Home Office Expenses When A Sole Owner is Incorporated ( by Bob Parrish CPA

Guidance:
No guidance has been located at this time on this subject.

The Internal Revenue Service has been contacted and has commented that no guidance is currently available, and that the Service cannot predict what a Revenue Agent would decide to do about the subject on an individual basis.

When a sole proprietor meets all the qualifications and computations for a home office, the sole proprietor is allowed to deduct those home office expenses from the business income, (i.e. as a business expense) without the requirement to apply the 2% limit or the floor for the itemized deductions.  The United States Tax Code recognizes these as a business expense and allows the expenses to be claimed on the business portion of the tax return.

The sole proprietor many times will form a corporation in which to conduct his business affairs and transactions, while at the same instant having all other events and circumstances that exactly match those of the sole proprietor.  Specifically in this article we are concerned with the conduct of the business in the home of the sole owner (this term is chosen to match closely to the phrase sole proprietor).  These facts surrounding the home office are identical to the sole proprietor, only the taxpayer (sole owner) is incorporated.  The taxpayer will file a form 1120S, tax return for an S Corporation in place of the Federal Schedule C on Form 1040.

Goals/Objectives

Provide a business expense similar to the Home Office Deduction allowable on the Form 1040 Schedule C and the 1040 Form 8829 Expenses for Business Use of Your Home.
It is NOT desirable for the sole owner to be required to take the deductions on form 1040 Schedule A, subjecting the write-off to both the 2% limit and the Itemized Deduction floor, simply because s/he has chosen to conduct the business transactions within an S Corporation framework.

Taxpayer Alternatives

The taxpayer has a few alternatives in structuring the transactions involving the Corporation’s costs of using and maintaining the premise.

The following are some of the alternatives available:

1. The corporation can pay the bills directly for the benefit of the corporation, to the provider of service or goods.

2. The corporation can reimburse the sole owner

3. The owner can make a computation of the costs, splitting the costs which are exclusively Corporate expenses, and show the costs in the corporate books and tax return as an expense and a capital contribution by the owner

4. The sole owner could rent the property to the corporation

Note:  All the items will be discussed with the exception of the 4th item as it will serve no useful purpose, and the Tax Code explicitly prohibits the expensing of the related costs when the owner lives in the property being rented to the corporation.

Basic Facts Must Be Kept At The Forefront

There are some basic facts that must be considered for each alternative that can be created:

1. Which entity incurs or has responsibility for the liability?

2. Which entity incurs, from the focus of “using the service or goods”, the cost?

3. Which entity receives the benefit of the goods or service?

For the entire discussion, we shall presume the items are a necessary part of doing business by the corporation, are reasonable and are incurred in an arm’s length transaction between or among unrelated and autonomous parties.

Direct Payment by Corporation Overview

The first scenario is for the Corporation to pay, from its own funds, the expenses that it is incurring.

We must recall:

· Is it liable?

· Does the corporation incur the cost?

· Does the corporation receive the benefit?

Is the corporation liable?
If the corporation pays the obligation of the shareholder, then we have an issue of a disallowance of the expense because it is not a corporate obligation.  Furthermore, the fact that the shareholder has been relieved of an obligation creates income to the shareholder.

There is a real and strong risk the Government would challenge this under existing rules as mentioned in the immediately preceding paragraph.

If this challenge would be successful, then the corporation would have no deduction AND the sole owner would have taxable income.  This is the opposite of the intention of the sole owner and is not a desirable result.  Furthermore, if the corporation is not an S Corporation, the results would be similar through the Constructive Dividend Doctrine.

Does the corporation incur the cost?

The second item would appear to be fairly obvious.  However, the sole owner MUST document the costs incurred by the corporation.  Direct costs will be far more simple to document that indirect costs.  Those indirect costs are floor space, utilities, insurance, general maintenance, ad valorem taxes, and other costs which are inherently “shared”.  Most of these items can be computed based upon the amount of space actually used by the corporation.

Does the corporation receive the benefit?
Once again, the sole owner better have the records to establish the corporation received the benefit and required the services or goods in its ordinary course of business.

