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In May, the U.S. Department of Labor (DOL) 
finalized a new rule that will change the 
way employers determine which white-collar 
employees are entitled to additional pay for 
overtime hours worked. Once the rule takes 
effect on December 1, 2016, an estimated 
4.2 million additional salaried workers — 
generally executive, administrative and  
professional employees — could become  
eligible for overtime pay.

AN OVERDUE UPDATE
The current rules for determining overtime eligi-
bility have been in place since 2004. In an effort 
to boost the wages of low- and middle-income 
employees, the DOL issued a proposed rule last 
July that was designed to increase the number of 
white-collar employees who would be eligible to 
receive time-and-a-half wages for each hour they 
work beyond 40 hours per week.

The final rule primarily affects one of the three  
tests that’s used to determine whether or not  
an employee is considered exempt for overtime 
wage purposes: the salary level test. Currently,  
any employee who is paid at least $455 per week 
(or $23,660 per year) is exempt. 

Under the new rule, this salary threshold will be 
increased to the 40th percentile of weekly earnings 
for full-time salaried workers in the lowest-wage 
census region, which is currently the South. This 

translates to $913 per week, or $47,476 per year — 
more than double the current exemption amount.

The other two tests for determining whether an 
employee is exempt remain largely unaffected by the 
new rule. First, employees must still be salaried — in 
other words, they are paid a fixed wage that can’t be 
reduced due to variations in the quality or quantity of 
work performed. 

And second, employees must largely perform  
executive, administrative or professional job duties 
(that is, pass the duties test). Fitting under this 
umbrella are responsibilities and tasks such as 
supervising other employees and exercising discre-
tion and independent judgment in the performance 
of their jobs.

In addition, the new rule increases the salary 
threshold for a “relaxed duties” test that is used 
to determine whether certain highly compensated 
employees (HCEs) are exempt. This threshold will 
rise from $100,000 to the 90th percentile of full-
time salaried workers nationwide, which translates 
to $134,004 annually. 

HCEs must continue to receive the full standard 
salary amount of $913 per week on a salary or fee 
basis without regard to nondiscretionary bonus or 
incentive payments. But these payments will count 
toward the total annual compensation requirement. 
Both the standard salary and HCE annual salary 
thresholds will be automatically updated every 
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three years (starting in January of 2020) so that 
they are maintained at the 40th and 90th percen-
tiles, respectively.

MINIMIZING THE IMPACT
So what are some strategies you can implement 
as an employer to help minimize the impact of the 
new overtime rule on your company’s operations 
and finances? Here are a few suggestions:

Convert salaried employees who’re newly eligi-
ble for overtime to hourly pay. If you keep these 
employees on salary, you’ll have to track the num-
ber of hours they work so you can pay overtime 
for every hour worked beyond 40 hours per week. 
Converting salaried workers to an hourly pay  
system should simplify the process.

Raise affected employees’ salaries. If employees 
currently earn near the new annual salary threshold 
of $47,476 — or if they meet the duties test and 
consistently work more than 40 hours per week — 
you could raise their salary to this threshold so they 
remain exempt.

Bar affected employees from working  
overtime. In this scenario, you might have  
to shift workloads so employees who aren’t as  
busy take on the work of employees who currently 
work overtime consistently. Or perhaps you could 
hire part-time or temporary employees to handle 
the extra work.

Pay the overtime wages above salary. You could, 
for example, pay a salary for the first 40 hours 
worked in a week plus time-and-a-half for each 
hour worked beyond 40. Or you could pay a fixed 
salary for a workweek of more than 40 hours that 
includes overtime compensation under certain 
conditions. 

START PREPARING NOW
The new overtime rules will have a significant 
impact on many small businesses, from both  
an operational and a financial standpoint. The 
effective date is right around the corner, so start 
making preparations now. •

What makes a collar blue? 

The exemptions for paying overtime to certain employees are provided by the Fair Labor Standards 
Act (FLSA). They apply specifically to “white collar” employees, not “blue collar” employees.

The FLSA defines blue-collar employees as “manual laborers who perform work involving repetitive 
operations with their hands, physical skill and energy.” They include nonmanagement employees in 
production, maintenance, construction and similar occupations, including carpenters, electricians, 
mechanics, plumbers, iron workers, craftsmen, operating engineers, longshoremen, construction work-
ers and laborers.

