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(The Stock Market---Lessons from Bud continued on page 2)

My Dad (Bud) was the biggest fan 
of the stock market I have ever met.   
I’m not a licensed advisor, I’m just 
passing on what he told me. Always 
consult a professional. He’s been gone 
for 15 years now, but if you knew Bud, 
you undoubtedly heard most of this: 

• Dad often reminded me that 
stocks always go up. At least 
on average and over time.   

• Dad never bought a bond or a 
CD---as they get devoured by 
inflation.   If you buy a stock 
with growing dividends, you may 
find that in 30 years the annual 
dividend you receive is worth more 
than what you paid for the stock. 
Stocks go up with inflation because 
companies can raise prices.

• If you buy five small-cap stocks, four 
of them will probably go broke, and 
the other one will undoubtedly make 
up for those four losers. Yeah, that is 
gambling, but only small companies 
can become big companies.   

• Never buy mutual funds outside 
of a retirement plan. The reason 
is you get clobbered with capital 
gains as the fund manager churns 
the portfolio. If you buy individual 
stocks, you can choose to keep 
them forever, and NEVER pay 
the capital gains tax. The stocks 
get a new basis when you die.

• There is never a reason not to 
sell your losers. This way the 
government pays for part of your bad 
idea as the losses are deductible. On 
the flip side, you don’t ever have to 
pay tax on the winners, if you don’t 
sell them. He called this “playing 
with the house’s money.” If you 
like the stock, double down for 31 
days and then sell your higher cost 
shares, to avoid the wash sale rules.

• Never trade commodities or 
options. For every winner, there 
is a loser, plus there is someone in 
the middle taking a “cut” of every 
transaction. Professional traders are 
smarter than you are.  Stay away.

THE STOCK MARKET---LESSONS FROM BUD
Paul ThorsTenson, CPa, aBV, CVa, ParTner

Paul Thorstenson
CPA, ABV, CVA, Partner
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• Never catch a falling knife. If a 
stock is going down, don’t buy 
it until it starts going back up. 

• Don’t be afraid to sell a winner 
if its valuation gets crazy high.  
Take some money off the table.

• Buying stocks requires savings. 
Savings requires sacrifice. 
You might need to sacrifice 
that new car, or that big house. 
(Yeah, I have been in my 
same house for 30 years.)

• Learn to sleep restfully 
when the stock market 
crashes. It will go back up.

• Stocks are liquid like cash.  
Bankers are a lot easier to deal 
with if you have substantial 
liquidity. Real estate is a better 
way to diversify as rents go up 
with inflation. And you can’t 

buy real estate without a banker.

• Buy stocks all the time.  Never 
keep cash. You can always 
borrow against your stocks on a 
rainy day, or simply sell them.

• If you buy Black Hills Corp 
and MDU, the dividends 
will pay your utility bills.

• Why buy a mutual fund when 
you can buy a closed-end 
fund that trades at a steep 
discount to Net Asset Value? 

• Read the glossy annual 
reports.  Then stack them 
up in the corner of your 
office as that is so cool.

• Buy stocks when you are very 
young. It takes time to get rich.

• How to find a good stock 

to buy? Pick up a magazine 
or newspaper and read.   

• Give stocks to charity.  That 
way you don’t have to 
pay tax on the gains, and 
the charity gets more. 

• Never buy annuities.  They 
are not tax efficient. 

• Regarding bank certificates 
of deposit (CD), he told 
everyone:   “Why put your 
money in the bank, when 
you can buy the bank?” Dad 
had stock in Wells Fargo and 
US Bank, which by the way 
yielded 4.39% and 2.82% 
today. Find those rates in a CD! 

For those who did not 
know my dad, see page 3 for 
a note about his legacy.

(The Stock Market---Lessons from Bud continued from page 1)

Over the next few months there 
are potential changes coming that 
may affect how you treat your staff.  
Here are a few of them.

1. A new Form W-4 is expected 
to go into effect in 2020.  The draft 
form has some major revisions 
to not only the layout, but the 
information collected. The object 
of the new form is to increase 
the accuracy of income-tax 
withholdings for employees.

2. Proposed FLSA changes are 
expected to be announced at any 
time and to take affect prior to the 
end of 2019. Under the current 
law, employees with weekly pay of 

less than $455 ($23,660 annually) 
must be classified as non-exempt 
and are subject to overtime pay for 
all hours worked over 40 per work 
week. The proposed new rule will 
increase that weekly pay to $679 
($35,308 annually).

3. The Form I-9 expired on 
August 31, 2019, however, the 
Department of Homeland Security 
(DHS) has directed employers to 
continue using the current form 
until a new version is published.  
DHS may release a new form and/
or revisions to the current form and 
instruction. For more details on 
the Form I-9 see Amanda Dennis’ 
article on page 7. Follow Ketel Thorstenson on 

social media for future updates.

