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TheThe ““SecretSecret”” to Beating the IRSto Beating the IRS

““There is nothing wrong with a strategy toThere is nothing wrong with a strategy to
avoid the payment of taxes. The Internalavoid the payment of taxes. The Internal
Revenue Code doesnRevenue Code doesn’’t prevent that.t prevent that.””

William H.William H. RehnquistRehnquist

1.1. Tax planning is financial defenseTax planning is financial defense

2.2. Tax planning guarantees resultsTax planning guarantees results



Taxable IncomeTaxable Income

 AddAdd Taxable IncomeTaxable Income

 minus Adjustments to Income

 minus Deductions

 times Tax Bracket

 minus Tax Credits

 Earned incomeEarned income

 Interest/dividendsInterest/dividends

 Capital gainsCapital gains

 Pension/IRA/AnnuityPension/IRA/Annuity

 Rent/royaltyRent/royalty

 AlimonyAlimony

 Gambling winningsGambling winnings

 Illegal incomeIllegal income



Adjustments to IncomeAdjustments to Income

 AddAdd Taxable IncomeTaxable Income

 minusminus Adjustments to IncomeAdjustments to Income

 minus Deductions

 times Tax Bracket

 minus Tax Credits

 IRA contributionsIRA contributions

 Moving expensesMoving expenses

 ½½ SE taxSE tax

 SE health insuranceSE health insurance

 Keogh/SEPKeogh/SEP

 AlimonyAlimony

 Student loan interestStudent loan interest



Deductions/ExemptionsDeductions/Exemptions

 Add Taxable Income

 minus Adjustments to Income

 minusminus Deductions/ExemptionsDeductions/Exemptions

 times Tax Bracket

 minus Tax Credits

 Medical/dentalMedical/dental

 State/local taxesState/local taxes

 Foreign taxesForeign taxes

 InterestInterest

 Casualty/theft lossesCasualty/theft losses

 Charitable giftsCharitable gifts

 Miscellaneous itemizedMiscellaneous itemized
deductionsdeductions



Tax Brackets

 Add Taxable Income

 minus Adjustments to Income

 minus Deductions

 timestimes Tax BracketTax Bracket

 minus Tax Credits

Rate Single HoH Joint

10% 0 0 0

15% 8,026 16,051 16,051

25% 32,551 43.651 65,101

28% 78,851 112,651 131,451

33% 164,551 182,401 200,301

35% 357,701 357,701 357,701



Tax CreditsTax Credits

 Add Taxable Income

 minus Adjustments to Income

 minus Deductions

 times Tax Bracket

 minusminus Tax CreditsTax Credits

 Family creditsFamily credits

 Education creditsEducation credits

 Foreign taxForeign tax

 General businessGeneral business

 LowLow--income housingincome housing

 RenovationRenovation



Two Kinds of DollarsTwo Kinds of Dollars

 Add Taxable Income

 minus Adjustments to Income

 minus Deductions

 times Tax Bracket

 minus Tax Credits

Pre-Tax Dollars

After-Tax Dollars



Keys to Cutting TaxKeys to Cutting Tax

1.1. Earn as much nontaxable income as possibleEarn as much nontaxable income as possible

2.2. Make the most of adjustments/deductions/creditsMake the most of adjustments/deductions/credits

3.3. Shift income to later years and lowerShift income to later years and lower--bracketsbrackets

“You lose every time you spend after-tax dollars
that could have been pre-tax dollars.”



Misunderstanding Audit OddsMisunderstanding Audit Odds

Filer FY 2004 FY 2005 FY 2006

Form 1040 (by Income)

$ 0 – 24,999 1.25% 1.46% 1.49%

$ 25,000 – 49,999 0.43% 0.60% 0.62%

$ 50,000 – 99,000 0.44% 0.57% 0.62%

$100,000 + 1.39% 1.41% 1.29%

$1,000,000+ N/A 5.2% N/A

Schedule C (by Gross Receipts)

$ 0 – 24,999 3.15% 3.88% 3.78%

$ 25,000 – 99,000 1.47% 3.31% 2.09%

$100,000 + 1.86% 3.85% 3.90%

S Corp (Form 1120S) 0.19% 0.30% 0.38%

LLC/Partnership (Form 1065) 0.26% 0.33% 0.35%



Make the Most of DepreciationMake the Most of Depreciation

Land
None

Improvements
27.5 - 39

Property

• Divide basis between “land” and “improvements.”
• Assign as much as possible to depreciable improvements.
• The IRS suggests you use local property tax assessments.
• You can use any allocation (such as bank appraisal or your insurer’s

estimate of replacement costs) so long as you show “reasonable basis.”