Since these last two items are necessary under any or all scenarios, that subject shall not be focused upon.

CONCLUSION

Since the corporation is not liable for the items, it is not advised to have the corporation pay the expenses directly, unless the items are in fact a liability of the corporation and NOT that of the sole owner.

Employee Reimbursements Overview

The second scenario is for the Corporation to reimburse the sole owner, from its own funds, the expenses that it is incurring.

We must recall:

· Is it liable?

· Does the corporation incur the cost?

· Does the corporation receive the benefit?

Preliminary

The tax treatment of expenses paid or incurred by employees during the course of their employment depends primarily on two factors: (1) whether the expenses are allowable as ordinary and necessary business expenses; and (2) whether the expenses are reimbursed by the employer and, if so, the type of reimbursement arrangement.

A business expense deduction is allowed for all ordinary and necessary expenses paid or incurred during the taxable year in carrying on a trade or business. An employer's trade or business consists of the activities its employees are engaged to perform. As to employees, the performance of services as an employee constitutes a trade or business for purposes of the business expense deduction. With respect to expenses of employees, the question of deductibility may arise in the context of deductibility by the employer or deductibility by the employee, depending on which party pays or incurs the expense. If an employee pays or incurs an expense, and is later reimbursed by the employer, the question of deductibility arises with respect to both employer and employee. Examples of employees' expenses that may be allowed as business expense deductions include travel, transportation, meals, uniforms, small tools, dues and educational expenses.

The treatment of deductible employees' expenses by employers and employees depends largely on the arrangement between the employer and employee for advances, allowances or reimbursement of business expenses. If the arrangement is an accountable plan, the payment under the plan is deductible by the employer. The payment is not included in the employee's gross income and the expense is not deductible by the employee. When expenses are paid under a nonaccountable plan, the payment is deductible by the employer and includible in the employee's gross income (to the extent not disallowed by the Code) and the expenses are deductible by the employee as miscellaneous itemized deductions. Any unreimbursed expenses paid or incurred by employees are deductible as miscellaneous itemized deductions. Special rules apply for qualified performing artists, impairment-related work expenses of handicapped employees, jury duty pay remitted to employers, and employees' moving expenses.

Employees

An employee reports expenses for the business use of his home on Schedule A of Form 1040 and Form 2106. If the taxpayer accounts to his or her employer and business expenses equal the taxpayer's reimbursement, the taxpayer does not report the reimbursement as income and, in turn, cannot deduct the expenses. Expenses for the business use of the taxpayer's home for which the taxpayer has not been reimbursed by his or her employer, or which are in excess of any reimbursement or allowance or which are paid to the employee pursuant to a nonaccountable plan, may be deducted only as an itemized deduction on Schedule A of Form 1040. Accordingly, a taxpayer who does not itemize his deductions may not deduct such business expenses. The unreimbursed business expenses are part of the taxpayer's miscellaneous deductions that are subject to a 2 % of adjusted gross income limit. In some situations Form 2106 will have to be filed in addition to Form 1040. 364

/Footnote/ 364  For a detailed discussion of employee-related business expenses, see ¶2130.

Self-Employed Persons

If the taxpayer is self-employed, the income and expenses, including deductible expenses for the business use of a self-employed taxpayer's home, are reported on Schedule C (Profit or Loss from Business) of Form 1040. Form 4562 must be used by a self-employed taxpayer to figure depreciation. Note that the portion of deductible personal expenses, e.g., taxes and interest allocated to the business use is also reported on Schedule C. However, the balance of such expenses must be claimed as an itemized deduction on Schedule A of form 1040 by the self-employed individual.

Analysis

Is the corporation liable?
If the corporation pays the obligation of the shareholder, then we have an issue of a disallowance of the expense because it is not a corporate obligation.  Furthermore, the fact that the shareholder has been relieved of an obligation creates income to the shareholder.

There is a real and strong risk the Government would challenge this under existing rules as mentioned in the immediately preceding paragraph.

If this challenge would be successful, then the corporation would have no deduction AND the sole owner would have taxable income.  This is the opposite of the intention of the sole owner and is not a desirable result.  Furthermore, if the corporation is not an S Corporation, the results would be similar through the Constructive Dividend Doctrine.

