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C H A P T E R  T W E L V E

When Is a Profit Not a 
Profit? Tax Checklist for 
Your Financial Advisor 

By Michael McCormick, CPA, CTC

What’s the difference between one advisor and an-
other?

Why don’t we manage our own money, do our 
own tax planning, or prepare our own income tax 

returns? The reason is the same as why we don’t fix our own car, 
mow our own lawn, or fly ourselves cross-country. We don’t have 
the time. We don’t have the technical training or talent. Or we just 
don’t want to do it ourselves or take the time to learn how to do it.

As a result, we seek out someone who has the time, talent, de-
sire, and experience to guide us through the process. Our expecta-
tion, or at least hope, is that the results will be better than we could 
have generated on our own.

As an experienced Certified Tax Coach, I frequently receive 
questions from friends, relatives, and clients about their financial 
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situations and for advice in helping them find a financial planner. 
Before we dig into specific planning items to consider, I would like 
to talk about financial advisors and what you should look for and 
expect.

A financial advisor should analyze your situation, assist with de-
fining goals and quantifying financial freedoms, and help uncover 
alternative scenarios and strategies. The advisor should not make 
decisions for you, but rather facilitate your decision making process. 

Since the market doesn’t care if you want to put a kid or two 
through college, retire to a warmer climate and buy a second home, 
or even retire at all, it’s the advisor’s job to help a client navigate the 
ups and downs, not to attempt to predict the future. You understand 
that the market changes. Be prepared to respond to those changes by 
adjusting your expectations based on its reality rather than what you 
would like or have planned to happen.

“The pessimist complains about the wind; the optimist 
expects it to change; the realist adjusts the sails.”

—William Arthur Ward (1921-1994)

What are they doing with my money? 

Many people believe that their financial advisor’s job is to make 
them money and that they have a duty to help them avoid inevi-
table market declines. They assume that the advisor will proactively 
move their assets to safety when there are signs that the market is in 
a sustained decline. The reality is most advisors do not accept the 
discretionary account control to be able to make trades on behalf of 
their clients. 

In conjunction with that, many financial advisors still rely on 
the Modern Portfolio Theory (MPT) asset management practices. 
MPT advances the idea of diversification and long term investing 
to reduce the overall risk associated with investing. On the surface 
it sounds great. In practice however, it has irreparably damaged the 
portfolios of many of those who were advised to ride out market 
declines. Rather than take a tactical approach and head to safety, 
many people who were not able to wait as long as it took for the 



147Chapter Twelve

market to recover got hurt significantly by the declines in 2000, 
2007, 2008, and 2010; many were advised that they were in it for the 
long haul, that they had only sustained a “paper” loss, and that the 
market would come back. The market does come back! The issue 
is that the meaning of long haul, is just that, and not everyone can 
ride it out. 

Advisors would like you to believe that investors were able to 
recover within a reasonable period of time. Unfortunately, they 
don’t consider the opportunity cost and buying power of the wealth 
that evaporated while clients “stayed the course.” If you were on 
the verge of retirement at the beginning of one of these periods and 
50% of your wealth disappeared, how would it affect you? What if 
your advisor assured you that you would be able to recover within 
ten years? It pays to find the right one.

Who is a financial advisor? 

Financial Advisors primarily come from two general categories: 
Broker Dealer Registered Representatives (RR) and Investment 
Adviser Representatives (IAR) of a Registered Investment Adviser 
(RIA). It is possible that an advisor may work for a dually registered 
company and use both credentials.

Registered Representatives (aka Financial Advisor, Wealth 
Manager, Investment Advisor) of a Broker Dealer work for the Bro-
ker Dealer. They may accept an ethical responsibility to the client 
but they do not have a legal, fiduciary responsibility to their clients. 
Registered representatives are only required to meet a suitability 
(suitable product based on circumstances) requirement when selling 
to their prospect. They generally earn a commission on their sales or 
charge a fee for creating a financial plan. They are overseen by the 
Financial Industry Regulatory Authority (FINRA).