CHANGES TO KEEP AN EYE OUT FOR
amanda dokTer Phr, shrm-CP, manager

Amanda Dokter
PHR, SHRM-CP, Manager 
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DID THE IRS PAY YOU UNEXPECTEDLY?
Jennifer konValin, CPa, ParTner

This summer, we have seen an 
increase in the number of clients 
who have received small checks 
from the IRS that they weren’t 
necessarily expecting.  Why is 
this?  Should you cash the check?  
Are they going to bill you next?  

We have been keeping you 
updated about the change in 
the tax rates and withholding 
tables that arose from the 2018 
Tax Cuts and Jobs Act (TCJA).  
Our previous discussions have 
been around making sure you 
are having enough taken out of 
your paychecks now, because it 
had been found the “fix” to the 
withholding tables went too far.  

Generally, the rule is you 
have to pay 90% of your current 
year tax liability or 100% (and 
in many cases 110%) of your 
prior year tax liability in order to 
avoid tax penalties.  We operate 
on a “pay as you go” system, so 
you cannot always just wait until 
year end to make payments on 

your tax bill without the chance 
of a penalty being imposed.  

In early January of 2019, due 
to the decreased withholding as 
previously discussed, the IRS 
changed the penalty threshold 
for the first measurement from 
90% of current year, to 85% of 
current year.  This allowed fewer 
unsuspecting and unknowingly 
taxpayers to be faced with penalties 
due to decreased withholdings from 
the TCJA.  Then near the end of 
March, 2019, they changed their 
mind again on the first test to now 
be 80% of the current year liability.  

Because it was actually so close 
to the April 15th deadline, several 
people had already filed their taxes 
under the first adjustment to the 
rule of 85%.  Now, we are finding 
the IRS is getting returns processed 
and for those returns completed 
and transmitted that may have been 
less than 85% of taxes paid in, but 
over 80% of tax liability paid in, 
they are automatically adjusting 
your returns and refunding the 

penalty that had been calculated.  

Your KT professional is 
available to help you interpret any 
correspondence from the IRS. 
Several clients have received small 
refund checks, and we helped 
verify their accuracy.  In the future, 
it would make everyone’s life easier 
if we had a completed, approved, 
and final tax law before filing 
tax returns!  If you have received 
something like this and aren’t fully 
sure why, please be sure to reach 
out to your KT team member.

Jennifer Konvalin
CPA, Partner

Bud Thorstenson was the second of six children 
growing up on the family ranch in Selby, South 
Dakota during the Great Depression. 

World War II took him away in 1945. During 
the early months of the Allied Occupation he 
worked as a supply clerk in Japan. He earned 
several medals including the Meritorious Unit 
Award and the Victory Medal.

The GI Bill helped him to graduate from the 
University of Denver in 1950, with a Bachelor’s 
degree in accounting. After graduation he went 
to work for Harold Heims CPA in Rapid City, 
and became the 31st CPA in South Dakota. 

Within a few years Bud was managing the CPA 
practice and his first partners included Dale 
Sayler, Rich Siekman, Jerry Benson, and Leroy 

Ketel. The firm which would eventually be 
named Ketel Thorstenson, LLP.  It continued 
to prosper due to Bud’s leadership as a partner 
through 1996. 

Bud was a leader in the CPA profession and 
served as president of the South Dakota Society 
of CPAs and as a board of director for the South 
Dakota Board of Accountancy.

Bud worked 54 tax seasons! He loved the 
intricacies of every business deal but especially 
enjoyed conversing with his clients. All who 
knew him profited from his sage financial 
advice. 

Community service was important in his life, 
and he was an active member of the Morning 
Optimists for nearly 50 years.
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PAYCHECK CHECKUP: REVIEW YOUR WITHHOLDING FOR 2019
kane guisinger, assoCiaTe

An unexpected bill around 
tax time is something that every 
taxpayer wants to avoid. That is 
why we encourage our clients 
to routinely perform a paycheck 
update and reevaluate their federal 
income tax withholding each year. 
This is especially important for 
the 2019 tax year as it is the first 
time that the new withholding 
tables will be used for the full 
twelve months of the year. 

Thankfully, performing this 
paycheck update will be easier 
to do than in previous years due 
to the new IRS Tax Withholding 
Estimator. The new estimator is 
a huge improvement over the old 
Withholding Calculator which 
was confusing and simply didn’t 
work for many taxpayers. The 
new estimator presents taxpayers 
with more options when entering 
different sources of income. 
Previous iterations of the IRS 
Withholding Estimator lacked this 
feature and caused those who were 
not the standard W-2 filer to have 
issues when trying to properly 

estimate their withholdings. The 
user interface of the new estimator 
is also greatly improved, making 
it easier to use and understand 
for the average taxpayer.

