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Toss or Keep? Taming the Paper Pile

T

he past year has provided us much to reflect
upon, including our dependence upon our
files and records. Whether telecommuting or
working with a reduced staff in the office, it may be time
to declutter the office or clean out the file room.

At the heart of most company files are the financial
records. Ledgers, audit reports, audited financial statements, and check registers are permanent records.
Generally, most other accounting records, such as
bank statements and audit work papers are retained for
a period of seven years beyond the current year. Other
Organization is a valuable tool in any aspect of busi- accounting records, such as monthly financial stateness, but especially in records management. Despite ments, aging reports, and cash receipts records are
the desire to dispose or destroy records, some records retained for a six-year period beyond the current year.
should be kept permanently, or for a specified period of
time. Yet, with ever increasing costs for office space, The Internal Revenue Service recommends that recperhaps it is time to review your records retention, ords for income, deductions, or credits, be retained for
destruction, and file maintenance policy.
the limitations period ascribed for such records. Generally, tax related records are kept for a period of three
Regardless of whether the paper copy or digital copy is years after the filing of a return, claim for refund, or
preferred, establishing a system and policy for records payment of the tax due (whichever is later). However,
management can be an important tool for improving employment tax records are retained for at least four
efficiency and reducing costs of storage. In the event of years after the later of the date when the employment
investigation, audit or litigation, a document manage- tax is due or is paid. Records regarding bad debt or
ment policy will offer ease in locating the document and worthless securities should be retained for a period of
provide an impartial and valid purpose for retention or seven years.
destruction of documents. Records management policies should be reviewed with counsel for compliance An exception to the general retention recommendations
with federal and state law and industry-specific regula- pertains to real estate records. Tax records for real
tions.
estate should be held for the limitations period after the
sale of the real estate. However, if the real estate is
Records retention, destruction, and file maintenance sold as part of a tax deferred exchange, the records
policies include both tax and non-tax records. Corpo- should be retained for the limitations period after the
rate records, such as incorporation papers, bylaws, sale of the new property. The records include those
charters, operating agreements, meeting minutes and documents used to compute any depreciation, amortistock records, are examples of permanent records. zation, or depletion deduction and to determine the
Many insurance and legal records are also permanent gain or loss when you sell or otherwise dispose of the
in nature. However, a frank discussion with your insur- property.
ance agent and your legal counsel is encouraged.
Of interest, the IRS recommends that records be kept
Other policy considerations for non-tax records are for six years regarding unreported income exceeding
service, vendor and sales agreements. Enforcement 25% of gross income that should be reported. The IRS
statutes related to these types of agreements help rules require that records be retained indefinitely if no
provide guidance for setting the file retention period. return is filed or if a fraudulent return was filed.
Records for vendor agreements, customer purchase
orders, service agreements, and related non-disclosure Not all records fit neatly into a specific category. A good
agreements are often retained for the period of the starting point is to determine if the records are income
agreement plus six years. However, some states main- tax related. Some documents such as routine corretain ten-year statutes of limitations for contract actions. spondence requiring no response may not require an
extended retention period. A strong records retention,
Personnel and payroll records retention require special destruction, and file maintenance policy will assist in
care due to immigration laws, the Family and Medical guiding the decision to keep or discard records.
Leave Act, HIPPA, OSHA, and other state and federal
laws. General personnel records such as background If you would like your company’s records retention,
checks, performance reviews, and salary information destruction, and file maintenance policy reviewed, or if
are often retained for a six-year period following the you have questions regarding document retention,
employee’s departure from the company. Benefits plan please contact Joan Berg (joan.berg@sfbbg.com) or
records also are retained for a six-year period following Len Gambino (leonard.gambino@sfbbg.com), or call
termination of the plan. However, pension and retire- (312) 648-2300.
ment plan records are of a permanent nature.
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A