Investment Adviser Representatives (IARs) work for their cli-
ents. They have a legal, fiduciary responsibility to their clients and 
must always act in their best interests. As a CPA I am bound by the 
same fiduciary standard. In my case, being an IAR is a natural fit. 
Depending on the size of the RIA, oversight is provided by either 
the Securities Exchange Commission (SEC) or a State Securities 
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Office. IARs are generally paid a fee based on the assets they manage 
and possibly a planning fee.

To me, a representative of a dually registered firm seems to ap-
proximate a real estate agent willing to represent the buyer and seller 
in the same transaction. While allowed in some states, these real 
estate agents are really putting themselves in what might seem to 
be an ethical quandary. Unless they choose a side, the parties to the 
transaction never really know for whom the agent is working. Is the 
dually registered representative of a broker dealer representing the 
broker dealer or accepting a fiduciary responsibility to the client?

You must make sure that the objectives of your advisor are in 
alignment with your own.

What is a financial plan?

The plan that a financial advisor creates should help prepare you 
for future events, expenses, or risks. It may outline a list of options 
that could help you save more money or reduce expenses. Think of 
it as a business plan for life. It is not a one-time process. Your goals 
and situation will change due to a wide variety of things, such as 
maturity, family, and unexpected events and opportunities. 

Planning is a double-edged sword. We all want create as much 
income as we can generate but we want to pay as little income tax 
as possible. In certain situations paying tax on more income than 
we might like may be in our best interest. Consider what a lender 
thinks when your company never shows a profit due to extensive 
planning. It’s great to pay as little tax as possible, but sometimes 
we’ve got to pay the piper.

Things to consider about an advisor and 
advice in general

If you are a business owner ask your financial advisor if they have 
a separate business bank account. Comingling of funds is frowned 
upon by the IRS. If a business does not keep the assets of the 
own-ers separate from those of the business, consider whether the 
advisor is operating as a hobby or a serious business. Not 
keeping funds 
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separately shows a lack of understanding of business issues. Do you 
want to work with an advisor who doesn’t take their own business 
seriously?

Be wary of financial advice received from colleagues, friends, 
associates, family, or friends. While their intentions may be genu-
ine their analysis of your situation may be incomplete and therefore 
their advice inappropriate. The advice offered could simply be an 
idea floated to see your response rather than a bona-fide idea.

A colleague of mine (Doug Wamsley, CPA, CTC) once said, 
“Tax planning is like underwear. Someone else’s might fit you, but 
would you want to wear them?” Every plan, whether it be financial, 
tax, investment, or retirement, should be unique to you and your 
specific set of circumstances.

Find a financial adviser who doesn’t necessarily follow the one-
size-fits-all approach. Many planners simply look at what was done 
the previous year and do it again this year. And, by golly, they’ll 
probably do it again next year. While I believe we need to know 
what was done in the past, doing things by rote is dangerous. The 
game is always changing, and we need to adapt. 

Secret strategies a financial adviser should 
consider

Business Entity

One of the first questions I am usually asked by a new business 
is, “Should I be a (fill in the blank)?” The answer to that question 
determines how the owner and the company will calculate and pay 
tax, and in what employee benefit programs the owner may partici-
pate. The type of business entity even effects how the owner(s) take 
money out of the company. My first book, The Entrepreneur’s Guide 
to Forming a Business Entity, covers most of the possibilities.

Hire the kids

Ever wanted to write a business check for soccer cleats? While 
the IRS would take a dim view on paying for the cleats from the 



150 Why Didn’t My CPA Tell Me That?

business account, it is possible to hire your child to do some work 
in your business. Stuff envelopes, sweep the floor, mow the grass at 
a rental property, maintain your website. (They’re probably better 
at it than you anyway.) The IRS says that it’s ok to hire your seven 
years and older children in your business and pay them wages. They 
could then use their earned income to buy their own cleats or maybe 
contribute their earnings to a ROTH IRA to avoid taxation alto-
gether. If your business is un-incorporated neither of you will pay 
social security or Medicare tax on the wages. I have a Hire Your Kid 
Kit Available. 