In addition, the FLSA exemptions don’t apply to certain positions, such as police officers, firefighters, 
paramedics and other first responders. 



Heart disease runs in William’s family — all 
his male relatives have died before the age 
of 65. Although now, at age 50, William is 
in fairly good shape, he thinks his chances 
of living to a “ripe old age” aren’t good. 
William is therefore considering putting 
some of his wealth into a self-canceling 
installment note (SCIN) as an estate  
planning strategy.

People who use a SCIN as an estate planning tool 
take an informed risk that they won’t reach their 
actuarial life expectancy. Financial planners call this 
mortality risk. 

SCINs AND ESTATE PLANNING
One way to use a SCIN in estate planning is to 
sell your business or other assets to your children 
or other family members (or to a trust for their 
benefit) in exchange for an interest-bearing install-
ment note. As long as the purchase price and 
interest rate are reasonable, there’s no taxable gift 
involved. So you can take advantage of a SCIN 

without having to use up any of your annual gift tax 
exclusions or lifetime gift tax exemption.

Generally, you can avoid gift taxes on an install-
ment sale by pricing the assets at fair market value 
and charging interest at the applicable federal rate. 
As discussed below, however, a SCIN must include 
a premium.

The “self-canceling” feature means that if you die 
during the note’s term — which must be no longer 
than your actuarial life expectancy at the time of 
the transaction — the buyer (that is, your children 
or other family members) is relieved of any future 
payment obligations. 

A SCIN offers a variety of valuable tax benefits. For 
example, if you die before the note matures, the 
outstanding principal is excluded from your estate. 
This allows you to transfer a significant amount of 
wealth to your children or other family members 
tax-free. And any appreciation in the assets’ value 
after the sale is excluded from your estate. 
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You also can defer capital gains on the sale by 
spreading the gain over the note term. But, if you 
die before the note matures, the remaining capital 
gain will be taxed to your estate even though no 
more payments will be received. Finally, your chil-
dren or other family members can benefit because 
they may be able to deduct the interest they pay 
on the note.

Keep in mind that you can’t take advantage of a 
SCIN strategy if you’re terminally ill. Why? Because 
the IRS will likely view the transaction as a sham.

FACTORING IN A PREMIUM 
Like most things in life, you can’t get something for 
nothing. To compensate you for the risk that the 
note will be canceled and the full purchase price 
won’t be paid, the buyers must pay a premium — 
in the form of either a higher purchase price or a 
higher interest rate.

There’s no magic number for the premium; the 
appropriate amount is a function of the payee’s 
age and the note’s stated duration. If the pre-
mium is too low, the IRS may treat the transaction 

as a partial gift, which may lead to gift tax 
consequences. 

Both types of premiums mentioned above can 
work, but they may involve different tax consider-
ations. If you add a premium to the purchase price, 
for example, a greater portion of each installment 
will be taxed to you at the more favorable capital 
gains rate, and the buyers’ basis will be larger. 
On the other hand, an interest-rate premium can 
increase the buyers’ income tax deductions.

There is a negative: The premium comes with some 
risk. In fact, SCINs present the opposite of mortal-
ity risk: The tax benefits are lost if you live longer 
than expected. If you survive the note’s term, the 
buyers will have paid a premium for the assets, and 
your estate may end up larger than before, rather 
than smaller.

A GOOD FIT?
Your estate plan should be developed with your 
individual situation and goals in mind. Talk to your 
tax advisor about a SCIN if you think it might be a 
good fit for your future financial plans. •
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Bad debt
It may be “bad,” but you still need to know how to account for it 

Even companies diligent about perform-
ing credit checks on new customers can 
sometimes have trouble collecting accounts 
receivable. If it becomes clear that a cus-
tomer either can’t or won’t pay an invoice, 
this results in a business bad debt.

WHAT IS BAD DEBT, EXACTLY?
The IRS defines a business bad debt as “a loss from 
the worthlessness of a debt that was either created 
or acquired in a trade or business or closely related 
to your trade or business when it became partly to 
totally worthless.”

There’s a potential silver lining to bad debts. In  
certain situations, you can deduct uncollected 
debts from your business income, which may 
reduce your tax liability, if the amount of the bad 
debt was previously included in your income.

This effectively means that only businesses that use 
accrual-basis accounting can deduct bad debts. 
Cash-basis businesses can’t deduct bad debts 
because they haven’t previously reported the debt 
as income. The IRS lists the following examples of 
business bad debts that may be deductible:

• Credit sales to customers,



• Loans to clients and suppliers, and

• Business loan guarantees.

