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Thank you for attending our recent seminar, Tax Secrets for Traders.

The Secret is Out! Trading in a Legal Entity Puts More Cash in Your Pocket

From: Jim Crimmins, President

Traders Accounting

Our tax reduction strategies have helped thousands of traders like yourself lower their taxes. We believe we can help you too. Would you like to reduce your taxes by $6,000 next year? Many of our clients save that amount or more simply by taking the time to learn and then implement the tax reduction strategies that we teach.

Tax reduction starts by understanding the I.R.S. tax code. When you study it, you see that there are actually two codes. One for businesses and one for individuals. The two codes are like night and day. If you are a business,  the I.R.S. encourages and rewards you for your entrepreneurial activities. If you are an individual, you are punished with progressively higher taxes and the elimination of deductible items. 

The first step, therefore, is to find a way to be in business. This is imperative. The census studies of millionaires reveals that the vast majority grew their wealth through their own business activity. If you are an employee of a company, this probably isn’t a big surprise. You know that through your labor, the owner will be the one to earn profits and get rich. You are simply working in exchange for your weekly payroll check. 

Here is the Main Message from our Seminar:

You Need to Own Your Own Business

As a trader, you need to start a trading business. What does that really mean? 

1. Establish a legal entity such as an LLC and/or a Corporation.

2. Set-up a business checking account and credit card for your legal entity.

3. Find ways to legitimately convert personal expenditures into business expenditures. 

4. Keep track of your business activities, i.e. your trades and expenditures.

We realize that establishing a legal entity may be out of your comfort area. You may not be familiar with how they work, what they do, or what they cannot do. In fact, if you wanted to learn everything about legal entities it could easily take a lifetime or more! The best thing you can do is work with experienced professionals who are specialists in your industry.  

After working with thousands of traders, it is clear that you have three main options, as you decide how to organize your trading affairs:

Option 1: Do Nothing, File as an Investor

The majority of individuals who, on a part-time basis, buy and sell securities, mutual funds, options, futures, commodities, and other derivatives file as an investor. Investors are typically people who have a job that provides W-2 income, or they are retired, and are trading as a hobby.

Are Investment Losses Deductible?

Your maximum allowable capital loss deduction for any tax year is $3,000. If you have a capital loss on your Schedule D that is greater than $3,000 you will have to carry over the remaining balance until is used up. Traders who have selected the mark-to-market method of accounting can write off the entire loss in one year. In fact, the loss can be applied to gains in previous years, thereby generating a tax refund.

Are Investment Expenses Deductible?

In general, you can deduct only a few of the expenses you incur in your investment activity. These include expenses for investment counseling and advice, legal and accounting fees, and investment newsletters. However, these expenses must be itemized and are only deductible to the extent that they exceed 2% of your adjusted gross income. The costs to fly to a seminar, the cost of the hotel, the meals, the ground transportation and the like are not deductible.

In addition, the amount you can deduct as investment interest expense is limited in two different ways. First, you may not deduct the interest on money you borrow to buy shares in a mutual fund that distributes only exempt-interest dividends. Second, if you lose money in your investments, you can’t deduct interest expenses. 

How do I Deduct Fees and Commissions for Investments?

If they are deductible, investment expenses are entered as itemized deductions on Form 1040, SCHEDULE A, Itemized Deductions. You have to itemize these deductions and that may not be as beneficial for you as taking the standard deduction.

Can Investors Write off Ordinary and Necessary Business Expenses?

The short answer is no. The cost of your data feed, your equipment, your utilities, your fringe benefits are all non-deductible. Other than your basic investment expenses, all other tax strategies including automobile, home, travel, and entertainment deductions are unavailable.

Option 2: File a Schedule C as a Trader in Securities

What is a Trader in Securities?