Break out Land ImprovementsBreak out Land Improvements

Land
None

Improvements
15

Land
None

Components
27.5

Personal Property
5

Improvements
27.5 - 39

Property



Break OutBreak Out ““Personal PropertyPersonal Property””

Land
None

Improvements
15

Land
None

Components
27.5 - 39

Personal Property
5

Improvements
27.5 - 39

Property



Personal Property ExamplesPersonal Property Examples

CabinetsCabinets Security SystemSecurity System

CountertopsCountertops SignageSignage

CarpetingCarpeting StovetopsStovetops

DishwasherDishwasher Supp. PowerSupp. Power

MicrowaveMicrowave TelephoneTelephone

Oven/RangeOven/Range Walls/PartitionsWalls/Partitions

PA/SoundPA/Sound Washer/DryerWasher/Dryer

RefrigeratorRefrigerator Window Treats.Window Treats.



Repairs vs. ImprovementsRepairs vs. Improvements

RepairsRepairs ImprovementsImprovements

Deductible nowDeductible now Depreciable over timeDepreciable over time

Keep property in goodKeep property in good
operating conditionoperating condition

Adapt property to new useAdapt property to new use

DonDon’’t add valuet add value Add value to the propertyAdd value to the property

DonDon’’t prolong propertyt prolong property’’ss
useuse

Prolong the propertyProlong the property’’s uses use

 PaintPaint

 PlasterPlaster

 Repair broken windowsRepair broken windows

 Fix gutters, floors, leaksFix gutters, floors, leaks

 Room additionRoom addition

 Upgrade appliancesUpgrade appliances

 LandscapingLandscaping

 Replace componentsReplace components



Investors vs. DealersInvestors vs. Dealers

InvestorsInvestors DealerDealer

Buy as longBuy as long--termterm
investmentinvestment

Buy with intent to resell inBuy with intent to resell in
ordinary course of businessordinary course of business

Avoid selfAvoid self--employment taxemployment tax Pay selfPay self--employment taxemployment tax

Depreciation deductionsDepreciation deductions No depreciation deductionsNo depreciation deductions

Capital gainsCapital gains Ordinary incomeOrdinary income

1031 Exchange1031 Exchange No 1031 exchangeNo 1031 exchange



Cut SelfCut Self--Employment TaxEmployment Tax

1. Report net income
on Schedule C

Pay SE tax up to
15.3% on net profits



Proprietorship vs. S CorpProprietorship vs. S Corp

1. Report net income
on Schedule C

Pay SE tax up to
15.3% on net profits

1. Split income into
wages and pass-thru

WageWage PassPass--ThruThru



Proprietorship vs. S CorpProprietorship vs. S Corp

1. Report net income
on Schedule C

Pay SE tax up to
15.3% on net profits

1. Split income into
wages and pass-thru

2. Pay FICA tax up
to 15.3% of wages

WageWage PassPass--ThruThru



Proprietorship vs. S CorpProprietorship vs. S Corp

1. Report net income
on Schedule C

Pay SE tax up to
15.3% on net profits

1. Split income into
wages and pass-thru

2. Pay FICA tax up
to 15.3% of wages

3. Avoid SE tax
on pass-thru

WageWage PassPass--ThruThru



Proprietorship vs. LLCProprietorship vs. LLC

1. Report net income
on Schedule C

Pay SE tax up to
15.3% on net profits

ActiveActive
MemberMember

Avoid SE tax on LP
member’s share

““LimitedLimited
PartnershipPartnership””

MemberMember

Pay SE tax up to
15.3% on net profits



Hire Your FamilyHire Your Family

 Children age 7+Children age 7+

 First $5,450 taxFirst $5,450 tax--freefree

 Next $8,025 taxed at 10%Next $8,025 taxed at 10%

 ““ReasonableReasonable”” wageswages

 Written job description, timesheet, checkWritten job description, timesheet, check

