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Padgett Business Services is dedicated to meeting the tax, government compliance, profit & financial reporting and payroll needs of businesses with fewer than 20 employees in the 
retail and service sector of the economy.  This publication suggests general business planning concepts that may be appropriate in certain situations. It is designed to provide complete 
and accurate information to the reader. However, because of the complexities of the tax law and the necessity of determining whether the material discussed herein is appropriate to 
your business, it is important you seek advice from your Padgett office before implementing any of the concepts suggested in this newsletter. 

PENALTY NOTICE: As required by U.S. Treasury regulations, you are advised that any written tax advice contained herein was not written or intended to be used (and cannot be used) 
by any taxpayer for the purpose of avoiding penalties that may be imposed under the Internal Revenue Code.     
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 WHERE YOUR SUCCESS TAKES ROOT℠  

More Taxpayers Can Use Cash Method of Accounting 

Generally, if you engaged in a trade or business in which the production, purchase, or sale of mer-
chandise was an income-producing factor, you must take inventories into account at the beginning 
and end of your tax year. 

However, if your average annual gross receipts for the 3 prior tax years are $1 million or less and 
you are an eligible taxpayer who adopts or changes to the cash method of accounting, you will not 
be required to account for inventories. 

If your business has been in existence for less than three years, average gross receipts are deter-
mined over the tax years it has been in existence (including annualized amounts for short years). For 

this purpose, gross receipts are defined as all amounts from the trade or business required to be recognized under your 
current method of accounting. These amounts include total sales (net of returns and allowances), all amounts received 
from services, interest, dividends, and rents. You do not have to include taxes that are legally imposed on the purchaser 
and are merely collected and remitted on their behalf. 

If you are not required to account for inventories and do not want to do so, you must treat inventory in the same manner 
as cost of materials and supplies that are not incidental. Under this rule, inventory costs for raw materials purchased for 
resale are deductible in the year the finished goods or merchandise are sold (or, if later, the year you paid for the raw ma-
terials or merchandise). 

If you want to change to the cash method of accounting, you must file Form 3115, Application for Change in Accounting 
Method. You may also have to make an adjustment to prevent amounts of income or expense from being duplicated or 
omitted. This is called a section 481(a) adjustment, which is taken into account over a period not to exceed 4 years. 

Employee Discounts 
Offering employee discounts for your products is a benefit 
which is appreciated by your employees, while not costing 
the company a lot of money.  When handled correctly, the 
employee gets a tax-free perk, and your company is re-
warded residually by having your employees use their prod-
ucts.  In general, the plan should: 

● Be offered only to current employees 

● Be indiscriminate regarding owners, officers, or                  
highly compensated employees 

Offer a discount which is not greater than the gross profit 
margin for the product (or a discount of not more than 20 
percent for services). 

Bartering Income 
Transactions involving the exchange of property or services instead 
of cash are called barter exchanges. The fair market value (FMV) 
of the property or services received in an exchange is taxable in-
come to the recipient. 

For example, an auto mechanic repairs a landlord’s car in return for 
6 months rent-free use of an apartment. The landlord reports the 
FMV of the auto repair as rental income and the mechanic reports 
the fair market rental value of the apartment as self-employment 
income. 

Caution: due to increased bartering activity via the Internet, the IRS 
has recently signaled its intent to pursue tracking barter ex-
changes. 
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