In contrast to an investor, a trader is one who is engaged in the business of trading. But what does that mean? There isn’t a hard and fast definition to that question. There isn’t a specific part of the IRS code that deals with Traders in Securities. However, due to the exponential growth in online trading in the last few years, and the overwhelming advantages conferred to traders, the IRS has been forced to issue statements regarding the definition. They have stated that to qualify as a trader in securities you must:

· You must seek to profit from daily market movements in the prices of securities and not from dividends, interest, or capital appreciation. 

· Your activity must be substantial, and 

· You must carry on the activity with continuity and regularity.

In addition, the IRS has stated that the following circumstances also need to be considered in determining if your activity is a securities trading business. 

· Typical holding periods for securities bought and sold. 

· The frequency and dollar amount of your trades during the year. 

· The extent to which you pursue the activity to produce income for a livelihood. 

· The amount of time you devote to the activity. 

However, what have we really learned here? Not a whole heck of a lot. Instead, lawyers and CPAs representing traders have been forced to rely on court cases that more clearly define who is eligible for the trader classification. The bottom line is that without adequate definition by the IRS, an individual who files as a Trader in Securities will always be in jeopardy of losing their privileged status based on a new, overriding court case that raises the bar on the required qualifications.

How does a Trader in Securities Report their Business Expenses?

Traders report their business expenses on Form 1040, Schedule C. 

What Business Expenses Can a Trader Deduct?

A Trader in Securities applies the same criteria to their business deductions as does any other business. Section 162 of the IRS Code states that any ordinary and necessary business expenses is deductible. For a trader that could include the software programs, educational events, subscriptions, data feeds, home office expenses, and all other related costs to the trading business. In addition, the limit on investment interest expense, which applies to investors, does not apply if you are in a trading business.

How is Business Income Taxed for Traders in Securities?

The tax treatment depends on whether you have chosen to use the mark-to-market method of accounting. If you use the mark-to-market accounting method, that means that you report all gains and losses from trading as ordinary gains and losses in Part II of Form 4797, instead of as capital gains and losses on Schedule D. One of the defining characteristics of mark to market is that securities held at the end of the year in your trading business are marked to market by treating them as if they were sold (and reacquired) for fair market value on the last business day of the year.

How Do I Account for Securities that I am Holding for Investment?

To avoid having your long-term securities marked to market on the last day of the year, you will need to record those holdings in your business records. When you sell those positions, you will report the sales on Schedule D, not Form 4797.

What is the Benefit of the Mark-to-Market Election?

If a timely election of the mark-to-market accounting method was made, then the gains and losses from are considered ordinary gains and losses, rather than capital gains and losses. This means that the $3,000 limit on capital losses has disappeared. In fact, all losses from your trading business lower your other taxable ordinary incomes. For example, if you have a job that pays $50,000 per year, and your trading business loses $20,000, your taxable income is reduced to $30,000.

In addition, the wash sale rules do not apply to traders using the mark-to-market method of accounting.

When do I Have to File for the Mark-to-Market Method of Accounting?

The mark-to-market election must be made by April 15th of the prior tax year. For example, if you had wanted to make the mark-to-market election for 2002, you would to have filed a statement by April 15, 2002. This statement would have been attached to either your 2001 individual income tax return or your request for an extension of time to file your 2001 return. The statement would have included the following information: 

· That you are making an election under section 475(f) of the Internal Revenue Code; 

· That 2002 was the first tax year for which the election is effective; and 

· That you are in the business of Trader in Securities

Option 3: Establish a Legal Entity for Your Trading Business

What is a Legal Entity?

A legal entity is an organization recognized by the IRS. For example a corporation, a limited partnership, and a non-profit are all examples of legal entities. Each legal entity is recognized by the IRS as a single body, and given a unique identification number, like the social security number for individual. 

Why is a Legal Entity More Beneficial Than Filing as a Trader in Securities?