Bankruptcy is a common reason why a business 
might determine that an account receivable is 
uncollectible and should be written off. For exam-
ple, suppose one of your customers files for bank-
ruptcy and states that the liquidation value of its 
assets is less than the amount owed to its primary 
lien holder. Once the customer informs you that 
your receivable won’t be paid, you can generally 
write off the amount as a bad debt.

Business bad debts are deducted on Form 1040 
Schedule C or on your applicable business income 
tax return. 

ACCOUNTING FOR  
BAD DEBT WRITE-OFFS
From an accounting standpoint, there are two 
methods for writing off bad business debts: 

With the direct write-off method, the receivable is 
written off against income after it’s determined that 
the account is uncollectible. This typically happens 

months after the receivable and credit sale have 
been recorded in your company’s books.

With the allowance method, you’ll anticipate in 
advance that some of your accounts receivable 
will be uncollectible. You’ll then debit bad debt 
expense and credit an allowance for doubtful 
accounts. The allowance account is used to report 
the net amount of receivables you expect to be 
converted into cash prior to identifying and remov-
ing any uncollected receivables. 

Once a specific receivable is determined uncol-
lectible, you’ll write it off with a credit to accounts 
receivable and a debit to an allowance for doubtful 
accounts. The allowance method adjusts accounts 
receivable on the balance sheet — no expense or 
loss is reported on the income statement. 

WHICH METHOD IS BEST?
The direct write-off method is simpler than the 
allowance method, but there’s one major draw-
back: It violates the matching principle of account-
ing. In other words, this method recognizes bad 
debt expenses from a previous accounting period. 

For example, if a credit sale was made at the  
end of 2015, the bad debt won’t be recognized 
until some time in 2016. In this scenario, expenses 
from a previous period would be deducted  
against revenue during a current period, which  
isn’t in accordance with Generally Accepted 
Accounting Principles.

Note: Generally, you must use the direct  
write-off method for income tax purposes, but  
you can use the allowance method for financial 
reporting purposes. Doing so will enable you to 
recognize the loss closer to the actual time of the 
credit sale. This will result in the bad debt expense 
being matched in the same accounting period as 
the credit sale itself.

THE NEXT STEP
Consult with your tax advisor for more information 
on the implications of writing off bad debts. In fact, 
he or she may be able to help you find ways to 
reduce or eliminate bad debts. •
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Small businesses are recog-
nized as one of the main drivers 
of economic growth. To spur 
investment in small companies, 
Congress offers attractive tax 
breaks for those investing in 
qualified small business stock.

CAPITAL GAINS  
EXCLUSIONS
Under Section 1202 of the Internal 
Revenue Code, investors who’ve held  
qualified small business stock (QSBS)  
for at least five years may be able to 
exclude from federal tax between 
50% and 100% of their capital gain. 
The exclusion amount depends on 
when the QSBS was acquired:

•  If the stock was acquired before 
February 18, 2009, 50% of the 
capital gain is excluded.

•  If the stock was acquired between 
February 18, 2009, and September 
27, 2010, 75% of the capital gain is excluded.

•  If the stock was acquired on or after  
September 28, 2010, 100% of the capital  
gain is excluded.

The taxable portion of capital gains from a  
QSBS sale is taxed at ordinary income tax rates  
or 28%, whichever is less. So if the 28% tax rate 
and 75% exclusion applied to a sale of QSBS,  
the effective tax rate would be 7%. Meanwhile,  
the effective tax rate would be 14% if the  
50% exclusion applied.

Also, capital gains excluded from federal tax  
aren’t subject to the 3.8% net investment  
income tax.

WHAT ARE THE CRITERIA?
A business must meet specific criteria for its stock 
to be considered QSBS. For example, it must be 
a domestic C corporation and, at the time the 
stock is issued, can’t have more than $50 million in 
assets. In addition, at least 80% of the value of the 
business assets must be used in the active conduct 
of one or more qualified businesses.

The 100% exclusion window was set to expire at the 
end of 2014. But the Protecting Americans from Tax 
Hikes Act made the 100% exclusion permanent.

IS QSBS IN YOUR FUTURE?
Whether the QSBS exemption applies to you — or 
could apply — may have a significant impact on 
your future tax liability. Exploring the options now 
could lead to potential rewards down the road. •
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