ccording 1o the Small Business

Administration, 60% of small busi-

nesses fail within the first five years,
A review of the refevant literature revealed
limited research on tax issues for small busi-
nesses--such as sole proprictorships, pan-
nerships. trusts, estates, and corporations —
that had startup costs but subsequently failed
to launch. This article aims 1o provide use-
ful information to small business owncrs
about the tax bencfits that might be avail-
able after their startup fails.

The IRS estimates that 918,600 taxpayers
who did not file a federal income tax retum
for 2010 could be cligible for refunds total-
ing $760 million (IR-2014-30, Mar. 19,
2014). This amount docs not include states
and localities, nor does it include money
from taxpayers who failed 1o report their
deductions comrectly, Tax deductions pur-
suant 10 Intemal Revenue Code (IRC) sec-
tion 162 are of ordinary and necessary
expenses paid or incurred during the taxable
year, The tax code cannot help o business
survive, but it does contain provisions that
can sofien the blow of failurc.

Startup, Organizational, and
Syndication Costs

It is very important for small business-
s to distinguish startup costs from orga-
nizational and syndication costs; these con-
cepts have sometimes been used inter-
changeably and incorreetly. Under IRC
section 195, startup costs are those that the
business would have incurred as an ordi-
nary cxpense if it were actively in busi-
ness. or operating costs meurred afier the
entity’s formation but before it begins busi-
ness. Such costs include- but are not
limited to- -marketing surveys prior Lo con-
ducting business, preoperational advertis-
ing expenses, costs to establish an account-
ing system, costs to train employees, and
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salaries paid to executives and cmployees
before the business’s launch.

Organizational costs are incurred during
a business’s formation, Organizational costs
relating to corporations are connecled
directly with the entity’s creation. such as
lcgal fees, articles of incomporation and
bylaws, accounting costs reated 1o its for-
mation. and directors” and stockholders
meeting costs | Treasury Regulations sec-
tion 1.248-1(b¥2)). A partnership’s orga-
nizational costs include filing fees. legal
fees o drafi the partnership agreement, and
aceounting fees 1o organize the partnership
{IRC section 709(b)(3) and Treasury
Regulations section 1.709-2()].

An entity may capitalize syndication
costs: however, it may not amortize them.
Such costs include the following: broker-
age fees: registration fees: legal fecs paid
for security advice on the adequacy of tax
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disclosures in the prospectus or placement
mema for seeurities law purposes; account-
ing fees related to offering materials; and
the printing costs of the prospectus, place- -
ment memos, and other sales materials
[Treasury Regulations sections 1.248-
1(b)3) and 1.709-2(b)].

Deduicting Startup and
Organizational Costs

Different rules apply to the deduction of
start-up and organizational costs under IRC
sections 195, 248, and 709. Expenses
incurred in an entity's formation —-whether
a corporation. parmership, limited lability
company. or sole proprietorship - are
chargeable to a capital account. An entity
may elect to deduct up to 33,000 of start-
up costs in the year in which it begins busi-
ness: however, this amount must be
reduced by any startup costs that exceed



$50.000. Expenses not deductible under
this provision are amortized over 180
months, commencing with the month in
which the entity begins business, For stan-
up costs incurred before October 23, 2004,
the business could elect to amortize those
expenses over 60 months, starting with the
month the business began. For each sct of
rules, the election to deduct and amortize
start-up costs must be made by the due date
(including extension) of the corporation
or partnership tax retumn for the year the
business begins. Failure to make the
proper election results in no deduction or
amortization of the startup costs unlil the
entity is liquidated [Treasury Regulations
section 301.9100-2(b)].

According to IRC sections 248(a) and
709(b), the organizational costs of a cor-
poration and partnership arc generally not
deductible until the entire business is lig-
vidated (Wolkowitz et al. v. Comm'r, 8
TCM 754); however. a corporation or part-
nership may elect to amortize organiza-
tional costs over the 180-month period
commencing in the month the business
begins. For organizational costs incurred
on or before October 22, 2004, business-
es may elect to amortize organization costs
over a period of at least 60 months,
beginning with the month they commence.
For cosls incurred after October 22, 2004,
they may elect'to deduct up to $5,000 in
organizational costs, similar 10 start-up
costs, The remainder of the organization-
al costs may be amortized over a 180-
month period, beginning in the month the
active trade or business begins [Treasury
Regulations scctions 1.248-1 and 1.709-
1(b)2)].