The number one reason for conducting your trading business within a legal entity is solidifying your business activities and expense deductions. If you are like most traders, you will find that you can easily find deductions totaling between $10,000 to $20,000 dollars without breaking a sweat. And, for those traders with substantial losses, and who are filing under the mark-to-market method of accounting, the waiver of the $3,000 capital loss limitation could be worth tens of thousands of dollars. These tax savings are continually in jeopardy when you file as a Trader in Securities. At any moment, a new tax court ruling could re-define the definition of a Trader, and throw your entire tax planning into the garbage, with no recourse. 

The biggest benefit of using a legal entity for your trading business is peace of mind. With a legal entity you can lock in the benefits of the business of trading. Legal entities, unlike Trader in Securities, are well-defined by the IRS. You can be sure of the legal status conferred upon your business activities and business expenses.

What Entity Should I Use for My Trading Business?

We do not believe that there is any one perfect entity, or entity structure. However, in our experience, the simplest, most beneficial structure for active traders is the LLC, or Limited Liability Company. The other two main options are using a c-corporation, or a combination of the c-corporation and the LLC.

Who Should Use the LLC for Their Trading Business?

The LLC is perfect for traders who are active, completing more than 15-20 trades per month, who want to write-off their business expenses, and who may want to use a portion of their earnings to pay for their personal expenses.

The IRS allows the LLC to be regarded as a “pass through” type of tax entity (like a Limited Partnership).  That is, the profits or losses of the LLC pass through the business and are reflected and taxed on the individual tax returns of the owners, rather than being reported and taxed at a separate business level (as with a regular Corporation) The members (owners) of the LLC pay tax on their individual share of income of the LLC, and generally use any losses from the LLC to offset other personal income.

Who Should Use the C-Corporation for Their Trading Business?

The c-corporation used by itself, works well for those individuals who are not looking to take money out of their account, but instead, are looking to grow their wealth for long-term investing. One of the main advantages is that the c-corporation has its own tax brackets. For example, instead of your trading gains being taxed at your personal tax rates, the first $50,000 of profits in your c-corporation are taxed at just 15%. In addition, the c-corporation is unique in its ability to write-off 100% of all medical expenses, including long-term care and other related expenditures. If you are in this situation, the c-corporation may be right for you.

Who Benefits from Using the C-Corporation in Combination with the LLC?

If you want to use a legal entity for your trading, and you want to take money out of your trading business without paying payroll taxes, and you will be trading less than 200 trades per year, the combination of the c-corporation and the LLC may be right for you. The c-corporation acts as the manager of the LLC trading business, making all of the trading and business decisions. As such, all of the expenses are run through the corporation. The LLC is used strictly for holding the brokerage account.

Where Should my Entity be Located?

Any entity that is carrying on an active business needs to be registered with the state where the business is conducted.  As a general rule, when an entity has revenue and/or takes business deductions, it is carrying on an active business, and will need to be registered in that state.  If you pay payroll to fund your retirement account or medical insurance you must register your business within the state where you live.  In many cases, it is best to set up the entity in the state where you live.  In some cases, however, you might want to consider a state that does not tax income (e.g., Nevada).

What Accounting Method Should I Use?

When there is sufficient trading activity, you can adopt the mark to market method of accounting, which allows you to ignore both the Wash Sale Rule, as well as the $3,000 cap on Capital Loss Deduction. However, if you have large capital loss carryovers you may not want to take mark to market. Please consult with one of our Small Business Planners before you decide upon your method of accounting. 

Use a Legal Entity for Your Trading Business and Convert Personal Expenses into Deductible Business Expenses

1. Business Travel:  The key is to convert all of your personal travel into business travel. If you are a frequent traveler this could be worth hundreds if not thousands of dollars to you. The IRS has a number of rules regarding this, and you need to make sure you understand and follow them, but in practice, it is a very doable tax strategy. Wouldn’t you rather pay for a trip from your business account rather pay with after-tax personal funds?

