


ost small businesses have receivables that cannot be collected.

IVIThese receivables can be from the sale of products, providing
services to customers, or a combination of the two.

Whether or not a bad debt deduction will apply generally depends upon which
accounting method is used (either the cash or accrual method). Why does this
make a difference? Let's look at what happens under both methods
of accounting.

Accrual - If the accrual method is used, all of your billings must be treated
as income whether or not they have been collected. This means that the
taxable income already includes the income from your deadbeat customers.
Therefore, these items are considered a bad debt when those receivables
become uncollectible and can be deducted. If the accrual method of accounting
is used, bad debts are deductible.

Cash - On the other hand, if the cash method of accounting is used, income is
not reported until it is received (unlike the accrual method). Since the income
was never reported in the first place, a deduction cannot be taken if you are
never paid for the goods or services you provided. This is a hard concept to
understand, so let’s consider the following example. Jack has a cash basis
business with two customers. He invoices both customers for $5,000. One
pays Jack promptly, while the other skips out on him without making payment.
Jack actually has income of $5,000. If he were allowed to deduct the
uncollected $5,000, he would end up with $0 income. However, this is not the
case. Generally, cash basis businesses don't have bad debt deductions,
although there are some exceptions (discussed later).

A taxpayer's loan to a customer or supplier may be a business debt if there is
some element of necessity for the loan, which is proximately related to the

taxpayer's business. An example is a builder who makes advances to
a building material supplier and never receives the supplies. In such cases,
assuming the taxpayer can prove the debt is worthless, the loan will result in a
bad debt for either an accrual or cash basis taxpayer.

Proof of Worthlessness — Proving a debt (or receivable) is worthless requires
the taxpayer or business to show that the debt has become worthless and that
reasonable steps were taken to collect the debt.

Non-Business Bad Debts — Some bad debts may actually be personal debts,
such as personal loans to individuals. In those cases, the bad debt is not
deducted as a business expense but is treated as a short-term capital loss on
Schedule D instead. The bottom loss for any year on Schedule D is limited to
$3,000 ($1,500 for married filing separate taxpayers). Unless the Schedule D
contains gains to offset additional losses, a non-business bad debt could be
limited to $3,000 per year. The good news is that any amount not deductible in
a particular year carries over to the next subsequent year.

If you still have questions, please give us a call for additional information.

When buying a security on “margin,” you are essentially borrowing money from
the brokerage firm and using your investments with that broker as collateral.

Risk Factors — Buying on margin represents a significant higher risk because
you are borrowing money to buy the securities. Because of these inherent risks,
the margin account agreements give the broker significant latitude in covering
declines in margin portfolio equity. They can make cash calls or sell the stock
purchased on margin to cover the loan amount.

Example: Assume you paid $50 in cash and borrowed $50 from the broker to
buy a $100 share of stock. If that stock increases in value, say to $150 a share,
then you made $50 on your $50 investment or a 100% return on investment. Of
course, you will have to pay the broker interest for borrowing the other $50.
Looking at the other side of the coin, if the stock drops in value to $50, then your
entire investment was lost plus interest on the loan.

Margin Calls — The broker’s margin agreement will require that you have a
minimum equity in the account. That minimum equity varies with brokerage
firms, but can be between 25% and 40%. If your equity in the account drops
below the minimum, then the broker will issue a “cash call” for you to deposit
sufficient funds to bring the account equity back up to the minimum amount. If

you fail to do that, brokers generally have the right, without your permission, to
sell the stock purchased on margin to cover the minimum equity.

Deducting the Margin Interest — Margin interest paid is deducted as an
itemized deduction. Thus, if a taxpayer does not itemize, he or she is unable to
gain any benefit from having paid the interest. In addition, the investment
interest deduction is limited to net investment income for the year. Net
investment income is all of your investment income less any investment
expenses other than the interest for the year.

Example: Assume your margin interest for the year was $700. The only
investment income you had was $300 from dividends and you deducted $50 for
investment publications, making your net investment income $250 ($300 — $50).
Therefore, you can only deduct $250 of the margin interest and the
$450 balance carries over to subsequent years.