Tax Benefits for Small Businesses
Individual or sole proprietorship. An indi-
vidual or sole proprietorship whose business
failed to start is eligible for certain tax ben-
¢fits. First, there has to be a determination
of the costs or expenses incurred, which may
fall into two categories: the costs the tax-
payer incurred prior to deciding to start the
business, and the costs the taxpayer made
in attempting to start the business. If the tax-
payer is an individual, the costs made prior
to deciding to start the business are decmed
personal and nondeductible. It is worth not-
ing that, if an individual conducted an unsuc-
cessful job search in his carecr. it is not
considered a startup cost, but is deductible

on Schedule A of Form 1040, "U.S.
Individual Tax Retum.” as miscellancous
deduction subject to the 2%% limitation. The
costs made in attempting to start the busi-
ness are deductible and may be treated as
capital losses. reporied on Schedule D of
Form 1040.

Individual taxpayers who incurred net
long- or short-term capital losses may only
recognize or deduct a maximum of $3,000
of the amount realized from other types
of gross income (i.¢., ordinary income, pas-
sive income, or portfolio income). A joint
tax return of husband and wife is weatéd
as that of one person; if they file separately.
the loss deduction is limited to half this
amount ($1,500).

Capital losses are adjusiments to adjust-
ed gross mcome (AGI), which reduce adjust-
ed income and taxable income before per-
sonal exemptions. If a taxpayer docs not have
any income in 4 certain year, the capital loss
deduction will not be beneficial because it is
not a refundable credit; however, it can be
applicd the following year or in any subse-
quent year that the taxpayer has income, until
the entire amount is used up.

The 53,000 deduction for net capital loss-
es available to individuals is not available
to small corporations. Small corporations can
only use capital losses to offset capital gains.
IRC section 1211 allows capital gains from
other investments to be offset by capital loss-
es from startup costs resulting from the
attempl to go into business.

Example. Taxpayer Tyler. an individu-
al and sole proprictorship, has $19,000 in
startup costs for federal tax purposes trom
a failed attempt to siar a business. He also
received gains from the sale of an asset for
$10,000. The following items can be used
to calculate his 1ax benefit:

B Gain on sale ol assets: $10.000

8 Start-up costs: $19,000

@ Gain applied to loss: $10.000

® Unapplied loss: $9.000

8 IRC section 1211 deduction applied:
$3,000

® Eligible loss carried forwmd: $6,000.

In this example. Tyler did not make the
clection to expense or deduct the first $5,000
startup cost because his business start-up
failed. If'the sole proprietorship had acquired
an asscl for the purpose of the company (e.g.,
a building) but did not go into business and
subsequently sold the asset at a gain, that
gain should be recognized and reported on

Schedule D of Form 1040, This gain- and,
ultimately, the tax on the gain - can be
reduced by the losses from the startup costs
treated as capital losses.

Corporations. Under the entity concept,
a business is treated as separate and dis-
tinct from its owners. Theoretically, start-
up and organizational costs benefit the
entire life of a corporation and. for that rea-
son, a case can be made for recording them
as inangible assets and amontizing them
over the life of the corporation; however,
& corporation’s life is usually not known,
so startup and organization costs are
expensed as they are incurred. IT the busi-
ness is a corporation (i.c.. a C corpora-
tion) that incurred startup costs even though
it failed to launch, the costs may be treal-
ed as business expenses (operating loss) or
capital expenditures. If the corporation
elects to treat them as operating costs, they
are deductible in the current period. The
operating loss will reduce the profitability
of the company, thus reducing ils tax lia-
bility. If the corporation elects to treat the
startup costs as capital expenditures, these
expenses may be realized at the point of
dissolution. Capital losses are allowed only
1o the extent of gains; this means that the
corporation does not have the benefit of
the $3,000 capital loss deduction afforded
1o individual or sole proprietorship (IRC
section 1211).

The costs of any assets acquired during
the unsuceessful attempt to go into busi-
ness are a part of the corporation’s busi-
ness assets and should be capitalized (i.e.,
added 10 the value of the assets). No deduc-
tion is allowed under the lax law, These
costs will be recovered afier the disposal
of the assets or the corporation’s liquida-
tion. Gains and losses are taxable or
deductible at the comporate level only.

Conduit entities. Under the conduit con-
cept. entilies are viewed as extensions of
their owners. Pannerships, limited liabili-
ty companies, and S corporations are treat-
ed as flow-through entities because the
business owners choose to avoid treating
the enterprise as a scparate and taxable enti-
ty. More than 90% of small businesses
are sole proprictorship, parinership. or S
corporations (1.8, Census Bureau). The
income of such flow-through entitics is
subject 1o only a single level of taxation
(as compared to a C corporation).
Partmerships and § corporations are not tax-



able entities; taxable income or losses of
these entities flows through to their respec-
tive pariners or shareholders pro rata,
respectively.