2. Education Expenses: Many traders attend regular seminars, workshops, expos, and other networking and educational events on a regular basis. This is another big-ticket area where deductions can be substantial if you are in the business of trading.
3. Meal Money: Did you know that your corporation can pay for your lunches, and it is considered tax-free income to you? If you work overtime for your corporation, you can get your dinners covered too!
4. Retirement Plans: Any salaries that your trading business pays out to individuals who provide services for the business are fully deductible.  If salaries are paid out, you can also set up a retirement plan for your business.  The benefit here is that contributions made to the retirement plan are fully deductible to the business, and yet not taxable to the individual. Also, once the money is inside the retirement plan it can grow tax free.

5. Hire Your Family: If you wanted to help a brother, sister, or child you could pay them a salary for the legitimate services they provide to your LLC (research, record-keeping, bookkeeping, etc.).  This would be fully deductible for the LLC. With the earned income, the family member could fund an IRA account, which could later be used for college expenses. In this manner, you could have your business get a tax deduction for ultimately paying for a family members college expenses.

6. Business Equipment:  Under section 179 of the tax code you can now deduct immediately up to $24,000 worth of tangible business equipment placed into operation for the year.  This would apply to desks, chairs, phones, office decorations (pictures, tables, statues, etc.), CNBC monitors (TVs), video recorders, palm pilots, and all other equipment that you need to operate your trading business.

7. Home Office: If your home office is used exclusively for your trading, and is the location from where you manage your trading business, you are entitled to deduct all the expenses associated with the home office. There are some depreciation issues you will want to speak with your tax advisor about before proceeding with this strategy.

8. Interest Expense:  As a trader, all your interest will now be fully deductible.  As an investor, you are only allowed to deduct margin interest to the extent that you have net investment income.

9. Moving Expenses:  If in the future you decide to move your business, or a portion of your business, the expenses you incur for the move will probably be deductible as a business expense.

Childcare Expenses: Your corporation can reimburse you for all of your childcare expenses. This can be another area of major tax savings.

10. Trade in an Legal Entity and Put More Cash in Your Pocket, Guaranteed
Johnny Investor and Janet Trades, LLC have identical incomes, expenses, gains and losses. The only difference is that Johnny Investor isn’t in the business of trading and Janet Trades, LLC is. 

Scenario 1: 

Trading Gain of $40,000

BOttom line Benefit:
$5,625 in additional cash in pocket

Total household income:

$140,000

Trading profits:


$40,000

Trading expenses:


$24,230

Johnny Investor’s Tax Savings:
$1,644

Joan Trades, LLC Tax Savings:
$7,269
Additional Benefit to Trader:

$5,625

Explanation: Johnny was subject to the 2% threshold for deductible investment expenses, and many of his expenses did not qualify, such as education and travel. Joan Trades, LLC was able to write-off 100% of her expenses.

Scenario 2: 

trading LOSS of $40,000

BOttom line Benefit:
$19,269 in additional cash in pocket

Total household income:

$140,000

Trading profits:


$40,000

Trading expenses:


$24,230

Johnny Investor’s Tax Savings:
$984

Joan Trades, LLC Tax Savings:
$19,269
Additional Benefit to Trader:

$18,285

Explanation: Johnny Investor is still stuck in the same situation as before, unable to write-off many of his expenses. Because of his trading loss, he lost the ability to write-off any of his margin interest expenses. However, he is able to take a $3,000 capital loss deduction. 

Joan Trades, LLC again was able to write-off 100% of her expenses. Plus, since she is a trader who has taken mark to market, she can offset her regular income of $100,000 with her $40,000 loss, bringing her AGI to $60,000, so she saves another $12,000, for a total savings of $19,269 in taxes.

The Bottom Line

If you are an active trader, doing over ~200 trades per year, you will most likely benefit from establishing a trading business in a legal entity. For most of our clients, finding $15,000-$25,000 in deductible expenses is common. Based on an average 30% tax savings, that comes out to $4,500 - $7,500 in annual tax savings. In other words, you are generating $4,500 -$7,500 of additional cash flow. That is after-tax, money in your pocket, spend it on whatever you want money. That’s good stuff. Of course, for some traders, the number is lower, and for others, the amount is much higher.