Be sure you understand the terms of your margin agreement, including interest
rates, collateral terms, original, minimum and maintenance margins, and how
notice is given before selling your stock to cover a margin call. Read the
agreement carefully. It may be a separate agreement or included in the
agreement that was originally signed to open the account.




Are Employee Background
Checks Right for You?

In a world where 30% of applicants give false or
misleading information about their backgrounds,
adding employee background checks to the
hiring process is the employer’s first line of
defense in hiring good people, and possibly
avoiding negligent hiring lawsuits.

Background checks supplement the interviewing
process, confirm information provided by
applicants, and uncover inaccurate information.
Background checks do not rely on getting
references from former employers who may be
fearful of being sued.

Though the information from background checks
varies, this information can identify some of the
following problems:

* A given residential address that is
commercial, including a bar, mail
forwarding service, or homeless shelter.

* A residential address that may have been
used in suspected fraudulent activity.

e Failure to appear for a court appearance.

« Differences between the legal name and
the name on the application.

e Variations in the legal name.
* Criminal records located under an alias.

e Applicant with multiple aliases,
an incorrect Social Security number, or
multiple numbers.

e Use of Social Security number in a death
benefit claim.

e Use of Social Security number in
fraud-related (credit card) activities.

 Convictions

Background checks serve as an insurance
policy and may identify potential issues that
may not have been uncovered during the hiring
process. If you are running a high-risk or
turnover business, it might make sense to add
background checks to your hiring procedures.

Watch Out for Payroll
Outsourcing Hazards

Businesses frequently outsource their payroll and other related responsibilities to companies who
specialize in these services. However, it is the employer's duty to pay these taxes, and ultimately the
employer remains responsible for their payment even if the failure to pay is entirely due to a payroll

service provider's negligence or fraud.

Don’t allow yourself to become complacent just because your company uses a highly-respected payroll
service. The IRS and the Social Security Administration offer the following advice to employers:

* They strongly suggest that the address of record with the IRS not be changed to that of
the payroll service provider. If there are any issues with an account, the IRS will contact the
employer. Changing the address may significantly limit the employer's ability to be informed of
tax matters involving his or her business in a timely manner.

* An employer should ask the payroll service provider if they have a fiduciary bond. This can

protect the employer in the event of default.

* The employer should ask the service provider to enroll in and use the Electronic Federal
Tax Payment System (EFTPS). The EFTPS maintains the payment history of a business for
16 months and can be viewed online. This allows the employer to immediately confirm
payments electronically, 24 hours a day, 7 days a week through the Internet or by phone.
The IRS recommends employers verify EFTPS payments as part of their bank account

reconciliation process.

The IRS further cautions that there have been instances of individuals and companies acting under the
guise of service providers who have stolen funds intended for payment of employment taxes, leaving
the employer ultimately responsible for the payroll taxes and penalties.

Can
Word-of-Mouth

Advertising
Work for You?

What others have to say about your products or
company is a key influence on what they buy.
A recommendation from a friend or colleague is
something people trust, not to mention that
research shows it is much more effective than tra-
ditional advertising.

So what are you doing to promote word-of-mouth
in your marketing plan? Word-of-mouth marketing
is defined as, “Giving people a reason to talk about
your products and services, and making it easier
for that conversation to take place.”

Word-of-mouth can be fostered and integrated
into your everyday business operations.
An effective word-of-mouth campaign starts with
any interaction with your customer. Do you

truly listen to your customers, asking for and
listening to their feedback? Is it easy for customers
to tell their friends about you and your products?
Do influential people know about you and speak
positively about your services?

Word-of-mouth marketing techniques start with
a dialogue with your customers. The basic
elements are:

e Educating people about your products
and services.

e |dentifying people who are most likely to
share their opinions.

¢ Providing tools that make it easier to share
information.

e Studying how, where, and when opinions are
being shared.

e Listening and responding to supporters
and detractors.

Is word-of-mouth advertising right for you? In
reality, it is already happening, and you may not
even know about its effects. Making it part of your
marketing strategy is an inexpensive way to
concentrate and listen to your customers while
making them your greatest ally.







