Small Business Tax Considerations

How do you distinguish between a business and a hobby?

A business operates to make a profit. A hobby activity is an activity not done for profit. This includes activities done
mainly for sport, recreation, or pleasure. No one factor alone is decisive. You must generally consider these
factors in determining whether an activity is a business engaged in making a profit:

e  Whether you carry on the activity in a businesslike manner and maintain complete and accurate books
and records.

e  Whether you have personal motives in carrying on the activity.

e  Whether the time and effort you put into the activity indicate you intend to make it profitable.

e  Whether you depend on income from the activity for your livelihood.

e Whether your losses are due to circumstances beyond your control (or are normal in the startup phase of
your type of business).

e  Whether you or your advisors have the knowledge needed to carry on the activity as a successful
business.

e  Whether you were successful in making a profit in similar activities in the past.

e  Whether the activity makes a profit in some years and how much profit it makes.

e Whether you can expect to make a future profit from the appreciation of the assets used in the activity.

Independent Contractor (Self-Employed) or Employee?

It is critical that business owners correctly determine whether the individuals providing services are
employees or independent contractors. Generally, you must withhold and deposit income taxes, social
security taxes and Medicare taxes from the wages paid to an employee. Additionally, you must also pay the
matching employer portion of social security and Medicare taxes as well as pay unemployment tax on wages
paid to an employee. Generally, you do not have to withhold or pay any taxes on payments to independent
contractors. Under common-law rules, anyone who performs services for you is your employee if you can
control what will be done and how it will be done. This is so even when you give the employee freedom of
action. An individual is an independent contractor if the payer has the right to control or direct only the result
of the work and not what will be done and how it will be done. Every business must file the W-2s and
informational form 1099s with the IRS by January 31,

New rules and limitations for depreciation and expensing under the Tax Cuts and Jobs Act

A taxpayer may elect to expense the cost of any section 179 property and deduct it in the year the property is
placed in service. The new law increased the maximum deduction from $500,000 to $1 million. It also increased
the phase-out threshold from $2 million to $2.5 million. For taxable years beginning after 2018, these amounts of
$1 million and $2.5 million will be adjusted for inflation.

The new law increases the bonus depreciation percentage from 50 percent to 100 percent for qualified property
acquired and placed in service after Sept. 27, 2017, and before Jan. 1, 2023.

Depreciation Limitations on Luxury, Passenger Automobiles, and Heavy Vehicles.

Revenue Procedure 2022-17 (irs.gov)

Tax reform changed depreciation limits for luxury passenger vehicles placed in service after December 31, 2017. If
the taxpayer doesn't claim bonus depreciation, the maximum allowable depreciation deduction for 2022 is
$11,200 for the first year. If additional bonus depreciation Combined with the additional bonus depreciation
allowance of $8,000, the depreciation deduction is $19,200 in 2022.


https://www.irs.gov/pub/irs-drop/rp-22-17.pdf

Heavy vehicles with gross vehicle weight rating (GVWR) of more than 6,000 pounds placed into service after
September 27, 2017, and before January 1, 2023, qualify for a 100 percent first-year bonus depreciation
deduction.

Section 199A Deduction

Section 199A deduction also known as the Qualified Business Income deduction (QBID) arises from the Tax Cuts &
Jobs Act of 2017. Many individuals, including owners of businesses operated through sole proprietorships,
partnerships, S corporations, trusts and estates may be eligible for a qualified business income deduction, also
called the section 199A deduction.

The deduction allows them to deduct up to 20 percent of their qualified business income (QBI), plus 20 percent of
qualified real estate investment trust (REIT) dividends and qualified publicly traded partnership (PTP) income.
Income earned by a C corporation or by providing services as an employee isn't eligible for the deduction. The
income threshold for the Qualified Business Income Deduction has increased for tax year 2022. The new
thresholds are: Married Filing Joint -$340,100

Business Meals

Normally, meals for business purposes are 50% deductible if the expense is not lavish or extravagant. However, For
2021 and 2022 only, businesses can generally deduct the full cost of business-related food and beverages
purchased from a restaurant.

The 2017 TCJA generally eliminated the deduction for any expenses related to activities generally considered
entertainment, amusement, or recreation.

Business Gifts

If you give business gifts in the course of your trade or business, you can deduct all or part of the costs subject to
the following limitations:

e  You deduct no more than $25 of the cost of business gifts you give directly or indirectly to each person
during your tax year.
o If you and your spouse both give gifts to the same person, both of you are treated as one
taxpayer.
e Anyitem that is a gift of entertainment is generally considered entertainment and cannot be deducted.
e You need to have records that prove the business purpose of the gift as well as the details of the amount
spent.

Health Insurance Expense

If a company is paying the health insurance premiums for its employees, those amounts paid can be considered a
business expense. As a general rule, if you offer insurance to one full-time employee, you must provide it for the
rest of your full-time and part-time employees. Also, if your business has 25 or fewer full-time employees and
meets other criteria, you may also qualify for the Small Business Health Care Tax Credit, which could help offset as
much as 50% of your premium cost.

For people who are self-employed, members of a partnership, or owners of an S Corporation (or other small
business), health insurance is not considered a business expense, but they are tax-deductible! If your entity is an S-
Corp and you are a more than 2 percent shareholder of the S-Corp, then the premiums paid on your behalf will be
reported on your W-2 as wages, subject to income tax withholding but not Social Security and Medicare.


https://www.irs.gov/newsroom/irs-provides-guidance-on-per-diem-rates-and-the-temporary-100-percent-deduction-for-food-or-beverages-from-restaurants
https://www.irs.gov/affordable-care-act/employers/small-business-health-care-tax-credit-and-the-shop-marketplace

SEP IRA Plan

A Simplified Employee Pension (SEP) plan provides business owners with a simplified method to contribute toward
their employees' retirement as well as their own retirement savings. Contributions are made to an Individual
Retirement Account or Annuity (IRA) set up for each plan participant (a SEP-IRA). You can set up a SEP plan for a
year as late as the due date (including extensions) of your business's income tax return for that year.

The contributions you make to each employee's SEP-IRA each year cannot exceed the lesser of:

e 25% of compensation, or
e 561,000 for 2022

The same limits on contributions made to employees' SEP-IRAs also apply to contributions if you are self-
employed. However, special rules apply when figuring the maximum deductible contribution.

Individual Tax Considerations
Home Office Deduction

With the rise in remote and home-based working, the home office has become a standard thing among
freelancers, contractors, and small business owners. If you have converted part of your home and use it regularly
and exclusively for managing your business you can claim a home office deduction. As per the IRS guidelines, the
office needs to qualify as your principal place of business.

There are two calculation methods available:

1. Using a standard $5 per square foot amount
2. Using your actual expenses

Vehicles - Business Use

If you use your car or truck in your business, you may be able to deduct the costs of operating and maintaining
your vehicle. You also may be able to deduct other costs of local transportation and traveling away from home


https://www.irs.gov/retirement-plans/plan-sponsor/simplified-employee-pension-plan-sep
https://www.irs.gov/businesses/small-businesses-self-employed/simplified-option-for-home-office-deduction

overnight on business. There are two methods you can use to calculate the expense: standard mileage rate or
actual expenses. Using the standard mileage rate eliminates the need to keep track of actual costs such as actual
cost of depreciation, lease payments, maintenance and rellpairs, gasoline, oil, insurance, and vehicle registration
fees. The IRS has set the latest standard mileage rate at 58.2 cents per business mile for 2022. Note if either
method is chosen in the first year, it must be used in all subsequent years until the vehicle is no longer used for
business.
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