MERP—Medical Expense Reimbursement Plan

While the Affordable Care Act (ACA) has certainly stirred the 
pot of health insurance, the Medical Expense Reimbursement Plan 
is still one of the favorite tax strategies for the closely held business. 
It reduces ordinary income tax and self-employment taxes by al-
lowing a business owner to write off 100% of their out of pocket 
medical expenses as a business write off. With the itemized deduc-
tion for medical expenses raising to 10% of Adjusted Gross Income 
the MERP has become an even more valuable planning strategy. A 
MERP is established differently based on how the business owner 
has structured his business entity(s). There’s a Hire your Spouse and 
MERP kit available.

Capitalize Investment Expenses

Investment Interest
If you have borrowed money to invest, it may be more beneficial 

for you to capitalize the interest paid on the loan as part of the basis 
in the investment, rather than attempt to expense the interest as an 
itemized deduction. This is especially important if you do not have 
much investment income or if you do not itemize.

Trading Fees 
The costs associated with making trades can be capitalized into 

the acquisition basis of the securities purchased. It may not be much 
per trade but it does add up.
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Net Unrealized Appreciation 

I call this “The Duke” after Cincinnati CPA Frank Duke. He 
made this strategy wildly popular with retirees of several local public 
companies. If you own company stock in your retirement plan (i.e. 
P&G, GE, generally public companies) it may be possible to convert 
some of the money from ordinary income to capital gains income. 
Within a short period of time after retirement you can open an IRA 
and a brokerage account if you do not already have them. Transfer 
the non-company stock assets or cash to the IRA so there are no tax 
consequences. Transfer the company stock in-kind to your broker-
age account. In-kind means the actual stock, not the cash value of 
it. (Do not liquidate the stock then transfer the cash.) The stock will 
have a basis equal to the acquisition price in your retirement plan. 

Following the above plan, you would pay ordinary income tax 
on the basis of the amount of employer stock that is distributed. 
However, if within 60 days, you roll enough of the fair market value 
of the employer stock into an IRA to cover the basis distributed you 
will not incur any income tax on the transaction. Your new basis in 
the employer stock in the brokerage account will be zero. If it is held 
at least one-year sales will be treated as long-term capital gain. 

Cost Segregation for rental properties

In most cases real estate is a component of an overall investment 
strategy. Sometimes owning real estate in the form of a Real Estate 
Investment Trust (REIT) or inside a retirement plan makes sense. 
Sometimes it should be owned and managed by the investor.

When real estate is owned as rental property a tool that is often 
overlooked is a cost segregation study. Consider looking at a rental 
property like a set of Russian nesting dolls. You know, a succession 
of smaller and smaller versions of the previous one. A rental property 
is comprised not only of the building and land, but the appliances, 
driveway, fences, landscaping, window treatments, common area 
items, etc. Each of these has a life prescribed by the internal revenue 
code. 
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Unfortunately, most CPAs and property owners only allocate 
the acquisition price between land and building. Tax law says that 
land is not depreciable and buildings are depreciable over 27.5 or 39 
years depending on their use. That’s a long time! If we can move 
dollars out of the building that is depreciated over 27.9 or 39 years 
to an asset that can be depreciated over 5 or 15 years, we will recover 
the acquisition cost much more quickly. However, the law says that 
a CPA is not qualified to allocate the acquisition between the major 
components. A construction engineer must do so. 

At a cost of $5,000-$10,000, a full engineering study is generally 
only reasonable when the acquisition price exceeds about $500,000. 
Otherwise the ROI is just too small. However, a mini study or chat-
tel analysis can be performed for hundreds of dollars, but will save 
many thousands of dollars in tax. It does not attempt to reclassify 
major structural components but rather things like appliances, and 
parking areas, and fencing. It does not need to be done in the year 
of acquisition. 

CHIC/Captive

If you own a business with excess cash flow, money not needed 
for operations, in the hundreds of thousands of dollars, you may 
want to consider establishing a Captive Insurance Company or 
CHIC—Closely Held Insurance Company. A captive is not only a 
way to transfer risk, but it is also an estate planning and an income-
sheltering tool.

Your primary business could potentially expense up to $1.2 mil-
lion dollars in insurance premiums paid to your insurance company. 
The money received by your captive insurance company, up to $1.2 
million a year, is not subjected to income tax. Imagine expensing 
that kind of money from your operating company to an insurance 
company that you own or that is owned by a trust for your children.