Can the corporation be made liable to the sole owner for reimbursement of expenses incurred for the benefit of the corporation?

YES.

This can be done through actions by the officers and directors.

Furthermore, the Articles Of Incorporation can be amended to show that the officers, directors and employees must be reimbursed and indemnified from corporate expenses.  

The purpose of placing this directive and agreement into the Articles of Incorporation is to place the public on notice (the Articles are open to public inspection) and therefore BIND THIRD PARTIES.

Thereby the sole owner can bind the corporation to be responsible for those expenses incurred by the sole owner for the benefit of the corporation.

Does the corporation incur the cost?
The second item, would appear to be fairly obvious.  However, the sole owner MUST document the costs incurred by the corporation.  Direct costs will be far more simple to document than indirect costs.  Those indirect costs are floor space, utilities, insurance, general maintenance, ad valorem taxes, and other costs which are inherently “shared”.  Most of these items can be computed based upon the amount of space actually used by the corporation.

Minutes of directors and shareholders should be drafted to confirm the sole owner has the authority to bind the corporation and the corporation has need for the items in order to conduct its business.

Does the corporation receive the benefit?
Once again, the sole owner better have the records to establish the corporation received the benefit and required the services or goods in its ordinary course of business.

Since these last two items are necessary under any or all scenarios, that subject shall not be focused upon.

The sole owner should prepare and present documentary materials to substantiate the facts and circumstances.  The following are essential elements of the documentation:

· The time of the use or expenditure

· The business purpose, how it was necessary for the for the corporation to perform its business

· The amount of the expenditure

· When it was paid

· How much was paid

· Proof the sole owner actually paid the cost

· The canceled check

· The paid bill

CONCLUSION

There is a strong possibility, this is most secure or prudent method of attempting to allow the corporation write-off of the expense. 

Split Costs By Computation Overview

Splitting the costs by using a mathematical formula (even though the formula is reasonable and logical) does not appear to be as prudent as the chosen method.

If the Service or Congress will approve this method or offer guidance on its acceptance, it will be the chosen method because of its simplicity.

At this writing there is no guidance, therefore one must consider the impact of other Tax Code Sections, Common Law and other Law which can impact the allowance of the corporate deduction while not making anything taxable to the sole owner.  The state’s Business or Corporation Laws, Contract Law, Agency Law, Fair Debt Collections, or any  number of clauses might be argued by the Service against the taxpayer.  Therefore, the taxpayer is being warned that the results are not known with this method (or for that matter, none of the other methods are tried or defined).

The best case result with this method is that the Internal Revenue Service would allow the Corporation to deduct the expenses and not require any reporting by the taxpayer.

The middle case scenario would be that the Internal Revenue Service would disallow the expenses and ignore the computations.  There would be no tax deduction by the corporation and no income to the sole owner.

The worst case scenario might be as bad as the “direct pay” method.  The Corporation is prevented from claiming any deduction and the sole owner is taxed on the corporation’s claim for the deduction.

The method would be to use the worksheets associated with the form 8829 and complete the computations.  The substantive evidentiary matter would be retained for the corporation records.  The expenses would be deducted as Other Deductions on the form 1120S.  The worksheet would be attached to the form 1120S.

The corporation would record the expenses by debiting the appropriate expense category(ies) and a credit to additional paid in capital.  (Since there is no guidance on this, it must be assumed this entry may or may not increase the at risk basis for loss pass-through.  One scenario is that any loss would be suspended.  Another scenario would be that the loss passthrough would be allowed for direct, but not indirect expenses.  The indirect expenses not allowable would then be transferred to the Schedule A itemized deduction for the items allowable there for mortgage interest, and ad valorem taxes.)

There would be no disbursement (or check) written by the corporation proving any payment or establishing it incurred a cost.  Since the corporation has no liability for the expenses AND the shareholder has a limited liability for Corporate transactions, there is a likely danger the claim of expense by the Corporation would be challenged by the Service.

This method would not be advised until there is guidance on this issue that this method is acceptable.