You will need your most 
recent pay stub in order to use 
the estimator. Make sure this 
also shows the total amount of 
federal income taxes that has been 
withheld for the year. You may 
need other documents depending 
on your other sources of income. 
Remember that the results are 
entirely dependent on the accuracy 
of the information that you enter 
into the estimator. Ensure that your 
information is accurate to achieve 
the best withholding estimate. 

Once you complete the 5 steps 
that are required in the estimator, 
you will be given results that 
show whether you will owe tax at 
the end of the year or be owed a 
refund at the end of the year. The 
estimator also provides instructions 
on how to adjust your results in 
order to get your balance owed 

close to zero or to increase your 
expected refund amount. This 
will require you to complete a 
new Form W-4, but the estimator 
provides helpful instructions 
that will allow you to reach your 
desired estimated balance.

While the new estimator is 
much easier to use, you may still 
have questions regarding your 
withholding estimates for the 2019 
tax year. If this is the case, don’t 
hesitate to contact us at KTLLP so 
we can assist with the process.

Kane Guisinger
Associate
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According to the Association 
of Certified Fraud Examiners, 
businesses with fewer than 100 
employees have the highest 
percentage of fraud instances.  

Every small business should 
have some basic internal controls 
to help mitigate business risks, 
including employee fraud and 
accounting mistakes.   Many small 
businesses rely on one person to do 
all the accounting and do not have 
enough staff to segregate duties, 
but even a relatively small business 
can have some effective fraud 
deterring processes.   

Five key controls to consider:
- Review monthly bank 
statements, including 
cancelled checks. This forces 
the owner to keep a close 
watch on expenses. When 
reviewing cancelled checks 
and electronic payments, make 
sure to know who is being 
paid and verify the amounts 
are valid expenses of the 
business. Even if you sign the 
checks, unauthorized transfers 
or payments may come 

through the bank. 
- Sign checks yourself.  If 
your schedule doesn’t allow 
for check signing, limit the 
number of individuals with 
authority to sign checks. 
Signature stamps are 
recommended.

- Review all credit and 
debit card statements. 
All employees should be 
required to keep detailed 
receipts to substantiate charge 
transactions. 

- Conduct a background check 
before hiring. Employees 
who handle cash, payroll and 
finances should be screened.  
Consider conducting a credit 
check on employees who 
handle cash. 

- Monitor incoming cash.  For 
point of sale transactions, 
count the cash drawer each 
day and log the cash over or 
short.  For payments received 
at the office, keep track of the 
mail, and watch the accounts 
receivable listing for long past 

due accounts.  
If you have a small office or 

your schedule keeps you away 
from the finances, you may 
consider employee theft insurance.  
For a small cost, you can have 
insurance protect you from major 
loss. 

A few key controls can keep 
your accounting from getting away 
from you and keep your money 
safe.

INTERNAL CONTROLS EVERY SMALL BUSINESS SHOULD HAVE
nina Braun, CPa, Cfe, ParTner

Nina Braun
CPA, CFE, Partner 
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Didn’t Form 1040 just change 
as part of the 2018 Tax Cut and 
Jobs Act?  Now Congress is 
changing it again for 2019?  

Form 1040 was reported on two 
pages for decades.  It was then 
decided to cut those pages into 
two half pages and six schedules. 
The initial goal was to simplify the 
1040 individual tax return and hope 
to have taxpayers file on a form the 
size of a postcard.  It was quickly 
realized this was not the case for 
most individuals.  

There were complaints on the 
layout of the form as there is much 
wasted paper and the taxpayer 
is signing the front page that is 
reporting taxpayer information 
– no income.  Six schedules 
accompanied the first page but 
were only used if applicable.  
The idea behind the structure of 
the form was a building-block 
approach. 

A draft of the 2019 Form 1040 
has been released for comments.  
It is now going back to two pages 
with less schedules to attach.  Here 
are some of the highlights:

• The signature box goes back to 
page two.  

• A space for the spouse’s name 
has been added to page one if 
filing Married Filing Separate 
and a space for a child’s name 
if a qualifying person but not 
your dependent when Head 
of Household or Qualifying 
Widow is selected.

• Healthcare coverage checkbox 
has been removed as this is no 
longer mandatory for the 2019 
tax year.

• Income reporting, standard 
deduction, and qualified 
business deduction all move to 
page one.

• Adjusted gross income moved 
from line 7 in 2018 to line 8b 
now.  