Cash Flow versus Income

Financial advisors without a tax background often misunder-
stand distributions from publicly traded partnerships. I remember 
a conversation a former business partner was having with a client’s 
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advisor. The advisor said that the cash a publicly traded partnership 
sent to a client was income because it was cash. The advisor did not 
understand that partnerships can distribute cash for many reasons; 
not every dollar that a partnership sends to a partner is taxable in-
come. It could be ordinary income, capital gain income, or a return 
of capital. Each has different affect on the partner’s current income 
tax return and the partner’s basis in the partnership. The basis be-
comes important when the partner sells their interest in the entity.

Sale Leaseback

Shifting income to lower tax brackets is a tried and true method 
of reducing the overall income tax incurred by a family. It is pos-
sible for a business owner to sell business assets to a family member 
in a lower tax bracket and agree to lease them back from the family 
member, thus transferring income to a lower tax bracket. If the fam-
ily member doesn’t have the resources there’s nothing that says the 
business owner cannot gift or lend the funds necessary for the family 
member to acquire the assets. 

Think about the brother-in-law whom you are going to support 
with after tax money anyway. Have him buy one of your business 
assets and lease it from him. That way you can expense the lease 
payments he receives from you and he pays tax on it instead of you.

ACA Changes .9% and 3.8%

The Affordable Care Act has ushered in significant changes to 
the Internal Revenue Code. For some reason the 3.8% Unearned 
Income Medicare Supplement, now known as the Net Investment 
Income Tax and the .9% Medicare supplement, are escaping con-
sideration by financial advisors.

The 3.8% tax is levied on unearned income (i.e., net rental in-
come, dividends, interest, passive-partnership, S Corp, or LLC in-
come). The tax is calculated when the tax return is prepared.

The .9% Medicare supplement is on the earned income (wag-
es and self employment income) of taxpayers whose AGI exceeds 
threshold amounts ($200,000 for an individual, and $250,000 for a 
married couple). Employers are required to begin withholding this 
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tax once an employee’s wages exceed $200,000 regardless of marital 
status. 

These are what could be considered stealth taxes that may only 
come up at tax time. An advisor should be aware of your income 
situation to be able to determine if you might be bitten by one or 
both of these taxes.

IRA Eligibility

Many people believe that they are not eligible to contribute to 
an Individual Retirement Account (IRA) because they contribute 
the maximum allowable amount prescribed annually to an employer 
plan. However, they may be able to fund an IRA on behalf of their 
spouse if their income is below $150,000 per year. 

Roth IRAs

Depending on your specific situation it may be beneficial to 
convert traditional IRA money into a ROTH IRA account or forgo 
a traditional IRA deduction or other qualified plan contribution in 
favor of a ROTH contribution. As the tax code stands today, every 
dollar you put into a Roth account (ROTH IRA or ROTH 401(k)) 
is protected from future taxation. Furthermore, you will not have to 
pay tax on any investment earnings in the account. There are signif-
icant issues to consider before executing a conversion of traditional 
IRA money. The complexities should be reviewed and understood 
before beginning the process. It is possible to access ROTH IRA 
contributions tax-free after five years. 

Business Owners Retirement Plans & Qualified Plans

Business owners of any size can establish retirement savings ve-
hicles to benefit themselves and their employees (including fam-
ily employees). They can establish IRA based plans such as SEP 
and SIMPLE plans as well as qualified retirement plans such as  
401(k)s and defined benefit plans. The considerations should be 
based on the needs of the business owner and what, if anything, the 
owner is willing to contribute on behalf of their employees. It is pos-
sible to create a plan that would allow the business owner to defer 
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tax on over $50,000 per year, and double that amount if their spouse 
is also an employee.

There is a tax credit available for employers who establish a re-
tirement plan. The credit is designed to help offset the costs of set-
ting up the plan. Since it’s a tax credit it is a dollar for dollar offset 
against the employer’s tax liability.

If an entrepreneur who pays 39.6 percent in taxes annually de-
cides to contribute $25,000 to a retirement plan during a year, their 
federal taxes will be reduced by $9,900 for the year. Washington is 
effectively helping the business owner save for retirement.