Another main reason to set-up an entity is your ability to take preventative action for future down trading years. In year one, let’s say you make $40,000, and in year two you make $50,000, and then in year three you lose $30,000. You will be able to take that $30,000 loss and apply it to the previous year’s tax return and get a refund! In this example, at a 30% tax bracket, the IRS would send you a check for $9,000. And by law, they have to send you the refund check within 21 days!

Some of our clients are hesitant to make the commitment to running their affairs in a legal entity structure. We always encourage these individuals to take the time to really determine their financial goals, and then educate themselves through books and tapes on how others with similar goals found success. What students of financial success find is that the most successful individuals, almost invariably, started their own business, using a legal entity.

The uses of the legal entity are truly powerful, providing a preferential tax treatment, protection from lawsuits, and beneficial estate planning. There really isn’t any other option available that covers all of these areas.

Therefore, we encourage you, whether or not you think that trading is going to be your ultimate business, that you establish your vehicle, your business entity, for your future business endeavors. 

Legitimizing your affairs using a legal entity will set the course for your financial future in the right direction.

Your Next Step is to Take Action
You need to decide which option makes the most sense for you.

· File as an Investor

· File a Schedule C as a Trader in Securities

· Establish a Legal Entity for your trading business

If you are still not sure which route makes the most sense, please call us at 1-800-938-9513 and ask to speak to one of the Small Business Consultants. We’ve helped thousands of other traders like yourself understand their options and make better informed decisions. There is no charge for an initial consultation call.

A Short History of Traders Accounting

We got started in 1998. In the beginning there were just three of us. We were blessed to have the head of the west coast division of the IRS be part of the initial team. We were determined to only provide the best information and services possible to the trader community. In the beginning, our services were chiefly accounting and tax preparation. We also took care of many clients who had established entities based on the recommendation of other professionals, but who were in the dark on how to properly fund or maintain records for the entity.

Immediately our services were in great demand. It turned out that our hunch was right. If you show people how to cut their taxes and generate additional cash flow, they would respond. Well, respond they did! We were swamped. Overwhelmed. It was crazy!

What did we learn? That we can’t allow hundreds of traders to send us shoe boxes full of unmatched trade slips, receipts and W-2s at the last second. It just doesn’t work, especially when you are dealing with some individuals who have done thousands if not tens of thousands of trades during the year. Also, many individuals were coming to us asking about whether we recommended Trader in Securities. With our IRS thinking caps on, it was clear that recommending a tax solution that did not have a basis in the IRS code would be irresponsible. We knew it would be best for traders to incorporate their business.

In the beginning, we would refer our tax clients to other incorporators, and we would provide six months of free business consulting. We became very proficient at helping people get their entities off the ground and fine-tuned, but guess what happened come tax time? More overstuffed shoe boxes of crumpled papers! Oh no!

We finally caught-on. We began offering the service we offer to you today. It is unique. It is ours, and it will work for you, because it was designed with you in mind, and tested over a number of years with hundreds of other traders.

The Trader Incorporation Service: everything you need to get started

1. Call us at 1-800-938-9513 and ask to speak with one of our Small Business Consultants.

2. Let us know that you want to sign-up for the Trader Incorporation Service.

3. We will consult with you to determine the proper structure for your business. (see the following service menu for prices for the various structures)

4. Your articles of incorporation are drafted by our attorneys.

5. Your legal entity(s) is registered in the appropriate state.

6. You will receive your legal binder, articles, resolutions, operating manual, seal, and detailed instructions. You will receive an orientation CD that will walk you through all the initial steps.

7. You will be invited to attend one of our weekly Q & A conference calls. This is a great service that not only allows you to get your questions answered, but allows you to look over the shoulder of others and learn from their questions and experiences.

8. You will be given six-months of business consulting with your Small Business Consultant. This is an invaluable service to help you get off the ground successfully.

