





how diligently you pursue collection
of accounts receivable, you can still
end up with uncollected debt.

But there could be a silver lining:
In certain situations, you can deduct
bad debt on your federal income tax
return to offset ordinary business in-
come. This, in turn, could lower your
business’ overall tax liability.

Whether bad debt 1s deductible de-
pends on several factors. The first
step is to determine if an uncollected
receivable meets the IRS definition of
business bad debt.

According to the IRS, the uncol-
lected debt must be closely related
to your trade or business, and there
must be a valid debtor-creditor rela-
tionship. Such a debt qualifies as bad
debt “if your primary motive for in-
curring the debt is business related,”
states the IRS. Also, there must be a
legitimate expectation of repayment
and an intent by your company to en-
force the debt obligation.

Specific examples of business bad
debt cited by the IRS include loans to
clients and suppliers that are not re-
paid after repeated collection at-
tempts, credit sales to customers for
goods that have been sold or services
that have been rendered, and busi-
ness loan guarantees.

If you have unsuccessfully at-
tempted to collect debt over a reason-
able period and there’s no longer a
realistic chance that the debt will be
paid, then the uncollected amount
will likely qualify as business bad
debt. In this scenario, deduct the bad
debt from your gross business in-
come on Form 1040 Schedule C dur-
ing the taxable year when it becomes
wholly worthless.

Another factor is whether your
business uses accrual- or cash-basis
accounting. For the bad debt to be de-
ductible, you must have previously
included the debt in your business

income, which wouldn’t be the case

if you use cash accounting. Therefore,
you must use accrual accounting to
deduct bad debt.

A recent lax Court case helped
clarify what qualifies as a bona fide
business bad debt. In Yaryan v. Com-
missioner, TC Memo 2018-129, the
Tax Court denied a business bad
debt deduction because it concluded
that the taxpayer wasn’t engaged in
an active trade or business but in-
stead was just a passive investor in
a business.

Meanwhile, another Tax Court case
helped clarify the IRS’ expectations in
regard to providing proof that a debt
becomes worthless during the year
when you claim it does. In Sarvak v.
Commissioner, TC Memo 2018-68, the

However, doing so requires a
shift in mindset—from thinking
like a family member or employee
to thinking like a business owner
or investor. After all, what smart
investor doesn’t exmact return on
his or her investm t? In the same
way, owners usually shouldn’t feel
guilty about reaping regular divi-
dends from the investment they're
making in their own business.

This is not dissimilar to the strat-
egies behind growth and income
stocks. Growth stocks don’t pay div-
idends but instead reinvest earnings
back into the business to fund
growth initiatives. Conversely, in-
come stocks pay dividends to share-
holders, which inhibits growth but
provides regular income to share-
holders who need it.

It you're a G2 tamily business
owner, how much cash should you
take out of the business to support
your lifestyle? The answer de-

Tax Court denied a business bad debt
deduction because the taxpayer failed
to present evidence that the bad debt
was objectively worthless during the
year he claimed it was.

These two recent Tax Court cases
emphasize the seriousness the IRS
places on ensuring that business bad
debt deductions are legitimate, as well
as the importance of substantiating
the timing of your collection efforts.

wvhile bad aept can pe rrusaating, you
may be able to salvage a tax benefit out
of an otherwise unfavorable situation.
Talk to a qualified tax advisor before
claiming a bad debt deduction to avoid
running afoul of IRS regulations.

pends on your goi ' f~-*he “ iture
of the company.

Let’s say your g~ is to increase
profits by 25 perce  ver the next
five years. Based on prci~-tions, you
determine that you'll n..d to rein-
vest 80 percent of profits back into
the business to achieve this goal. In
this case, you could distribute 20
percent of profits as dividends.

But what if you determine that
you'll need to reinvest 100 percent
of profits back into the business to
achieve your profit goal? In this
case, you'll need to adjust your
profit goal downward in order to
take out any dividends.
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G1 and G2 should openly and hon-
estly discuss these issues during
the business succession planning
process. This is the best way to
avoid misunderstandings that can
lead to the premature end of a
family business legacy.
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ments for family members is difficult.
You want to be fair — but “fair”
doesn’t necessarily mean “equal”
when it comes to compensation.

Talking about salaries and profit
distribution can create anxiety and
ill will, which is why a formal fami-
ly compensation policy is a must.
This policy outlines the formulas by
which family members are compen-
sated and takes discretion out of the
hands of the matriarch, patriarch,
or family CEO. It sets realistic ex-
pectations for all family sharehold-
ers and employees and alleviates
the need for uncomfortable com-
pensation discussions or ongoing
negotiations.
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Generally, family members who
work in the business should be paid
a fair market salary for their jobs. Us-
ing this market-based approach pro-
motes the perception of parity, both
among family members and among
non-family employees. It also lets you
separate the family member’s sala-
ry—earned by contributing to the
company’s success—from compensa-
tion derived merely by being a family
member and shareholder.

For shareholders who don’t work
in the family business, compensation
typically comes in the form of a profit
distribution. The distribution sched-
ule should be outlined in the family
compensation policy.

For example, if one sibling serves
as president of the company, he or

she might earn the largest percent-
age of the distributed profits. Other
family member employees would
earn the next-highest percentage,
and family shareholders who are
non-employees might split the re-
maining percentage.

Another policy element might in-
volve different classes of stock. Family
members who work in the company
might have voting rights, while those
who don’t work in the company might
have non-voting shares.

Discuss options with your trusted
advisors before creating the family
compensation policy. Your CPA can
help you think through the implica-
tions of these decisions and arrive at
a plan that’s right for your business
and your family.
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