 Account in childAccount in child’’s names name

 FICA/FUTA savingsFICA/FUTA savings



Hire Your FamilyHire Your Family

 Children age 7+Children age 7+

 First $5,450 taxFirst $5,450 tax--freefree

 Next $8,025 taxed at 10%Next $8,025 taxed at 10%

 ““ReasonableReasonable”” wageswages

 Written job description, timesheet, checkWritten job description, timesheet, check

 Account in childAccount in child’’s names name

 FICA/FUTA savingsFICA/FUTA savings



Missing Medical BenefitsMissing Medical Benefits

 Employee benefit planEmployee benefit plan
–– Married: Hire spouse (no salary necessary)Married: Hire spouse (no salary necessary)

–– Not married: CNot married: C--corpcorp

 ReimburseReimburse employeeemployee for medical expensesfor medical expenses
incurred for self, spouse, and dependentsincurred for self, spouse, and dependents

 Works with any insuranceWorks with any insurance
–– Use your own insuranceUse your own insurance

–– Supplement spouseSupplement spouse’’s coverages coverage



MERP/105 PlanMERP/105 Plan

 Major medical, LTC, Medicare,Major medical, LTC, Medicare, ““MedigapMedigap””

 CoCo--pays, deductibles, prescriptionspays, deductibles, prescriptions

 Dental, vision, and chiropracticDental, vision, and chiropractic

 Braces, fertility treatments, special schoolsBraces, fertility treatments, special schools

 Nonprescription medications and suppliesNonprescription medications and supplies



MERP/105 PlanMERP/105 Plan

 Written plan documentWritten plan document

 No preNo pre--funding requiredfunding required

–– Reimburse employeeReimburse employee

–– Pay provider directlyPay provider directly

 Bypass 7.5% floorBypass 7.5% floor

 Minimize selfMinimize self--employment taxemployment tax



Health Savings AccountHealth Savings Account

1.1. ““High deductible health planHigh deductible health plan””
-- $1,950+ deductible (individual coverage)$1,950+ deductible (individual coverage)

-- $3,850+ deductible (family coverage)$3,850+ deductible (family coverage)

PlusPlus

2.2. TaxTax--deductibledeductible ““Health Savings AccountHealth Savings Account””
-- Contribute & deduct up to $2,900/$5,800 per yearContribute & deduct up to $2,900/$5,800 per year

-- Account grows taxAccount grows tax--freefree

-- TaxTax--free withdrawals for qualified expensesfree withdrawals for qualified expenses



ExampleExample

BeforeBefore

$900/month premium$900/month premium

–– no deductible/outno deductible/out--ofof--pocketpocket

–– $15 co$15 co--payspays

–– $10/$20/$40 drug card$10/$20/$40 drug card

$10,800$10,800 minimum/minimum/yearyear

–– $2,700 federal savings$2,700 federal savings

–– $ 0 SE tax savings$ 0 SE tax savings

$ 8,100 after$ 8,100 after--tax costtax cost

AfterAfter

$265/month premium$265/month premium

–– $5000 out$5000 out--ofof--pocket maxpocket max

–– 80/20 drug co80/20 drug co--paypay

–– 100% after o100% after o--oo--p maxp max

$8,180$8,180 maximummaximum/year/year

–– $2,045 federal tax savings$2,045 federal tax savings

–– $1,156 SE tax savings$1,156 SE tax savings

$4,979 after$4,979 after--tax costtax cost

Owner/spouse/2 children
25% federal/state tax
15.3% self-employment tax



Car/Truck ExpensesCar/Truck Expenses

AAA Driving Costs Survey (2006)AAA Driving Costs Survey (2006)
VehicleVehicle Cents/MileCents/Mile

Small SedanSmall Sedan 41.741.7

Medium SedanMedium Sedan 53.153.1

Large SedanLarge Sedan 61.961.9

4WD SUV4WD SUV 65.465.4

MinivanMinivan 59.259.2

Figures assume 15,000 miles/year; $2.405/gallon gasFigures assume 15,000 miles/year; $2.405/gallon gas



Missing Tax Coaching ServiceMissing Tax Coaching Service

 True Tax PlanningTrue Tax Planning

 Written Tax PlanWritten Tax Plan

–– Family, Home, and JobFamily, Home, and Job

–– BusinessBusiness

–– InvestmentsInvestments

 Review ReturnsReview Returns