9. After your entity is established, you will receive 12-months of free bookkeeping services. You will send us your brokerage statements, bank, and credit card statements, and we will reconcile them on a monthly basis. On a quarterly basis, you will receive a balance sheet, a profit & loss statement, and a Deduction Finder report. All of your information will be inputted into our accounting software, and fully prepared for your tax preparation needs.

10. As long as you have faithfully sent in your paperwork on a monthly basis, your taxes should be a breeze! We provide tax preparation services at an additional charge of $100/hr.

pricing:

· The Trader Corporation



$1,495

· The Trader LLC




$1,495

· The Dual Trader: Corp and LLC


$2,990

Call us now at 1-800-938-9513 to get started

Tax Preparation service: We’ll do your taxes and save you money

Our CPAs are the leaders in the field of trader taxation and small business taxation. You will benefit from decades of tax experience and wisdom. This will be our fifth year of preparing and filing taxes for traders, so you will benefit from our efficient, productive operations. 

Many of our clients have found that their current accountant or CPA simply does not have the specialization necessary to handle the complex tax rules for securities, options, and futures traders. If this is your case, and you have chosen to work with Traders Accounting, welcome aboard. However, we don’t necessarily have to replace your current provider; we can work in conjunction with your current tax professional with no problems or redundancies. For example, we can handle just your Schedule D, or just your trading business. We are open to meeting your individual needs.

1. Call us at 1-800-938-9513 and ask to speak with one of our Small Business Consultants.

2. Let us know that you want to sign-up for the Tax Preparation Service.

3. We will send you a Tax Binder, specifying what we need from you.

4. Upon receipt of your paperwork, we will hold an initial orientation phone session.

5. We will prepare your federal and state tax returns and submit them for your review.

6. Our CPAs will sign and date the return and file it on your behalf.

 pricing:

· Tax Preparation & Filing




$500 initial fee

· Initial fee includes $100 for new account set-up

(waived for current clients) and $100 for orientation 

session

· Includes $300 deposit for tax services

· Services billed at $100/hr

Call us now at 1-800-938-9513 to get started
Accounting & tax Freedom Service: Year-round Success

This is the plan that all traders need. It is our complete year-round tax and accounting service. On a monthly basis, we reconcile your businesses’ bank account, credit card and brokerage statements. Depending on your service level you choose, we provide either a monthly or quarterly balance sheet, profit and loss statement, quarterly estimated tax report, and Deduction Finder report. At the end of the year, we produce and file your federal and state tax returns.

As a result, you get to focus all of your attention on trading. Think about it, do you really want to spend time every month matching expenses to your bank statements and credit card statements, entering your trades into a spreadsheet, and calculating your profit and loss and balance sheet statements?

Or frankly, would these critical business affairs get overlooked, ignored, and pushed under the rug until tax time?  Ask any successful businessperson if they treat their finances that way. Never! You need to engage with a professional who can help you with your financials and provide you with the information you need in a timely basis, so that you can make critical business decisions. 

· Silver Tax Freedom





$275 initial fee

$75/month

· Includes monthly reconciliation of bank account,

credit card, and brokerage statement

· Includes quarterly profit & loss, balance sheet,

and Deduction Finder reports

· Includes year-end federal and state tax return

preparation and filing

· Initial fee includes $100 for new account set-up

(waived for current clients) , $100 for orientation

session, and $75 for first month

· Silver Tax Freedom





$300 initial fee

$100/month

· Includes monthly reconciliation of bank account,

credit card, and brokerage statement

· Includes quarterly profit & loss, balance sheet,

and Deduction Finder reports

· Includes year-end federal and state tax return

preparation and filing

· Initial fee includes $100 for new account set-up

(waived for current clients) , $100 for orientation

session, and $100 for first month

Call us now at 1-800-938-9513 to get started[image: image3.jpg]+2¢ TRADERS
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Read now for important tax filing information for 2002.
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