• Tax credits have changed back 
to using separate lines on page 
two instead of consolidated 
into one or two like it was in 
2018.

• Third party designee moves 
back to page two.

• There is a spot for the original 
divorce date under alimony 
as it is not deductible after 
January 1, 2019.

  

It has been discussed Form 
1040 is being revised to enhance 
matching features.  For example, in 
2018 page two reported a full page 
of numbers with no signature.  Tax 
preparers feared that could lead to 
fraud or other reporting problems.

Remember – the proposed 
changes are not final.  There are 
several versions of the draft out 
there for comment.  Doesn’t it 
seem like the format is going back 
to its old ways prior to 2018?

Contact your KTLLP CPA to 
discuss the upcoming form changes 
or any other tax questions for the 
upcoming tax year!

ANOTHER CHANGE TO FORM 1040
Joei Tieman, CPa, senior assoCiaTe

Joei Tieman
CPA, Senior Associate
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Currently across the country, 
the U.S. Immigration and Customs 
Enforcement (ICE) is increasing I-9 
audits. Would you know what to do 
to prepare if you received an audit 
notice? There are some important 
steps to take to ensure you have all 
necessary documentation on file 
for your employees. Form I-9 is an 
Employment Eligibility Verification 
document that all employers must 
have on file for each employee 
hired after November 6, 1986. It 
is up to the employer to ensure 
the form is completed timely and 
correctly. 

Section 1 of the form needs 
to be filled out by the employee 
indicating personal identifying 
information (name, address, date of 
birth, etc.) and must be signed and 
dated by the employee. 

Section 2 of the form needs 
to be filled out by the employer 
documenting which evidence 
of identity the employee has 
provided. There is a List of 
Acceptable Documents on the last 
page of Form I-9 for employers 
to reference to ensure they are 
receiving acceptable documents. It 
is important to realize there are 3 
columns on the list (A, B and C).  
To be completed accurately, you 
should have unexpired proof from 
either column A or columns B and 
C.  These identification documents 
are not required to be photocopied 
but if the employer chooses to do 
so, they must do so for all new 

hires and retain with the Form I-9. 
The employer must also sign and 
print their name, title, company 
name, and date on the form. 

Lastly, Section 3 must be 
completed by the employer only 
when updating or re-verifying 
information such as an employee 
name change or rehiring within 
three years of the form’s original 
date. 

Once Form I-9 has been 
completed, it must be retained 
by the employer for three years 
after the hire date or one year 
after employment ends, whichever 
is longer. Electronic records 
are an acceptable method as 
well.  Generally, it would be our 
recommendation to keep current 
employees forms with their 
employee file, and any former 
employees all together in a file, 
as an audit will not be limited to 
current employees.  To be prepared 
for an ICE audit you should review 
all Form I-9s you have on file for 
current employees and correct any 
errors or discrepancies. If there 
are any necessary corrections, 
the employee and employer must 
initial and date by the correction 
and white out cannot be used. If 
there are any missing Form I-9s, a 
new form must be completed and 
cannot be back-dated. 

It is typical for ICE to request 
Form I-9s for current employees 
and terminated employees within 

the last year. They might also 
request an employee list, payroll 
documents, and business owner 
information. Failure to have 
properly completed I-9s can lead to 
significant penalties on a per form 
basis.  Therefore it is extremely 
important for employers to be 
completing these accurately and 
completely to avoid these issues.  
For further information, employers 
can reference the USCIS Handbook 
for Employers located at www.
uscis.gov or contact the team 
at Ketel Thorstenson with any 
questions. 

Amanda Dennis
Senior Associate, QuickBooks ProAdvisor

FORM I-9  
amanda dennis, senior assoCiaTe, QuiCkBooks ProadVisor

Join the
conversation

online.
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E-Verify is a web-based system 
that allows enrolled employers 
to confirm the eligibility of their 
employees to work in the United 
States. Identity verification is 
done by electronically matching 
information provided on the 
Form I-9, Employment Eligibility 
Verification, against records 
available to the Social Security 
Administration and Department of 
Homeland Security. 

Although E-Verify participation 
is often voluntary currently, 
some employers are required to 
participate due to a legal ruling, 
federal contracting clauses, or 
state licensing legislation. Certain 
states have different industry 
requirements as well. South Dakota 
currently has no legal mandates 
for E-Verify. As this can always be 
changing, employers should take 
note of their specific state laws 
related to this to make sure they 
are complying.  In the meantime, 
employers should absolutely be 

completing an accurate I-9 with 
their employees prior to putting an 
employee on payroll. 