S corporations, An S corporation is sim-
lar, in many ways, to a parinership, and
it provides many of the 1ax benefits that
are consistent with partnerships. An §
corporation is limited to 100 sharehold-
ers. For federal tax purposes, small busi-
ness § corporation shareholders may be
individuals (residents). esiates, certain

that retains its tax atiributes on the share-
holder’s tax return and would be reported
on Schedule K of Form 11208, “U.S.
Tax Return for an § Corporation.” This
Joss will reduce the shareholder’s tax lia-
bility and tax basis. If assets such as land
or buildings are purchased and subse-
quently sold at an appreciated value after
an S corporation failed 1o go into b\ésiness,
the gain is passed through to sharchold-
ers: however, if the assets are worth less
than their basis, the $ corporation does not

It is very important for small businesses 0 distinguish
startup costs from organizational and syndication
costs; these concepts have sometimes been used

interchangeably and incorrectly.

trusts, and certain tax-exempl organizations.
S corporations are treated as corporations
under state statutes. This means that S cor-
porations operate like C corporations, with
similar liability protections (limited liabil-
ity). For federal income tax purposes, B
corporations are similar to partnerships: $
corporations are taxed at the shareholder
level (IRC sections 1361-1379), which
means that all of an S corporation’s
income, deductions, and tax credits flow
through to shareholders, regardless of
whether distributions are made.

Under IRC sections 248 and 1363(h), an
§ corporation’s income or losscs are deter-
mined at the enity level and are divided into
income or loss. and separately stated as
income, losses. deductions, and tax credits.
Although income and losses are deter-
mined in a similar fashion to those of pan-
nerships, S corporations aniortize organiza-
tional expenditures under the comporate rules.
Per IRC section 1363(b). gains—but not
losses—4nust be recognized on distribution
of appreciated ass¢ts to sharcholders.

For an S comporation that failed to start,
this could be rreated as ordinary loss. It
would be treated as a separately staied jtem

recognize a loss. This loss is posiponed
until the shareholder sells the S corpora-
tion’s stock.

Parierships. IRC section 701 states that
a partnership is not a taxable entity; there-
fore, it pays no federal laxes. Taxable
income or Insses flow through to the part-
ners pro rata at the end of the partnership's
tax year and are reported on their per-
sonal tax returns (IRC scction 702).
Partnerships income, expenses, gains, and
losses normally retain their identity as sep-
arately stated items. Because cach sepa-
rately stated item can affect cach part-
ners” lax liability differemly, each partner
must take cach ifem into account separately
(IRC section 703). Pariners who invested
in a business that failed to start arc unable
1o make a valid deduction for the startup
costs: however, the partnership {the
investors) can elect to deduct or capitalize
the business's startup costs under the same
rules as # sole proprictor. This would be
classifiod as ordinary loss and treated as an
expense on the income statement.

The ordinary income and expenses
would be netted to produce # single income
or loss amount that is passed through o

the partners. I the partnership purchased a
business asset, such as Jand or buildings,
in order to launch the failed business, the
gains and losses would be reported as
separately siated items and flow through 10
the partners. Importantly, the election is
made by the partnership and reported 1o
the partners on their Schedule K-1s.

The income, expenses, gains, and loss-
¢s affect each partner’s basis. The basis is
important in determining these separately
stated items. Typically, income and gains
increase partners’ basis, and expenses and
Tosses decrease it. Yet, a partner’s basis
might be different because of other liabil-
ities. If the partnership did not make the
election, the costs must be added 1o the tax
basis of the parinership interest; therefore,
in the event that the partnership inferest is
sold or dissolved, the startup costs that
are capitalized will increase the partner-
ship’s basis and reduce capital gains (or
increase capital losses).

ImpHcations for Smali Businesses

The 1ax consequences for small business-
es that fail to launch depends upon the facts
and circumstances of each company. This
discussion enly applies to federal tax provi-
sions. Taxpayers might also qualify for ben-
efits from state and local jurisdictions,
depending upon the applicable tax laws.

If the taxpayer is a C corporation and elects
10 treat these Joses as expenses, then the start-
up costs will reduce taxable incorne, divi-
dends, and eamings per share. If the taxpay-
er is an § corporation, it will also reducc
taxable income and taxpayer basis when
applicable. An individual, however, can only
clect to treat the startup cost as a capital
Joss: this will reduce taxable income or off-
sel capital gains. In addition, il can reduce
income tax and self-employment tax.

Finally, taxpayers are required by law to
kecp the records of failed businesses aftempts
for a minimum of seven years. Athough
the statte of limitation expires three years
from the due date of the tax retum for that
year, the time period may extend to six years
if the taxpayer underreported income that is
more than 25% of the gross income report-
ed on the tax relum. a