A Health Savings Account

In order to open a health savings account, you must have a com-
patible health insurance policy. Similar to a traditional IRA, a health 
savings account can be used to defer money into a savings account 
for future medical needs. The maximum contribution to the sav-
ings account changes annually and is not limited by any retirement 
plan contributions. Funds can be withdrawn tax free to pay or re-
imburse for medical costs incurred by the taxpayer, spouse, or other 
dependents. HSA funds can be left to a beneficiary and used by the 
beneficiary for medical purposes without incurring any tax issues.

Health Insurance Premium Subsidies and Credits

The Affordable Care Act has created opportunities for taxpay-
ers to have the government subsidize their health insurance costs. 
Whether it’s a premium credit available to individuals whose in-
come meets certain requirements or an employer offering health 
insurance benefits to employees, the government is making money 
available. The financial advisor should take these into consideration 
in any planning.

Cashing Out 

Sometimes getting out is the hardest, whether it’s selling a stock 
that grandma gave you or selling the family business. An advisor 
should help you identify, consider, and evaluate viable options.



156 Why Didn’t My CPA Tell Me That?

For market assets, decisions should be made based on your needs 
and where the market is—not where anyone thinks the market is 
going. When grandma gave you the stock in that public company 
that she bought in 1949, she was giving you the buying power that 
the stock gave you. She would rather you have the value the stock 
represents, not so much the stock itself.

In many cases a closely held business is the largest asset a business 
owner may own. It not only provides a current income, but in many 
cases it also thought of as his retirement plan. Many advisors have 
difficulty working with business owners because generally there are 
not any significant assets for them to manage right away. 

Strategies for disposing of a business include gifting over several 
years, Employee Stock Ownership Plan (ESOP), asset sale, or liq-
uidation. The key is to find someone willing to help plan for the 
future rather than to simply manage money.

It might also be possible to parlay your gains realized in one in-
vestment into another similar asset by utilizing a 1031 exchange. 
For example, one piece of real estate could be sold and the proceeds 
could be rolled into another property without incurring any income 
tax on the transaction. There are costs and technicalities of partici-
pating in a 1031 exchange, but with the right transaction, they will 
be more than offset. 

Conclusion
Finding an advisor can be difficult. Look for one with the quali-

ties outlined above. As a Certified Tax Coach, CPA, Investment 
Advisor Representative, and Insurance agent, I look at your situ-
ation from more perspectives than a traditional financial advisor. 
Certified Tax Coaches are able to offer options and suggestions you 
may not otherwise receive. We help you reduce your taxes, improve 
your cash flow, define financial freedoms, and increase the income 
that you keep from your investments.
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Michael McCormick, 
CPA, CTC 
Cincy Tax Coach 
www.cincytaxcoach.com

Mike started his professional career 
in private industry as a treasurer and con-
troller. He has had responsibility for is-
sues ranging from financial management, 
HR and employee benefits, to informa-
tion technology and inventory control. He honed his professional 
skills working with self-employed business owners, medical service 
providers, manufacturers, real estate investors, property managers, 
and wholesalers. His diverse background and training allow him to 
bring a unique perspective to the individual tax situation of each 
client. The solutions he brings will help you live a more successful, 
productive, and fulfilling life. 

Mike earned his BA from the University of Cincinnati Col-
lege of Business Administration. He is an Ohio CPA, Certified Tax 
Coach, and an Investment Advisor Representative (IAR) of Tuttle 
Wealth Management, LLC of Stamford, CT. He specializes in as-
sisting individuals, professionals, and closely held businesses maxi-
mize their ROI, protect assets, and plan for their future while also 
managing cash flow and income taxes. 

You can reach Mike at (513) 488-1121 or by sending him an e-
mail at mike@cincytaxcoach.com.

Additional Resources Available:
• Hire the family template - http://goo.gl/Pg2GWS
• Medical Expense Reimbursement Template -

http://goo.gl/DB7rOu
• Chattel Property Analysis Sample - http://goo.gl/i8eUnJ
• IRA Rollover Whitepaper -http://goo.gl/ibTU3d
• The Secretary of State Approved My Articles. Now What? -

http://goo.gl/ybHFjl