limited liability company (“LLC”) may elect
to be taxed as a partnership, a C Corporation, an S Corporation, or as a disregarded
entity. Many LLCs elect to be treated as “S Corporations” for federal income tax purposes in order to
minimize employment taxes. Each owner of an
LLC which is taxed as a partnership or as a disregarded entity is treated as being self-employed for
tax purposes, and all amounts paid to such owners
who also provide services, whether as compensation for services or as distributions, are subject to
Social Security and Medicare taxes. An owner of
an LLC taxed as an S Corporation, however, can
be treated as an employee of the LLC. Thus, only
his or her salary will be subject to Social Security
and Medicare taxes, but any dividends received
will not be subject to these taxes.
An S Corporation owner-employee, however, must
pay him or herself a salary that is at least what
other comparable businesses pay for similar services. Moreover, in order to maximize contributions to retirement plans, it can be advantageous
for an S Corporation to pay substantial salaries to
its owner-employees. As a result, the employment
tax savings may not be significant.
Moreover, there are a number of drawbacks for a
limited liability company being taxed as an S Corporation as opposed to being taxed as a partnership. For example:
1.

An S Corporation cannot have more than 100
shareholders.

2.

An S Corporation’s shareholders must be U.S.
citizens or resident individuals, or certain
types of trusts and tax-exempt organizations.
Thus, a partnership or corporation may not
own an interest in an S Corporation.

3.

An S Corporation may have only common
stock, which may be voting or non-voting. S
Corporations cannot issue preferred stock,
profits-only interests, or stock with special
allocations or changing profit sharing ratios.
This limits the LLC’s ability to raise capital
from investors who expect a preferred return
on their investment.

Attorney Quoted
Michael Kim was quoted in Community Association Management Insider on November 2,
2020 in an article entitled “Continuity Planning: Don’t Let Your Clients Get Left in the
Lurch,” and on November 4, 2020 in an article entitled “Court Upholds Annual Meeting
by Phone During Pandemic.”
Webinar
Andrew Weissman hosted a CLE webinar
“The New Subchapter V of the Bankruptcy
Code: A New Way for Small Businesses to
Reorganize” on October 2, 2020.

4.

Service businesses may not often have the
need to raise capital, but they often desire to
provide key employees with an ownership
interest in the business as a means of succession planning. An S Corporation, however,
cannot issue equity in the form of a so-called
“profits-only interest” to an employee in ex-

change for the employee’s services, and any
stock issuance to an employee will be taxable
to the employee based on the fair market
value of the equity interest issued.
5.

An S Corporation that was previously a C
Corporation and that has earnings accumulated from its C Corporation years can have no
more than 25% of its income from passive
sources. Passive income is income from an
endeavor in which the company does not
actively participate, such as investment income and most types of rental income. The S
Corporation will pay corporate tax on any
passive income that exceeds 25% of its total
income. If more than 25% of its income is
passive for three consecutive years, the company’s S Corporation status will terminate.

6.

If the shareholders of an S Corporation decide
that it would have been better to be taxed as a
partnership, the LLC cannot change its tax
status without being taxed as if it had sold all
of its assets and dissolved.

In those cases in which the above limitations will
not likely be meaningful, then self-employment tax
savings may prove useful. For example, an individual who provides consulting services through his
single member LLC could elect S Corporation status for the LLC. The company could pay him or
her a modest salary which would be subject to
applicable employment taxes, and have the remainder of the income paid as a dividend which
would not be subject to any employment taxes. If
this business were conducted as a sole proprietorship or as a single member LLC taxable as a disregarded entity, all of the taxable income of the business would be subject to employment taxes. As
noted above, salaries paid to S Corporation owners
cannot be unreasonably low.
In our experience, some professional advisors tend
to favor one form of taxation over the others without considering the LLC’s and its owner(s) needs in
each case. Choosing the best approach to income
taxation, however, is not a “one size fits all” situation, and making the wrong choice can be both
expensive and difficult to fix.
For more information, please contact Len Gambino
at Leonard.Gambino@SFBBG.com or call 312-648
-2300.