Once an employer does 
begin using the E-Verify system 
or another similar one, it is 
recommended they consistently 
use it for every employee to avoid 
discrimination issues. It is also 
not usually permitted to just stop 
using it once you have registered 
with the system to be submitting 
information for verification.  The 
current trend appears to lead to 
the thought that eventually use of 
this system, or another like it, will 
become nationally mandatory. Due 
to growing popularity, www.e-
verify.gov website now has 
instructional videos, compliance 
assistance, and business search 
options. 

This system is not however fail 
proof.  One of the bigger criticisms 
currently of the system is that it 
is all information based.  So, in 
our world of stolen identities and 

fraud, this could lead an employer 
being given information that the 
employee they are verifying is 
legal to work in the United States, 
but with it falling short of things 
like biometrics that could be false 
if someone has stolen documents 
or identity.  We are sure this will 
continue to evolve and improve in 
the process as time goes on.  If you 
have questions or would like more 
information about E-Verify, please 
contact your Ketel Thorstenson 
team member.

Lindsey Nolan
CPA, Associate

WHAT IS E-VERIFY?  
lindsey nolan, CPa, assoCiaTe
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WHAT IS A HEALTH SAVINGS ACCOUNT AND HOW CAN IT BENEFIT ME?
kim riChTers, assoCiaTe

You may have heard of the term 
HSA before but aren’t sure what it 
really means and if you should be 
using one.  A health savings account 
(HSA) is essentially a savings 
account for medical expenses.  
These accounts are available to 
anyone who is employed, self-
employed, or even unemployed 
(think stay at home parent or 
college student).  To qualify to 
use an HSA, you must meet a few 
requirements.  First, you must 
be enrolled in a high deductible 
health plan (HDHP) which is 
available through an employer or 
through the Marketplace.  Until 
the time the deductible is met, 
this type of plan will only cover 
preventative services. Second, the 
HDHP must be your only form of 
health insurance coverage.  Third, 
you must be under the age of 65 
and not eligible for Medicare.  
Last, you cannot be claimed as a 
dependent on someone else’s taxes.  
This also means you cannot set-
up and contribute to an HSA for 
your children or grandchildren.

Contributions to an HSA are 
made on a pre-tax basis, which 
means they are deductible and 
reduce your taxable income.  
Contributions can be made 
through payroll deductions, direct 
contributions by you, or employer 
contributions on your behalf.  If 
your HDHP only covers yourself, 
you can contribute up to $3,500 
in 2019 and if the plan covers you 
and your family, you can contribute 

up to $7,000.  Keep in mind the 
contributions employers make 
on behalf of the employee count 
towards the annual limit.  The 
annual contribution limit is set 
for inflation and is not limited by 
income.  Moreover, if you are 55 or 
older, you can make an additional 
“catch-up” contribution of $1,000 
but your total family annual 
contribution cannot exceed $9,000.  

Many financial institutions offer 
HSAs and the accounts can earn 
interest or can be invested in mutual 
funds.   As an added benefit, these 
earnings are tax-free if withdrawn 
for qualified medical expenses. 

Distributions from the HSA 
account must be used to pay 
for qualified medical expenses.  
These include deductibles, 
copayments, coinsurance, and 
many other medical expenses 
such as prescriptions and vision or 
dental care.  You can consult IRS 
Publication 969 to see a full list 
of qualified expenses.  However, 
HSA funds cannot be used to pay 
the premiums for your HDHP.  
Distributions which are not used for 
qualified medical expenses must be 
added to taxable income on your 
tax return and will be subject to a 
whopping 20% penalty!  Generally, 
you will receive either checks or 
a debit card for the HSA account 
that you can use to pay for medical 
expenses.  For example, if you 
see your doctor and have a co-
pay of $25, you can use the HSA 
debit card to pay.  Alternatively, 

you can choose to pay with your 
personal funds and turn in the 
receipt to your HSA administrator 
to receive reimbursement.

One great benefit of an HSA 
account is the funds never expire, 
and they essentially rollover from 
year to year.  This is different from 
a Flexible Spending Account in 
which funds not used by the end 
of the year will be forfeited.  An 
HSA account is entirely yours and 
it goes where you go and it can be 
moved to a different HSA account 
without penalty.  What happens if 
you start contributing to an HSA 
account before retirement and have 
funds saved up after you retire?  
Since there are no expiration dates 
on HSA funds, they can be used 
for qualified medical expenses 
incurred after age 65 as a tax-
free and penalty-free distribution.  
Also, medicare premiums become 
a qualified medical expense.  
Funds could also be withdrawn 

Kim Richters
Associate 

(What is a Health Savings Account and How Can it Benefit Me? continued on page 10)
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(What is a Health Savings Account and How Can it Benefit Me? continued from page 9)

for nonqualified expenses and be 
subject to only your income tax rate 
as the penalty is abated after age 
65.  As such, unused HSA funds act 
exactly like another IRA account. 
However, remember you can no 
longer contribute funds to an HSA 
after age 65 if you are covered 
under Medicare.  An HSA can also 
be used as a type of retirement 
account.  You can contribute into 
the HSA every year you are eligible 

and keep the receipts of qualified 
medical expenses you incur during 
those years and not turn them into 
the HSA administrator.  During 
this time the account can grow 
tax-free.  Then after retirement you 
can turn in all your receipts that 
were kept throughout the years 
and get reimbursed at that time.  
You are not required to turn in the 
receipts in the year you incur them.  

