRS Form 1120, Schedule L.

The IRS can impose the AET on any C corporation,
including public corporations. However, closely held C
corporations are the most likely targets because their
shareholders have more influence over dividend policy
than do public corporations’ shareholders.

Historically, IRS auditors have not prioritized the AET,
but anecdotal evidence suggests this may change.

Fortunately, there are many ways to avoid problems with
the AET—for example:

® FElect S corporation status.

® Retain no more than $250,000 in earnings
($150,000 for corporations engaged in many
types of personal services)—all C corporations
are allowed to retain this much without incurring
the AET.

® Establish that the corporation needs to retain
earnings above $250,000/$150,000 for its
reasonable business needs—for example, to
provide necessary working capital, fund
expansion needs, pay debts, or redeem stock.

The key to avoiding the AET is to document the reasons
for accumulating earnings beyond $250,000/$150,000 in
corporate minutes, board resolutions, business plans,
budget documents, or other contemporaneous
documentation.
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