Final Conclusion and Warning

WARNING:
There is no guidance from the Government.  Any one or all of the methods might be challenged by the Government or other parties.  The results of the challenge or challenges cannot be predicted.

Conclusion:
At this writing the sole owner should record the corporation’s responsibility and burden in minutes of all meetings, in resolutions and agreements.  The Articles should be amended to include appropriate wording which will place the responsibility for all corporate expenses on the corporation, indemnify and hold harmless the employee, officer or director(s) , and require the corporation to reimburse the employee, officer or director(s) for those items.

Furthermore, the sole owner must know and understand the essential elements to prove the corporate costs and establish the fact(s) the corporation is responsible.  The sole owner must adhere to the requirements of an accountable plan and those items shown herein.  The corporation should write checks to the sole owner for reimbursement and the corporate records and the sole owner records must contain the substantiation and essential elements require by the Government.

Client Letter

I understand that you, a professional photographer, are interested in moving your photography studio and office to your home and that you would like to know whether, and to what extent, you can deduct expenses related to part of your home as business expenses.

The general rule is that if you are an individual or an S corporation, no deduction is allowed with respect to the use of a dwelling unit that is used by you as a residence. However, there are several exceptions to this rule. The rule does not apply to any item of deduction to the extent that the item is allocable to a portion of the dwelling unit which is exclusively used on a regular basis in one of the following ways: (1) as the principal place of business for your trade or business, (2) as a place of business that you use for meeting patients, clients, or customers, or (3) in the case of a separate structure which is not attached to the dwelling unit, in connection with your trade or business.

Note that for taxable years beginning after December 31, 1998, if there is no other fixed location of a business where the taxpayer conducts substantial administrative or management activities, the taxpayer may be entitled to deductions with respect to the use of a dwelling used by the taxpayer for administrative or management activities for such business.

The application of the principal place of business exception becomes complicated in cases where the business is conducted at more than one location. In such a case, a comparison of the locations must be undertaken to determine which location is the "most important, consequential, or influential," and hence, the principal place of business. This inquiry is essentially a facts-and-circumstances inquiry that is guided by two primary considerations: (i) the relative importance of the activities performed at each business location; and (ii) the time spent at each location.

In determining whether the office in your home is your principal place of business, the "relative importance" test is applied first. The "relative importance" test compares the activities performed at each business location. If this test provides no definitive answer, the "time" test is then applied. The "time" test looks at the amount of time spent on business at home with the time spent on business at other locations.

Your circumstances most likely come under the second exception. This exception exists to the extent an item is allocable to a portion of a dwelling unit used exclusively and on a regular basis as a place of business in which customers meet or deal with you in the normal course of your business. The meetings must be substantial and integral to the conduct of your business. The customers must be physically on the premises; phone calls are not enough.

There are, however, limitations on the amounts you can deduct each year. Your deduction cannot exceed the gross income derived from the business use of the dwelling less deductions allocable to the business portion of the unit whether or not it was used in a business (taxes and interest) and deductions allocable to the business but not allocable to the qualifying business use of the unit itself (e.g., expenses for supplies and compensation). Also, the business deductions are allowable in the following order: (1) deductions allocable to the business use without regard to whether the unit is used for business (interest and taxes), (2) deductions allocable to the business but not allocable to the business use of the unit, and (3) deductions allocable to the business in which the qualifying business use occurs which are allocable to the use of the unit (depreciation, utilities, etc.). For example, if you earned $45,000 from the qualifying business use of the home and you had expenses of $10,000 (representing the business percentage of mortgage interest and taxes), $20,000 (salary expenses), and $20,000 (depreciation and utilities expenses), only $45,000 is deductible this year. The remaining $5,000 (from the deductions allocable to the use of the home itself) is carried over to the next year (subject to next year's income limitation).

Also, the expenses allocable to the portion of the unit used for business purposes may be determined by any reasonable method under the circumstances. The allocation can be made according to the number of rooms or by square footage, for example.

I trust this letter has adequately explained for you the rules regarding home office deductions. If you have any questions, please feel free to call me.
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