If you find yourself in the 
position of enrolling in a HDHP, 
consider opening an HSA account 
as it is a tax-free way to pay for the 
medical expenses that occur with 
a HDHP. However, be sure you 
are meeting the requirements of 
an HSA account so contributions 
aren’t disqualified.  If you have 
questions, don’t hesitate to 
contact your KT Advisor.

BUY-SELL AGREEMENTS: WHAT YOU NEED TO KNOW
eriCka heiser, mBa, CVa, direCTor

After reading hundreds of 
buy-sell agreements (or operating 
agreements for LLCs) over the 
years, I thought I would share 
some of the tips and reminders of 
making sure you have a good one.  

First bit of advice: work with a 
really good attorney for drafting!  

Second bit of advice: work with 
a qualified valuation professional to 
review the valuation components!

Let’s get the boring stuff out 
of the way.  A buy-sell agreement 
is a contract among shareholders/
members that determines 
what happens to the business 
equity in various instances 
using a previously determined 
understanding among the owners.  

In layman’s terms, a buy-sell 
agreement is a prenuptial agreement 
for business owners.  Business 
owners always get along with each 
other when the ideas are fun and the 
business is forming.  But, when the 

going gets rough and ideas begin 
to bifurcate, shareholder dissention 
can rear its ugly head.  Making 
decisions on how the “divorce” will 
work while you are getting along 
can make the business divorce 
somewhat less stressful.  Having 
a really good, well-thought-out 
buy-sell agreement is the way to 
accomplish that.  Below are some 
tips and pointers to successfully 
execute such agreement:

• Use precise language
- Are life insurance proceeds 

to be included in the value?
- What does “book value” 

mean?  Total book value or 
just tangible book value?

- When you say “income,” 
what income?  Cash basis or 
accrual basis?  Should the 
income include non-operating 
and/or non-recurring 
income and expenses?

An agreement that needs 
interpretation is not a good 
agreement.  If two or more people 

read the agreement and have 
two or more understandings, go 
back to the drawing board.

• State what standard of 
value should be used

- Fair Market Value - The 
price at which a reasonable, 
knowledgeable, hypothetical 
buyer and seller, neither 
under the compulsion to 
buy or sell, would transact. 

- Fair Value- The price- The 

Ericka Heiser
MBA, CVA, Director  

(Buy-Sell Agreements: What You Need to Know continued on page 11)
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(Buy-Sell Agreements: What You Need to Know continued from page 10)

price that would be received 
to buy or sell between 
market participants… 
excluding lack of control and 
marketability discounts.  

- Investment Value - The 
value of an asset or business 
interest to a specific owner.  

- Formula Value - The formula 
is dictated by the agreement 
and may not reflect any 
definition of value.

• Establish an “as of” date
- The value is as of a 

specific date in time.  
- Value is based on the 

information known or 
reasonably knowable as 
of the valuation date.

- This is especially important 
when significant time 
passes between a triggering 
event and the culmination 
of the valuation process.

• Ensure to note that a qualified 
appraiser be used to calculate the 
value. Qualified appraisers will be 
accredited through one or more 
of the following associations:

- NACVA- National 
Association of Certified 
Valuation Analysts

- AICPA- American Institute of 
Certified Public Accountants

- IBA- International 
Business Appraisers

- ASA- American Society 
of Appraisers

• Outline how the price 
will be determined

- Formula—Example: 
Tangible book value plus 2x 

EBITDA excluding non-
operating and non-recurring 
income and expenses.

• Different for each 
business and industry.  No 
cookie cutter language!

• Written to prevent a 
significant swing in value 
from one year to the next.

• Revisit periodically.
- Calculated value- Engage 

your trusted qualified 
valuation professional 
when the time comes.

- Annually agreed on value- 
Be super careful here!  
Remember inflation and 
things change!  Many 
owners forget to update 
this in a timely manner.

• Explain the type of purchase
- Cross purchase- 

Shareholders buy and sell 
amongst themselves.

- Equity redemption- The 
company buys the stock

- Combination- This can 
be tricky.  Consult 
with a professional.

• Describe the funding 
mechanism

- Cash in the form of savings, 
external borrowings, 
or life insurance

- Installment notes and security
- Combination

• Include a run on the bank 
provision. When a significant 
number of owners sell out of the 
Company at once, the Company 

may not be able to survive by 
paying out multiple shareholders 
at once.  The provision will still 
allow for shareholders to be paid 
out but will lengthen the payment 
period and it protects the Company.  

• Incent shareholders to stay 
versus leave the Company 

• Read the agreement as if you 
are the buyer; read again as if you 
are the seller. Will you be happy if 
you are in either set of shoes?  Does 
the agreement make economic sense 
for both parties?  If not, reconsider.  

• Engage your trusted 
valuation professional to 
read through the valuation 
components of the agreement.  

Remember that the agreement 
should be written to keep you 
and your business partners out of 
court.  If the agreement is vague 
or ambiguous and you and your 
partners cannot agree during the 
business “divorce” the court gets 
to interpret the document.  Do 
you really want to leave your 
fate up to the courts?  If not, be 
precise!  Use these tips to work 
with your attorney to draft a crystal 
clear super “tight” agreement to 
protect yourself, your business 
partners, and your business!

Have questions?  Consider 
reading Buy-Sell Agreements 
for Closely Held and Family 
Business owners by Z. Christopher 
Mercer.  Always contact your 
trusted attorney AND qualified 
valuation professional!
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SELLING A PRIMARY RESIDENCE
aliCia Burghduff, ea, senior manager

The sale of a principal 
residence is generally not a taxable 
event, unless the taxpayer:

• Has a gain and does not 
qualify to exclude it all

• Has a gain and elects 
not to exclude it

• Received a Form 
1099S for the sale

Typically, a single taxpayer 
can exclude from their income 
up to $250,000 of gain from the 
sale of a personal residence if the 
following criteria are met (Internal 
Revenue Code [IRC] Sec. 121):

• Ownership and use: the 
individual must have owned and 
used the home as a principal 
residence for at least two out 
of the five years prior to the 
sale (the two years do not 
have to be consecutive). 

• Frequency limitation: The 
exclusion applies to only 
one sale every two years. 

Married couples filing a 
joint return can exclude up 
to $500,000 of gain under 
the following conditions:

• Ownership: either or both 
spouse(s) must have owned the 
residence for at least two out of 
the five years prior to the sale.

• Use: both spouses must 
have used the residence as 
their principal residence for 
at least two out of the five 
years prior to the sale. 

• Frequency limitation: during 
the two-year period ending 
on the date of the sale, neither 

spouse excluded gain from 
the sale of another home.

Use and frequency conditions
It is worth noting that the use 

and frequency tests must be met 
by both spouses in order for them 
to qualify for the full $500,000 
exclusion, while only one of the 
two must meet the ownership test. 
If both spouses do not meet the use 
and frequency tests, the allowable 
exclusion is limited to the sum 
of the amounts that each spouse 
would be qualified to exclude if 
they had not been married. Each 
spouse is treated as owning the 
property for the period of time that 
either spouse owned the property. 

For example, consider the 
following case: On January 1, 
2010, Cindy purchased a home for 
$250,000. On September 10, 2012, 
Cindy and George were married. 
On January 1, 2013, they decided 
to sell their home for $600,000. In 
this instance, because George does 
not meet the use test, only Cindy 
can exclude $250,000 of gain. The 
additional $100,000 will be taxable. 

If we change the scenario so 
that the house was instead sold 
on September 12, 2014, then they 
would meet all the requirements 
to exclude the entire gain.

If each spouse sells a home 
prior to marriage and each spouse 
meets the ownership, use, and 
frequency tests, then each spouse 
may exclude up to $250,000 of 
gain on his/her own home. 

For example, Cindy and George 
both sold homes in 2019, prior to 
their marriage and purchase of their 
new home. They had both owned 
and lived in their respective homes 
for more than two out of the last five 
years. Neither Cindy nor George 
had excluded a principal residence 
gain in the prior two years. As long 
as the gain on the sale of each of 
their individual residences was 
below $250,000, there would be no 
taxable event. If, however, Cindy 
had a gain of $300,000 and George 
had a gain of $150,000, George 
would not be allowed to exclude the 
$50,000 excess gain from Cindy’s 
sale of a personal residence. 

The $500,000 gain exclusion 
amount that applies to taxpayers 
filing a joint return will also 
apply to unmarried surviving 
spouses if the sale occurs within 
two years of the death of their 
spouse. To qualify for this, each 

Alicia Burghduff
EA, Senior Manager  

(Selling a Primary Residence  continued on page 13)
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of the following conditions must 
be met (IRC Sec. 121[b][4]): 

• Either the surviving spouse 
or the deceased spouse 
must meet the two-year 
ownership requirement for 
the residence immediately 
before the spouse dies.

• Both spouses must 
meet the two-year use 
requirement immediately 
before the spouse dies.

• Neither of the spouses may 
have used the exclusion 
during the past two years. 

Note that this rule will not 
apply if the surviving spouse 
remarries before a sale or 
exchange of the residence 
within the two-year period. 

Reduced exclusion rules
Taxpayers who do not meet 

the two-year ownership and use 
tests or who use the Section 121 
exclusion more than once in a 
two-year period may qualify for 
a reduced exclusion. A reduced 
exclusion is available if the primary 
reason the taxpayer sold a primary 
residence was one of the following:

• A change in place 
of employment

• Health
• Unforeseen circumstances

These reduced exclusion 
rules will next be described 
in greater detail.

Change in place of employment
A reduced exclusion will 

apply if the taxpayer’s primary 
reason for the sale is a change 

in the location of a qualified 
individual’s employment. 
“Qualified individuals” are 
defined as the following:

• The taxpayer or 
taxpayer’s spouse

• A co-owner of the home
• A person whose main home 

is the same as the taxpayer’s

“Employment” includes the 
state of work with a new employer 
or a new location of the same 
employer. It also includes the start 
or continuation of self-employment.

A change in place of employment 
is considered to be the primary 
reason the taxpayer sold the home 
if both of the following are true:

• The change occurred during 
the period the taxpayer 
owned and used the 
property as a main home.

• The new place of employment 
is at least 50 miles farther 
from the taxpayer’s home 
than was the former place of 
employment. If there was no 
former place of employment, 
the new place of employment 
must be at least 50 miles 
from the home sold. 

Health
The sale is due to health if the 

primary reason for the sale is to 
obtain, provide, or facilitate the 
diagnosis, cure, mitigation, or 
treatment of a disease, illness, or 
injury of a qualified individual. 
The sale of a home is not because 
of health if the sale merely 
benefits a qualified individual’s 
general health or well-being.

Here, qualified individuals 
include, in addition to the 
individuals listed in the section 
above, any of the following:

• Parent, grandparent, 
stepmother, or stepfather

• Child, grandchild, stepchild, 
or adopted child

• Brother, sister, stepbrother, 
stepsister, half-brother, 
or half-sister

• Mother-in-law, father-in-law, 
brother-in-law, sister-in-law, 
son-in-law, or daughter-in-law

• Uncle, aunt, nephew, 
niece, or cousin

Unforeseen circumstances
Reduced exclusion rules apply 

if the primary reason for the sale 
is the occurrence of an event the 
taxpayer did not anticipate before 
purchasing and occupying the 
residence. A taxpayer does not 
qualify for a reduced exclusion 
if the primary reason for the sale 
is a preference for a different 
home or an improvement in 
financial circumstances.

The following events qualify 
as unforeseen circumstances:

• An involuntary conversion 
of the home

• Natural or man-made 
disasters or acts of war 
or terrorism resulting in 
a casualty to the home

• Any of the following, applying 
to qualified individuals (as 
defined under “Change in 
place of employment”):

- Death
- Loss of job resulting 

(Selling a Primary Residence  continued from page 12)

(Selling a Primary Residence  continued on page 14)
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in being eligible 
for unemployment 
compensation

- A change in employment 
or self-employment status 
that results in the taxpayer’s 
inability to pay reasonable 
basic living expenses

- Divorce or legal separation
• Multiple births resulting from 

the same pregnancy event 
the Internal Revenue Service 
(IRS) determines to be an 
unforeseen circumstance

Converting a Principal 

Residence to Rental Use
Homeowners may still qualify 

for gain exclusion under IRC 
Section 121 even if the home 
is converted to rental use.

If the rental portion of the 
taxpayer’s home was used as a 
personal residence for two or 
more of the five years before the 
sale, the taxpayer can exclude the 
gain on the entire home (except 
for any depreciation allowed or 
allowable after May 6, 1997).

For example, Susan purchased 
her home in April 2010 and used 

the entire home as her principal 
residence. In May 2018, Susan 
moved out but was not able to sell 
the residence right away. Susan 
decided to rent the home until she 
could sell it. Susan eventually 
sold the home in January 2019. 
Because Susan owned and used the 
home as a principal residence for 
at least two out of the five years 
before the sale, she would be able 
to exclude up to $250,000 of gain 
on the sale. However, she would 
not be able to exclude the part of 
the gain equal to the depreciation 
allowed while renting the house.

(Selling a Primary Residence  continued from page 13)
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